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This article reviews the state of play regarding the investment
regime in the World Trade Organization, with the objective of
contributing to the debate on policy priorities for devel oping
countries. It concludesthat substantial progress on aninvestment
regime at the multilateral level is unlikely and perhaps
undesirable. A multilateral investment accord appears to be
relatively unimportant to investors. Furthermore, institutional and
regulatory harmonization derived from rules imposed by the
World Trade Organization is costly and may be inappropriate
for devel oping countries, asit may divert resources from higher
prioritiesin development and act as abarrier to experimentation.
Focus should be on the domestic policy agenda, including further
external liberalization, and principally domestic regulatory and
institutional reform. Improving these fundamental s should have
asignificant positive impact on the attraction of foreign direct
investment. Host-country support for a multilateral trading
system, neverthel ess, continuesto be of paramount importance,
alongside a gradualist approach to a multilateral investment
accord over the long term.
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(FDI), focusing specificaly onimplicationsfor devel oping countries.
It provides comments on anumber of linked questions: Where are
wenow with multilateral investment rules?Isamultilateral investment
regime at the World Trade Organization (WTO) desirable?Are
multilateral investment rules actually achievable? Where do we go
from here, and what are theimplicationsfor devel oping economies?

Theseissues arethe subject of extensive debate, often within
thewider context of discussionson globalization and its benefitsand
costs, and the roles of multilateral institutions (including the
International Monetary Fund (IMF), theWorld Bank and theWTO)
within the post-war global architecture of rules for trade and
Investment. Joseph Stiglitz labelsthe current system one of “global
governance without global government ... in which a few
ingtitutions ... and afew players—thefinance, commerce and trade
ministries, closely linked to certain financial and commercial interests
—dominate the scene, but in which many of those affected by their
decisionsareleft almost voiceless’ (Stiglitz, 2002, pp. 21-22).

The overall objective of the article isto assist developing
countriesin deciding upon policy priorities. Drawing on available
evidence, it concludesthat substantial progress on an investment
regimeat themultilatera level isunlikely, and, without radical changes
tothe WTO itself and to the underlying principlesof aninvestment
regime, probably undesirable. The policy focus for developing
countriesshould, therefore, be on domestic regul atory and institutional
reform, while maintaining a strong commitment to the multilateral
trading system, and recognizing the potential benefitsfrom progress
towardsamultilateral investment accord over thelong-term.

Stateof play in investment regulation
Multilateral investment rules

Thehistory of multilateral investment rulesisataleof successve
disappointments (Brewer and Young, 2000). The history beginswith
the proposal for an International Trade Organization (ITO) inthe
1940s, and itsrejection by the United States Congress. FDI-related
topicswere among the most important and controversial. Intheend,
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they wereacrucial factor intherejection by the United States of the
Havana Charter that would have created the ITO. Asaresult of
these developments, FDI-related aspectswerelargely ignored in
the context of the General Agreement on Tariffsand Trade (GATT)
until the Uruguay Round negotiations. In between times, however, a
range of initiativeswere promoted in different forums, key among
thesebeing:

. the binding codes of the Organisation for Economic Co-
operation and Development (OECD) on Liberalisation of
Capital Movements and Current Invisible Operations
(1963), requiring the liberalization of inward and outward
capital movementsover thelong-term,

. the draft United Nations Code of Conduct on Transnational
Corporations (voluntary), submitted in 1990 but not finished;

. the voluntary OECD Guidelines for Multinational
Enterprises, published in 1976 and regularly updated (with
little evidence of implementation by transnational corporations
(TNCs)); and

. the draft OECD Multilateral Agreement on Investment
(MALI), aiming to achieve a comprehensive multilateral
framework, whose negotiations were suspended in October
1998 (with no agreement).

Investment came back onthe GATT agendawith the Uruguay
Round Agreements (1995). As part of a package that led to the
establishment of the WTO, anumber of agreementswith explicit
investment content were approved, namely, theAgreement on Trade-
Related Investment Measures (TRIMs), which limits FDI
performance requirements to some extent; and the General
Agreement on Tradein Services (GATS), which includes FDI in
services. In addition, agreementswith continuousand direct relevance
to investment include the Agreement on Trade-Rel ated Intellectual
Property Rights (TRIPS), which establishes standards and
enforcement proceduresfor intellectual property; the Agreement on
Subsidies and Countervailing M easures restricting some subsidies
and retaliatory actions; and the Agreement on Dispute Settlement
Understanding where government-to-government disputes on
investment issues areincluded (for detail see Brewer and Young,
2000, pp. 121-131). However, the agreements do not appear to
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have been designed specifically with investment in mind, arelimited
in scope and lack integration. Pierre Sauvé and Christopher Wilkie
commented that: “thereistill not agreat deal of appreciation among
WTO members of the extent to which existing rules address
investment-related matters’ (Sauvé and Wilkie, 2000, p. 338).

