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Note

UNCTAD serves as the focal point within the United Nations Secretariat for all matters related to
foreign direct investment and transnational corporations. In the past, the Programme on Transnational
Corporations was carried out by the United Nations Centre on Transnational Corporations (1975-1992)
and the Transnational Corporations and Management Division of the United Nations Department of
Economic and Social Development (1992-1993). In 1993, the Programme was transferred to the United
Nations Conference on Trade and Development. UNCTAD seeks to further the understanding of the
nature of transnational corporations and their contribution to development and to create an enabling
environment for international investment and enterprise development. UNCTAD’s work is carried out
through intergovernmental deliberations, research and analysis, technical assistance activities, seminars,
workshops and conferences.

The term “country” as used in this study also refers, as appropriate, to territories or areas; the
designations employed and the presentation of the material do not imply the expression of any opinion
whatsoever on the part of the Secretariat of the United Nations concerning the legal status of any country,
territory, city or area or of its authorities, or concerning the delimitation of its frontiers or boundaries. In
addition, the designations of country groups are intended solely for statistical or analytical convenience
and do not necessarily express a judgement about the stage of development reached by a particular country
or area in the development process.

The following symbols have been used in the tables:

Two dots (..) indicate that data are not available or are not separately reported. Rows in tables
have been omitted in those cases where no data are available for any of the elements in the row;

A dash (-) indicates that the item is equal to zero or its value is negligible;
A blank in a table indicates that the item is not applicable;
A slash (/) between dates representing years, e.g. 1994/1995, indicates a financial year;

Use of a hyphen (-) between dates representing years, e.g. 1994-1995, signifies the full period
involved, including the beginning and end years.

Reference to “dollars” ($) means United States dollars, unless otherwise indicated.

Annual rates of growth or change, unless otherwise stated, refer to annual compound rates.
Details and percentages in tables do not necessarily add to totals because of rounding.

The material contained in this study may be freely quoted with appropriate acknowledgement.
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Chapter 13. State Contracts

Executive summary

One common mode of entry for foreign direct
investment is through the making of a foreign
investment contract with the State. State
contracts have played a major role in the foreign
direct investment process, especially in
developing countries that are dependent upon the
exploitation of natural resources for their
economic welfare. Often, operation in a sector,
such as petroleum, is open only to a State entity
or through the making of a contract with the
relevant State entity.

The issue of State contracts, as it relates
to international investment agreements, concerns
a number of specific matters. First, the extension
of investment agreements' protection to State
contracts depends on the scope of the definition
of investment, the exclusion of certain State
contracts from their coverage and in how far
dispute settlement provisions of the agreements
apply to State contracts. Arbitral tribunals have
interpreted so-called umbrella clauses differently
so that their protective effect cannot be fully
assessed yet. Second, the preservation of host
country discretion in the negotiation, conclusion
and regulation of State contracts can be based on
inscribing the basic principle of good faith and
periodic review into an international investment
agreement. Third, the duties towards private
investor parties to State contracts compensate for
the more favourable position of the State by
allowing for clauses on stabilization, choice of
law, arbitration and the breach of contract on the
part of the host country government. Fourth, the
development of substantive regimes of State
contracts in international investment agreements
is related to the commitment on the side of the
government.

The conclusion identifies three policy
options. First, countries that want to maintain
complete freedom of action in relation to State
contracts and avoid as far as possible
international investment protection standards can
exclude State contracts from international
investment agreements. This option might signal
caution to foreign investors, in cases when the

host country's legal system does not fully protect
investors' rights. Second, countries wishing to
extend protection to foreign investment, but
maintain regulatory discretion, can opt for a
limited protection of State contracts under
international investment agreements by means of
positive and negative lists, restrictions on the
definition of contractual breaches and dispute
settlement clauses, the exclusion of certain
protection standards and an umbrella clause, as
well as the inclusion of public policy exceptions.
Third, full protection for investors into State
contracts under international investment treaties
can be achieved through unlimited definition of
investment, unconditional dispute settlement, an
umbrella clause and stabilization commitments.

Introduction

A “State contract” can be defined as a contract
made between the State, or an entity of the State,
which, for present purposes, may be defined as
any organization created by statute within a State
that is given control over an economic activity,
and a foreign national or a legal person of foreign
nationality. State contracts can cover a wide
range of issues, including loan agreements,
purchase contracts for supplies or services,
contracts of employment, or large infrastructure
projects, such as the construction of highways,
ports or dams. One of the commonest forms of
State contracts is the natural resource
exploitation contract, sometimes referred to as a
“concession agreement”, though this is not a
strict term of art (Brownlie, 2003, p. 522). Such
agreements feature prominently in the natural
resource sectors of developing countries.
Historically, these sectors have provided the
most important source of income for the
domestic economy and have often been State
controlled, so that foreign entrants into the sector
had to make contracts with the State entity in
control®.

A common mode of entry for foreign
investors, especially into developing countries, is
through the making of a foreign investment
contract with the State or a State entity. This is

* The present chapter is based on a 2004 manuscript prepared by M. Sornarajah with inputs from Peter
Muchlinski. The final version reflects comments received from Oscar Garibaldi, Joachim Karl, Christoph

Schreuer and Thomas Walde.
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often the case in sectors in which the State entity
functions as a statutory monopoly under local
laws. As a result, State contracts assume a
special importance in the making of foreign
direct investment (FDI) in developing countries.
It is against this background that the issue of how
international investment agreements (l1As) treat
State contracts needs to be considered. In
particular, the extent to which I1A provisions can
regulate the behaviour of countries, in their use
and operation of State contracts, is a major
concern.