WTO rulesestablished that biennia ministerial-level meetings
would be held to continuethe process of liberalization withinarules-
based system. After the failure to initiate a millennium round of
negotiations at the 3@ Ministerial Conferencein Seattlein late 1999,
eventually in November 2001 the Doha Round was launched.
Heralded asa* development round”, 21 subjectsarelisted in the
DohaDeclaration, including anumber of investment-related items,
namely: negotiations on specificissuesinthe GATS, inthe TRIPS
Agreement, and in the Anti-Dumping and SubsidiesAgreements;
whileworking groups study the topics of the rel ationship between
trade and investment, the interaction between trade and competition
policy, and trade and technology transfer. The 5" Ministerial
Conference (2003) in Cancun, Mexico, proved a setback to the
Doha Round, and to its claims to be a development round. But
whatever happens, only very limited progress on investment issues
is possible, and the prospects for a comprehensive multilateral
investment regime are asfar away asever.

Asthisarticlewill show, from the days of the Havana Charter
there have been three key and interrel ated barriersto progresson a
multilateral investment regime. Thefirst concernsthe problem of the
rel ationship between multilateral rulesand domestic priorities. The
second relates to the balance between the rights of TNCs and
obligations of countries (compared with therights of countriesand
obligations of TNCs); and the third concerns asymmetries between
home countriesfor FDI (mainly industrialized countries) and recipient
host nations (mainly inthe devel oping world).

The architecture of investment rules encompasses multiple
overlapping levels, namely, multilateral, macro-regional (trade/
Investment blocs), national/bilateral and sub-national/micro-regional
levels. Theselevelsinteract with and may eventually contradict each
other, creating problems of systemic coordination (Tavares, 2001).
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Furthermore, theimportance givento investment rules, and the state
of development of regulation in thisregard, are highly variable
between level sand even within each level. For instance, someregional
blocs have explicit investment provisions and others do not have
them (Brewer and Young, 2000). The provisions of the North
American Free Trade Agreement (NAFTA) oninvestment areamong
the most advanced at amacro-regional level. They arewide-ranging,
including fourteen chapters, the most relevant being Chapter 11,
which usestermssimilar to those of many bilateral investment treaties
(BITs) onimportant i ssues such asexpropriation. Under that Chapter
appeared some of thefirst caseswhere TNCs have sued rich OECD
host governments (Hallward-Driemeier, 2003).1 Space does not
permit afull review of investment regulation at these different levels,
and because of the relevance to the article, further comment is
restricted to bilateral rules.

Bilateral investment treaties

Recent years have witnessed an extraordinary proliferation of
BITs(UNCTAD, 1998 and 2003), which are nowadays the most
important instrument for theinternational protection of FDI. They
are usually heralded as a means of attracting further FDI to the
signatory countries; and are especially important when domestic
institutions arefragileand protection of property rightsisweak. BITs
protect the affiliates of TNCsin host countriesfrom discrimination,
by requiring the granting of national treatment and most-favoured-
nation treatment. In addition, they usually deal with cases of
expropriation, capital transfer restrictions, and lossesresulting from
war and civil disturbance etc.

Thefirst BIT wasratified in 1959. Thenumber of such treaties
quintupled during the 1990s and totalled 2,256 by the end of 2002
(UNCTAD, 2003). 173 countrieswereinvolved in Bl Ts at the end
of the 1990s (contrasted with only 2 at the end of the 1950s). The
importance of BITsin international investment regulation worldwide

1 A major advantage of regional integration agreements for small
countriesis, of course, to create larger markets; and market size is a major
FDI determinant.
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IS thus very clear. Until the late 1980s, most BITs were signed
between adevel oped and adevel oping country, usualy by initiative
of theformer, aiming to secure protection of itsinvestors. Sincethat
time, Bl Ts between devel oping countriesareincreasingly frequent.
BITs where the two counterparts are developed countries are
infrequent, mainly because investment relations between such
countriesare by and large dealt with in variousinstruments adopted
under the aegis of the OECD.

Articlesinthisjourna have evaluated anumber of dimensions
of BITs. John Kline and Rodney Ludema (1997) note that TNCs
are granted anumber of rightswhile having few responsibilities.
Similarly, home-country governments havefew responsibilitiesother
than using best endeavoursto stimulate capital flows. Bl Tsgrant
investorslegal standing, so they have adirect roleininternational
trade disputes. Kline and Ludema (1997) argue that thisinvestor-
State approach isconceptually preferableto the State-State system
of WTO dispute settlement. Thus the decisions in BITs dispute
proceedings are more narrowly defined and create fewer market
distortions; whereasWTO judgments go beyond the particular case
to penalize exporterswho have no involvement in the dispute. A.V.
Ganesan (1998) suggeststhat Bl Tshavefound favour with devel oping
countries because they commonly providefor national treatment to
foreign investorsin the post-establishment phase only, and do not
restrict host countries from following their own FDI policies. A
comprehensive multilateral regimewould, by contrast, allow TNCs
market access under conditions of non-discrimination between
domestic and foreigninvestorsin respect of entry, establishment and
operation.

The hugeincreasein Bl Tswas associated with the adoption
of policiesto attract rather than restrict or regulate FDI and can,
therefore, be seen as part of theliberalization agendaof the 1980s
and 1990sin devel oping and emerging nations. A recent series of
country studies of policy reformin Latin America (Lengyel and
Ventura:-Dias, 2004) concluded that the proliferation of bilateral and
plurilateral agreements can be explained by the lack of measurable
benefits from multilateralism when compared to the high costs of
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adjustment and reduced government autonomy. Countries wanted
control over the pace, sequencing and direction of liberalization and
reform. So thefailureto make progress at the multilateral level has
led to dternative arrangement emerging: given their bargai ning power,
home country governments find it easier to achieve the goal of
protecting and facilitating outward FDI at thebilateral level;> TNCs
obtain similar benefits, although, as Joachim Karl (1998) pointsout,
regionally or globally integrated TNCs are unprotected in casesin
which violations of agreementsby host countries cause cross-border
harm.

Despite the arguments presented above, however, studieshave
found that Bl Tsare not important FDI determinants (UNCTAD,
1998; Hallward-Driemeier, 2003), thereby questioning their
effectiveness.

Aremultilateral investment rulesdesir able?
Theor etical per spectives

Thissection reviewsthe major theoretical argumentsrelating
to the establishment of arules-based multilateral investment regime.
From an economic perspective, the benefitsfrom such aregime have
been clearly stated by various authors (UNCTAD, 1996; Graham,
1996; Brewer and Young, 2000; Sauve and Wilkie, 2000; Young
and Brewer, 2003).

Themost generd argument pro-investment liberalization within
a multilateral framework parallels that for multilateral trade
liberalization, basically relying on the equivalent of the gains-from-
trade argument. The general conclusion isthat, aswith trade, the
liberalization of international FDI flows should be encouraged since
it generates both national and global welfare gains, both by
stimulating an increase in such flows, and preventing deadweight
losses emanating from protectionist behaviour and the absence of a
harmonized framework.

2 The Government of the United States has madeit clear in the wake
of Cancun that it will make greater efforts to develop bilateral and regional
tradeinitiatives (De Jonquiéres, 2003).
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The situation regarding FDI contrasts starkly with that for
international trade wherethereisalong-established, comprehensive
multilateral system of rulesand principles(for acomprehensivereview
see Brewer and Young, 2000). An agreement on amultilateral trade
regime may be easier because the symmetries of importsand exports
mean that countries’ interestsarerelatively similar. Furthermore,
negotiations on tariff (although not non-tariff) barriersare ssmpler
than with investment and related barriers because the former are
readily identified and isolated. | dentification and quantification of
countries’ gainsand lossesis more straightforward in the case of
trade impedimentsaswell (Caves, 1996).

According to Richard Caves (1996), while two-way
movements of investment are becoming moreimportant, thereare
still major asymmetries—and, therefore, difficultiesin ensuring that
the benefits of international policy co-ordination are spread fairly
among participants. Alan Rugman and Alain Verbeke (1998) argue
that the symmetry of FDI positions at the national level and the
dispersion of ownership-specific advantagesat thefirm level suggest
support by both countries and firms for multilateral trade and
investment liberalization. This, however, primarily appliesto thetwo-
way FDI flows between devel oped countries (admittedly the bulk
of global investment flows) rather than to relations between
developed and devel oping countries.

Hence, the asymmetry in investment positions, compounded
by, we argue, the“invisibility” of FDI and relative complexity of
measuring FDI flows make fair and balanced negotiations on
investment very difficult.

Another important economic argument in favour of a
multilaterally agreed framework isthat it would limit the considerable
waste of resources produced by the often scandalous incentive
escalation (Oxelheim and Ghauri, 2003) and other distorting
idiosyncratic measuresthat are only possible dueto the lack of an
internationally agreed and coordinated framework. Asidefrom the
waste and misall ocation of resources, competition may be distorted,
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especially for large-scal e capital-intensive projectsin oligopolistic
markets (Brewer and Young, 1997; Young, 2004).

Furthermore, asthereisatrade-off between the granting of
incentives and other policy measures, the efficiency of incentives
can be strongly questioned, and the potentially significant opportunity
costs highlighted (Driffield, 2000; Blomstrém and K okko, 2003).
The payment of incentivesisdominated by theindustridized countries;
and even within an area such as the European Union (EU), the
wedlthier nations spend significantly morethan the poorer devel oping
countries (Brewer and Young, 1997).

The World Investment Report 1996 (UNCTAD, 1996),
supported by numerous studies, has highlighted the significance of
incentivesin FDI decisionsin host developed countries. Conversely,
many developing countriesstill regard performance (principally local
content) requirements asimportant toolsin encouraging indigenous
industrial development and strengthening trade balances. Under
conditionsof oligopoly, performance requirements may be employed
to shift rentsand producer surplusfrom firmsto host countries; but
the conclusion depends on the type of measure, and performance
requirements are asecond best devel opment tool. On balance, theory
and empirical evidencelargely favoursthe elimination of investment
incentives and performance requirements, from both global and
national perspectives(Moran, 1998; Guisinger et al., 2003).

Another conceptual argument presented in favour of binding
multilateral rules is that they would lock-in liberalization and
protection measures, and make reversal of policies much more
difficult than the case with national/bilateral rules. Thislock-in of
policy measures could be particul arly important when changes of
government occurred or recession conditions encouraged
protectionism, and would solve dynamic consistency problems.

Similar arguments have been devel oped by James Markusen
(2001) from a game-theory perspective. He suggests that a
multilateral investment agreement can bind future political leadersor
makeit difficult for them to withdraw from such rules. Again, if there
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iIsno multilateral agreement, negotiationswill be on acase-by-case
basi swith no fixed or transparent policies; thiscan lead to rent seeking
and corruption by local government officials.3

Theissue of transparency and opennessiscrucial. Indeed,
thereisasignificant amount of research showing that opennesslowers
corruption, the latter seen as a maor inhibitor to growth and
development. Theory suggests that trade policy, competition by
foreign producersand international investors, and openness-rel ated
differencesininstitution-building costsarethree major transmission
mechani smsthrough which openness affects acountry’s corruption
levels. Recent empirical work (Bonagliaet al., 2001) indicatesthat
the effect of openness on corruption is nearly one third of that
exercised by thelevel of development. Thusmultilateral and national
policies can work together to reduce corruption, hence contributing
to economic growth and devel opment.

The final economic argument presented here is that the
existence of a multilateral regime, by leading to reductions in
uncertainty, would be conducive to a substantial decrease in
Informati on/communi cation and transaction costs (Casson, 1997);
these can be extremely high in the case of continuous haggling over
FDI conditions.

Thusthere are powerful economic argumentsin favour of a
multilateral investment agreement at the global level. However, the
key issue isthe asymmetric nature of investment flows, and the
problems this creates for ensuring afair distribution of benefits
between capital exporters (mainly devel oped countries) and capital

3 Conversely Markusen (2001) also notes a number of arguments
that might favour domestic as opposed to international rule making. First,
commitment to international rules means a sacrifice of flexibility and potential
bargaining power. Second, there will be an inability to discriminate among
investment projects, meaning that the host country could lose out on possible
larger rent shares on the more profitable projects. Third, projects may vary
widely in terms of their potential net spillover and other benefits and
governments would like flexibility to exploit these. In the main, these
arguments do not carry much weight.
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importers (mainly devel oping countries). Thisisastrong proviso to
the pro-multilateralism arguments.

To conclude this discussion, it is worth adding what is
essentially a political economy argument pro-multilateral FDI
regulation, namely that it would have a positive impact on TNC-
government relations, and on government-government interaction.
According to Edward M. Graham (1996), the consequences of an
imperfectly integrated world economy and a political system based
on nation Statesarethat conflictsinevitably arise between and among
TNCs and governments. These can lead to global and national
welfarelossesthrough inefficienciesand/or resource misallocations.
Inasimilar vein, Caves (1996) highlights adivergence of national
welfare from global welfare in a number of major policy areas,
including taxation and competition. One of the reasons for the
imperfectly integrated globa economy derivesfrom the absence of
acredibleand coherent framework for international investment. What
exists comprises a patchwork of bilateral treaties, regional
arrangements, and limited plurilateral or multilateral instruments. This
patchwork creates aconsiderable problem of lack of coordination
and consequent systemic failure, and in the end weakens the
bargaining power of countriesvis-a-vis TNCs, which havelearned
how to exploit the absence of atransparent and harmonized FDI
regulatory framework.

Aremultilateral investment rulesactually achievable (or
desirable)? Political-economy and institutional per spectives

Despite the economic case for multilateral rules, other
argumentsexist, inapolitical economy (or strictly political science)
spherethat may tip the balance against multilateralism. A number of
themes have been devel oped in theliterature highlighting the problems
of achieving amultilateral system of rules (of all types, including
investment). Challenges emphasized relate to the dilemmas posed
by relationships between globalization, the nation State and
democratic politics; issues of supranational governance; decision-
making processes and bargaining power; and the debate over the
relative merits and demerits of institutional and regulatory
harmonization versusdiversity at country level.
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Globalization, the nation State and democratic politics

There are arguments that the requirements for stronger
integration are unattainable and probably undesirablein aworld of
nation States and democratic politics. Literature on the topic of
investment frameworks di stingui shes between * strong” and “ weak”
rulesand “deep” or “shallow” integration (e.g. UNCTAD, 1996).
Therequirementsfor achieving the benefits of deep integration are,
however, very demanding, requiring market contestability and modal
neutrality;* policy coherence; binding rules with wide country
coverage; and comprehensiverules, incorporating national treatment,
most favoured nation treatment and effective dispute settlement
mechanisms (Brewer and Young, 2000, p. 37-38).

Dani Rodrik (2002) argues that a requirement for deep
integration iseither removing the sovereignty of the nation State or
abandoning domestic politics. Since these latter two options are
unlikely to befeasibletogether, then the only remaining possibility is
the abandonment of the goal of deep economicintegration. Thisis
what he callsthe“ political trilemma’ of theworld economy.

Several authors (Hoekman, 2002; Rodrik, 2002; Ostry, 2001)
have contrasted the present WTO system with its predecessor, the
Bretton Woods/GATT regime. During thelatter period, far-reaching
trade liberalization occurred in manufactured goods, but services,
agriculture and textileswere effectively omitted; anti-dumping and
safeguard clauses were permitted; and investment issues and
developing countries’ policieswerelargely excluded. The deeper
integration associated withthe WTO regime, by contrast, “involves
aninherently intrusivefocuson domestic policy ... [and] aso greatly

4 Modal neutrality means that rules are designed to ensure that
government policies do not lead to the choice of an inefficient mode of
supply. One argument for investment regulationsin the WTO isthat if rules
exist on trade policy but not on investment policy, government measures
may distort the mode of supply. In a theoretical analysis, Hoekman and
Saggi (2002) find that a TNC chooses the efficient mode of supply even
under adiscriminatory output tax levied on FDI. Still, thereis ample evidence
of distortionsoccurring in, for example, the FDI decisions of Japanese TNCs
entering Europein the 1980s and early 1990s (e.g. Barrell and Pain, 1999).
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reinforcesthelegalization trend in thetrading system” (Ostry, 2001,
p. 235). Since further progress is incompatible with national
sovereignty or domestic politics, thelikely consequenceisregarded
as being ashallow version of globalization (Rodrik, 2002), with
investment rules excluded. Thisauthor, aswell asotherslike Stiglitz
(2002), has argued that in the absence of any kind of global
government, deep integration tends to have a profoundly anti-
democratic nature. This, together with aperceived loss of sovereignty
(or at least authority), are reasonswhy devel oping countriestend to
oppose such commitments, and apractical argument that counteracts
the theoretical economic advantages of amultilateral investment
regime.®

Supranational governance and the roles of the WTO, IMF and
World Bank

A substantial body of literature has focused upon systemic
weaknessesin global governance. Onetheme emphasi zesthe defects
of the WTO system itself. For example, Rorden Wilkinson (2001)
suggeststhat the WTO was aproduct of post-war institutional path
dependency. Assuchitsprovisionsareviewed asfavouring industria
countries, withitsculture being oneof anti-devel opmentalism. Despite
the positive theoretical arguments supporting traderules, Stiglitz
(2002) has argued that trade agreements have been asymmetric,
with therich countries doing too little to open their marketsto the
south. Thiswould encompassinvestment-rel ated issuestoo, where
there are suggestionsthat, for example, the TRIPS agreement inthe
Uruguay Round was anti-developmental. The requirement to
establish intellectual property lawsand institutionsto enforce them
has been argued to | ead to substantial transfersfrom poor to rich
countriesthrough royalty payments (Maskus, 2000; Srinivasan,
2002; additional criticismsare contained in Strange and Katrak,
2003). Similarly, middle-income devel oping countries (such asthose
in Latin America) accepted obligationsto eliminate anumber of policy

5 Aside from sovereignty, there can be issues of prestige associated
with FDI. Statistics on FDI attraction are now used in many countries as an
important economic indicator, and FDI-related agenciestend to be high profile
institutions. Because of this*jewel-in-the-crown syndrome”, politicians may
seek to maintain control over FDI issues.
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instruments (such asloca-content requirements) without getting much
inreturn (Lengyel and Ventura:-Dias, 2004). Furthermore, the Dispute
Settlement Mechanism is biased against devel oping countriessince
thepossibilitiesfor retdiation inthe event of winning acasearerelated
to the economic size of the country. Among the positives, on the
other hand, Miguel Lengyel and Vivianne Ventura-Dias (2004)
suggest that membership of theWTO hasled toimproved information
dissemination, especialy inrespect of complex technical knowledge,
and so has assisted the involvement of poor and small States.

Theneed for reform of global institutions (the WTO but also
the IMF and World Bank) isalso evident in thework of anumber of
authors(e.g. Hart, 1997; Tita, 1998; Marceau and Pedersen, 1999;
and Sharma, 2000). James Boughton (2002) highlights problem areas
such asthe absence of clear mechanismsto handle the relationships
between thetrade liberalization rules of theWTO, and tradereforms
undertaken as part of World Bank or IMF programmes; and the
differentia voting systemsof theseinstitutions (one-country one-vote
inthe WTO; weighted voting in the World Bank and IMF), which
could dlow, for example, WTO membersto be* punished” inaWorld
Bank or IMF forum for breaching WTO agreements. Finally,
Dukgeun Ahn (2000) and others emphasize the requirement for
improved cooperation and coherence among the multilateral
ingtitutions.

Hencereform of supranational governanceisregarded asbeing
essential if amultilateral regimeisto be achieved. Asidefrom the
specific problemsassociated with multilateral investment negotiations
(to bediscussed below), the perception of anti-developmentalismin
systems of global governance generally makes many developing
countries strong opponents of amultilateral investment framework
under the aegis of theWTO.

Decision-making processes and bargaining power
The dissatisfaction with supranational governance systems

extendsto forceful (sometimes polemical) criticisms of decision-
making processesinthe WTO and imbalancesin bargaining power.
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Within theinternational businessfield, studiesof TNC-host
government relations and bargai ning power havealong history (Root
and Ahmed, 1978; Fagre and Wells, 1982; L ecraw, 1984; Kabrin,
1987). More recently, the approach has been extended to include a
secondtier of bargaining at thebilateral level between host devel oping
and developed countries or multilateral institutions (Ramamurti,
2001). The conclusion wasthat the bargaining power of TNCs has
been strengthened, whilethat of host countries has been weakened,
meaning amuch greater emphasisontherightsof firmsand obligations
of countries.

It isnot difficult to utilize such an approach to analyze the
DohaRound of WTO negotiations and show the practical problems
of making any substantive progress on investment-related matters.
New actors have emerged such as non-governmental organizations,
which have challenged many of the assumptionsof deeper integration
based on acorporate commercial agenda, although they have had
littledirect successininfluencing multilateral negotiations. Thedemise
of the MAI also showed that there waslittle support for investment
rules among major playerslike the TNCsand the Government of
the United States. TNCshavelargely achieved what they want from
investment rules (as discussed above, Bl Ts havetipped the balance
towardstherights of firmsand specifically investor protection, a
major concern). Therefore, TNCs are not actively pursuing an
investment-rel ated agenda, although their trading interests suggest
support for a trade-related round of negotiations. The large
devel oping-country block inthe WTO isby no means unified; but
there has been determined opposition to an investment agreement
by key memberslike India, and genuine concerns about the benefits
associated with the widespread trade and investment liberalization
and deregulation policies pursued in thelast decades.

Key issues for a successful agreement include investment
incentives and performance requirementswhich are basically non-
negotiable (but see Theodore Moran’s“grand bargain” (1998)). It
isquestionable whether thereisapolitical market for multilateral
ruleson investment incentives, especialy infederal countries: no or
little progress was made in the MAI, NAFTA or inthe OECD’s
Industry Committee (Sauvé and Wilkie, 2000). Conversely,
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developing countriesare unwilling to expand agreementson TRIMSs.
There also more important issues than investment for developing
nations, particularly, for example, market access for exports of
agricultural and textile products. From a bargaining power
perspective, the conclusionisone of stalemate.

Authorsin political sciencefocusstrongly on decision-making
processes, and somearehighly critical of thedomination of theWTO
by the United States and EU. Despite the fact that developing
countriesrepresent alarge majority inthe WTO, they are dependent
onindustrialized nationsfor imports, exports, aid, security etc. and
may end up compromising their interests. Richard Steinberg (2002)
labels bargaining inthe WTO as power-based and asymmetrical
even though in theory it should be law-based. Aileen Kwa (2003)
commentssimilarly that decision-making isnon-transparent and non-
accountable, with the magjor industrial nations making the real
decisionsand ignoring opposing views. It isnot necessary to accept
the extreme versions of such argumentsto recognize the widespread
dissatisfaction with current decision-making processes. Theissue
for thisarticle concernsthe effects on negotiations on investment-
related matters. While power restswith theindustrialized nations,
the devel oping country majority has enabled them to use power ina
negative way, whichisto halt progresson issuesthat arecritical to
them, such as performance requirements (TRIMs).

Institutional and regulatory harmonization versus diversity at
country level

A likely trade-off exists between harmonization and diversity
inrule-making. Thereiscurrently substantial institutional diversity
around theworld, leading to high transaction costs. Thelatter derive
from problems of contract enforcement; implicit (versus explicit)
contracts and the need for repeated interaction between parties; and
national differencesin regulationsand in therulesof doing business.
Deep economic integration would require removing these transaction
costs through the harmonization of institutions and associated
regulations, aprocessthat would parallel theremoval of barriersto
investment and trade.
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Authors such as Sylvia Ostry (2001), Rodrik (2002) and
Sharun Mukand and Rodrik (2002) have, however, focused upon
the challenges posed by multilateral agreementsfor ingtitutiona reform
in developing countries. Following Douglass North (1994; seealso
World Bank, 2002), it iswell recognized that marketsrequire effective
non-market institutionsin order to operate efficiently. However, as
Stiglitz (2002) has noted, the establishment of theseinstitutions can
be prohibitively costly to some devel oping countries, and may not
suit these countries' interests. There is no a priori recipe for
harmonization. Difficulties of adjustment have also been noted by
variousauthors (see, for example, Lengyel and Ventura-Dias, 2004,
inaLatin American context).

Infact, thereisagrowing body of literature which arguesfor
encouraging institutional diversity and experimentation in order to
ensureafit betweeningtitutionsand local conditionsand devel opment
needs (Dewatripont and Roland, 1995; Roland, 2000; Rodrik, 2000;
Bedley, 2000; see a so Bergl 6f and von Thadden, 2001 on corporate
governance). Thismay provide afurther rationalefor diversity and
experimentation among regul atory regimes.

Other writers(e.g. Mukand and Rodrik, 2002; Rodrik, 2003)
develop arelated argument. Accepting that there has been ageneral
convergencetowardsan outward-looking, liberalization-based policy
model, this hides considerable diversity, particularly in respect of
institutional implementation. It is suggested that Chinaand India,
which have been markedly successful intermsof growth rates, have
implemented solutionsvery different to those of some Latin American
countries. Thesg, itissuggested, havelessto do with basic economic
principlesaswithther institutional embodiment, although clearly there
are differences in the former, particularly as regards pace of
liberaization.

While some authors have focused upon institutions per se,
others, such as Bernard Hoekman (2002), have pointed out that the
adoption of regulationsand standards applied in devel oped countries
may also be costly and inappropriate for developing countries. Thus
therequired intellectual property regime may differ, for example,
according to acountry’s stage of development; and the customs
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system might differ according to the problems faced (Hoekman,
2002; Finger and Nogués, 2001). Again some areas of regulation
maly not be prioritiesfor devel oping countries. Thissuggestsgreater
consideration by the WTO of theinvestment required by developing
countriesin implementation and the opportunity costs of diverting
resourcesfrom higher prioritiesin development.

Thusmultilateral rulesare not necessarily desirable, let alone
achievable, if they wereto lead to excessive harmonization at country
level (which could be potentially counterproductive from a
devel opment perspective).

Overdl, theabove-mentioned arguments, mainly fromapolitica
economy perspective, highlight thedifficultiesand potentia problems
implied by amultilateral regimethat have until now counterba anced
the economic reasons pro-multilateralism. In fact, amultilateral
regime has considerabl e difficultiesthat transcend mere negotiating
complexity: theseincludethe global efficiency-equity trade-off; the
dangers of arecipe approach given development asymmetries of
countries; and considerabl e coordinati on/transacti on/bargai ning costs
ex ante (though implying asignificant reduction of such costs ex
post if arules-based framework would be achieved).

Do multilateral investment rulesmatter for developing
countries? Thecasefor domesticreform

Thereisextensiveresearch on the determinantsof FDI in host
countries(UNCTAD, 1996). Important variablesinclude market size
and growth prospects, labour availability and skillsand the quality
of infrastructure (for amore refined eval uation, see Nunnenkamp
and Spatz, 2002). A ccepting the importance of thesefactors, Ewe-
GheeLim’s(2001) review of theliterature on foreign investment
and growth suggeststhat an emphasison non-tax deficiencieswithin
acountry (infrastructure problems, regulatory and legal barriers,
macroeconomic instability and economic impediments such astrade
barriers) isthe most efficient way to attract FDI.

None of the above studies provide evidence that multilateral
investment rulesareasignificant influence on investment decisions.
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Certainly therewasaubiquitous processof privatization, deregulation
and liberdization (including FDI liberalization) during the 1980sand
1990s. But in the case of Latin America, for instance, thistrend
preceded the compl etion of the Uruguay Round negotiations and
was brought about by the financial crises of the 1980s and the
influence of the World Bank and IMF on policy-making (Lengyel
and Ventura-Dias, 2004). Therapid growthin FDI to Chinaagain
reflectsalengthy liberalization process prior to WTO entry in 2001,
which opened up great opportunities for market-seeing and
efficiency-seeking TNC activity. Conversely, among the least
developed countries, there is disappointment and frustration that
market reform and trade and investment liberalization has not been
reflected in substantially increased FDI inflows, the explanation relates
to alack of market and investment opportunities.

What may be hypothesized isthat asupportive FDI regimeis
anecessary but not sufficient condition for investment attraction;
and that the necessary conditions mostly focus on investment
protection that are met by BITs. Thisexplanation would suggest that
amultilateral investment regimeisrelatively unimportant toinvestors.

Research evidence, however, mostly shows a positive
relationship between trade policy liberalization and FDI inflows
(Nunnekamp and Spatz, 2002 is something of an exception). TNCs,
particularly those with regionally or globally integrated production
systems, require a liberal trade environment to lower trade
transactions and operating costs and facilitate imports and exports.
Therefore, host country support for the multilateral trading system
isof fundamental importance.

Thereafter the focusfor host devel oping nations should be
domestic regulatory reform (or what Hoekman, 2002, terms the
“behind the border” agenda). The starting point isclearly to get the
basics right, meaning policies to ensure macroeconomic stability;
strong financia systems; and sound public and corporate governance.
A second level of required policy intervention concernsindustry
policies (and the necessary institutional support facilities) designed
to improve competitiveness and support the devel opment of the
market economy. Theseinclude areasof industrial strategy relating
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to technological capabilities; human resource development;
entrepreneurship and small- and medium-sized enterprise
development; and rural industrial devel opment.

In respect of improving the contribution of FDI, much of the
recent policy debate at the national level concerns competitive
enhancement policiesand the promotion of localization within an
increasingly globalized world economy (Hood and Young, 2000;
Dunning, 1997, 2000). These require the encouragement of national
innovative systems, technol ogically advanced |ocational milieu and
industrial clusters, publicinfrastructure, skilled and flexible labour,
and coordinated macro-organi zational strategies.

In addition, regulatory reform to provide an enabling
environment and institutional reform to ensure implementation are
now seen as critical elements (UNCTAD, 2002).6 Issues of
significance include actions, first, to achieve better regulation,
including, for instance, fiscal reform; land planning and allocation;
businesslicensing and registration; and import/export procedures.
Second, improvementsin commercial dispute resolution, such as
enhancing theaccessibility of courtsand smplifying court procedures,
and implementing anti-corruption procedures. Third, changing the
culture of government through training. And, fourth, facilitating private
sector advocacy. Such internal restructuring isessential to provide
micro-level support to programmesfocusi ng upon macroeconomic
stability and structural reform.

Improvementsin import / export procedures and associated
servicessuch astransport and distribution, aswell asthe strengthening
of trade-related institutions (e.g. customs authorities), are essential
to reduce transactional inefficiencies and corruption and facilitate
tradeand FDI (aswell as private sector activity more generally).

In summary, the objectives of domestic regulatory reform are
to assist the emergence and devel opment of market economiesand

6 The material that follows rel ates to an interesting programme that
has been recommended for the United Republic of Tanzania called the BEST
(Business Environment Strengthening for Tanzania) programme. See
UNCTAD, 2002, pp. 65.
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agrowing and internationally competitive private sector. Such a
reform agendawill in turn providethe conditionsfor successful FDI
attraction (Lin, 2001). These are areaswherethe WTO hasrather
little to contribute, although multilateral level policy issueshavea
sgnificant bearing on the economic fundamental sthat are soimportant
in attracting and benefiting from FDI. For example, IMF and World
Bank programmeshave arolein promoting macroeconomic stability,
economic reform and restructuring and the devel opment of private
enterprise. The International Finance Corporation (World Bank
affiliate) playsan important rolein FDI by taking equity stakesin
invested enterprises.

Wherenow for developing countries?

Thefindingsof thisarticle can be summarized asfollows:

1.  Whilethere are strong economic argumentsin favour of a
multilateral investment agreement at the global level, the
asymmetric nature of investment flows creates problemsin
ensuring afair distribution of benefitsat the country level.

2. Weaknesses in supranational governance have created
oppositionto al multilateral institutions,; the WTO has been
strongly criticized because of its decision-making processes
and bargaining power that favour developed States, despite
the one-member one-vote system.

3.  Thereisoppositionto multilateral rulesbecause of the adverse
effects on national sovereignty and the ability to pursue
domestic priorities. Institutional and regulatory harmonization
derived from WTO rulesis costly and may be inappropriate
for developing countries, aswell asdiverting resourcesfrom
higher prioritiesin development, and acting asabarrier to
experimentation.

4.  Thespread of BITs (and regional integration agreements) has
weakened the requirement for multilateral investment rules.

5.  Although evidence is lacking, it is hypothesized that a
multilateral investment regimeisrelatively unimportant asa
locational determinant for investors.

6. Theemphasisindevel oping countries should be on adomestic
regulatory reformagenda that will provide the conditions

Transnational Corporations, Vol. 13, No. 1 (April 2004) 21



for successful FDI attraction, while supporting the evolution
of themultilateral trading system to facilitate the devel opment
of TNCs regiondly and globally integrated production systems
(and, indeed, theinternationalization of domestic enterprises).

The perspectives presented here should not beregarded asa
retreat from multilateralism. On the contrary, the multilateral trade
and investment regime needs to be supported and strengthened. In
particular, and despite difficulties, there should be an unwavering
commitment to themultilatera trading system. Devel oping countries
have much to gain from reductionsin the trade restrictionsimposed
both by theindustrialized countries and themsel ves.

In respect of amultilateral investment regime, thepositionis
more complicated. Economic perspectivesindicate welfare gains
from amultilateral framework, but any agreement would haveto
recognize equity issues and the distribution of benefits between
nationsto be acceptable. Additionally, investment ruleswould need
to provide an appropriate balance between the rights and
responsibilitiesof firmsand countries. Thismeansrulesthat ensure
predictability and security for foreigninvestors, and flexibility for
host nationsto follow their own devel opment objectives; aswell as
tackling investment distortions caused primarily by devel oped country
practices. Finally, multilateral rulesshould in general not extend into
areas of domestic regulation, unlessthere are clear net benefitsto al
partiesfrom so doing.

Thereisclearly additional work to be undertaken here, but
the establishment of aset of principlesalong theselinescould form
the basis of awork programmethat isacceptableto all parties. The
objectivewould beagradualist approach to amultilateral investment
accord over thelong term. Even thiswill be no easy task inthelight
of the dissension and polarization of viewsthat exist at present.
However, many years ago, when trade talks commenced, the
reduction of tariff and non-tariff barriers also seemed impossible.
Alongside thisgeneral approach, it will still be possible to make
progress on deeper integration in servicesthrough the GATS, and to
learn lessonsthat can apply to other investment areas.
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Thisarticle hashighlighted gaps and deficienciesin empirical
research. To support and inform the work programme, therefore, a
number of research questions should be addressed, including the
following (see a so Rugman and Verbeke, 1998; Wells, 1998; Sauvé
and Wilkie, 2000; Srinivasan, 2002):

. Do TNCstakeWTO rulesinto considerationin their decision-
making and how important are they relativeto bilateral and
regional and national rules?

. How important have multilateral rulesbeenin liberalization
processesin devel oping countries?

. What is the evidence on the extent, nature and economic
impacts of investment incentives, performance requirements,
rules of origin and antidumping regul ations?

. What are the experiences of developing countries with
regulatory and ingtitutional reform, and what aretheimplications
forinward FDI?

. How far do theinterests of devel oping countries depend upon
their stage of development (including their institutional
development)?

Concludingremarks

Little progresshasbeen madewith multilateral investment rules
over aperiod of nearly 60 years, and little can be expected from the
DohaRound. Inthelight of thisexperience, the present article has
attempted to identify the reasonsfor lack of progressand to establish
what lessons can be drawn for policy priorities in developing
countries.

The conclusion that devel oping countries should address a
domestic regulatory reform agendais a very pragmatic but also
important one. The potential gainsfrom amultilateral investment
regime areworth pursuing over thelong-term, but positionsare now
so entrenched and frequently antagonistic that aperiod of reflection
would be useful. During thistime aresearch agendamight be devised
and implemented, and beginto address controversia issuesonwhich
opinions are numerous and varied, but on which objective empirical
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dataarehighly deficient. In parallel aframework of principlescould
be devel oped and from thisalong-term programmethat isacceptable
toall partiesput into place. Thismight, over thelong-term, produce
acomprehensive multilateral investment regime; but, witharealistic
agendafrom the start, expectationswould be managed. &
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