This becomes all the more important
when it is borne in mind that State contracts are
generally viewed as being different from
ordinary commercial contracts. Given the strong
public policy considerations that may underlie
governmental contracting, whether in relation to
FDI projects or other State sponsored economic
functions, an element of public law regulation
and governmental discretion is often asserted in
relation to the negotiation, conclusion, operation
and termination of such contracts. The distinction
between ordinary commercial contracts between
private parties and a State contract made between
a private party and a State or its entity is
universally recognized in several domestic legal
systems (especially in the French "contrat
administratif* concept), although the precise
approach varies from system to system (Turpin,
1972; Langrod, 1955). Generally, domestic legal
systems treat contracts made with the State or
State entities as a special category of contract
subject to specialized regulatory rules.” For
example, the rules of capacity of a State entity to
make contracts will be stated in the legislation
creating it, which may also identify the types of
areas in which the State entity has the capacity to
conclude contracts. Equally, the source of the
law applicable to the contract is usually to be
found in statutes and regulations on the subject
matter of the contract as well as on the State
entity concluding the contract.® Often, operation
in sectors, such as the petroleum sector, is open
only to a State entity or in association with a
State entity. Thus, entry into such a sector by
other investors is possible only through the
making of a contract with the relevant State
entity.

In addition, domestic legal systems
normally have restraints on the manner in which
public funds are spent and received, and subject
such matters to careful scrutiny through
regulatory laws.* Ministerial signature of a

contract may be a requirement, and there may be
other specific procedures for review and scrutiny
of the contract. The requirement for such care in
controlling capacity and procedure itself
indicates that State contracts are quite different
from ordinary commercial contracts as they
implicate State interests and may involve large
parts of a State’s financial and other resources.

Finally, the termination of a State
contract may depend on conceptions of public
need. This may attract rules for determining
damages that are not entirely based on the
commercial considerations that may apply to
ordinary contracts. The means of termination
may also differ between ordinary commercial
contracts and State contracts. While both may be
terminated by breaches, State contracts are often
terminated, or their performance made wholly or
partially impossible, by State action. Under
several theories of domestic law, the power of
the legislature may not be restricted by the
existence of contractual commitments, although
as a rule compensation may be owed under
constitutional protections.’

As a result of such public policy-based
control and discretion, the balance of rights and
obligations under State contracts may favour the
governmental party, for policy reasons that the
governmental parties consider entirely legitimate.
At the same time that balance can expose the
private contracting party to the risk of
interference with the commercial expectations
that have induced the latter into the contract. It is
this commercial risk that has motivated the
development of rules of customary international
law on State responsibility for breaches of State
contracts. The main reason for the
"internationalization” of States contracts is the
concern over the impartiality of domestic courts
and the objective to neutralize the in-built
superiority of host country institutions, because
of their sovereign powers of legislation
abrogating or interfering with contracts. If such
concerns would not exist, the need of the
separate category of State contracts and their
international protection by treaties and arbitration
clauses disappears. Many of the most significant
early foreign investment disputes concerned the
operation and termination of such contracts, in
particular, through renegotiation, expropriation
or nationalization (Muchlinski, 1999, ch.14).
These disputes resulted in international arbitral
awards that considered and developed the
relevance of State contracts and of the doctrines
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associated with such contracts to the
international law on foreign investment.®

State contracts were regarded to be
subject, in principle, to the domestic laws of the
host country but at least in the case of petroleum
contracts, a tendency developed in the 1950s to
regard these contracts as subject to a process of
“internationalization”. Such contracts came to be
regarded as “economic development
agreements”, which should be subjected to
international legal norms. Under the traditional
view, the conditions for the validity of a State
contract, including such matters as the capacity
of the parties and the process of formation of a
contract, are governed by the domestic law of
each host country. It is recognized that, even in
regimes subject to IllAs, if the contract in
pursuance of which a foreign investment is made
is illegal and void in terms of the domestic law,
there is no scope for the invocation of a treaty to
protect the investment.” The theory of
internationalization of contracts  suggests,
however, that the obligations arising from a
contract may reside in an external system.® This
external system is variously described as
transnational law of business, general principles
of law, lex mercatoria and even as international
law. This theory states that the use of certain
clauses may have the effect of internationalizing
the contract for certain purposes, at least those
connected with termination and dispute
resolution.’

One purpose of I1As has been to bring
about settled norms as between the parties to deal
with a conflict. State contracts and the conflict of
doctrines associated with them may be seen as a
core purpose of making investment treaties. In
this respect, I1As are not normally designed to
protect an individual contract, which is left for
the parties to negotiate, but to ensure the stability
of the operating structure of the investment
within the host country (which may include
investments covered by State contracts).

Accordingly, the aim of this chapter is to
consider more specific 1A provisions that act to
affect the negotiation, conclusion and observance
of State contracts by both the governmental and
private parties. The substantive standards of
treatment that governments may be expected to
observe, in relation to foreign investors that are
parties to State contracts, are covered by other
chapters in these volumes.

Section |
Explanation of the Issue

As noted in the Introduction, the process of
negotiation, conclusion, operation or termination
of a State contract is of relevance to IlAs as it
often forms the legal basis of the investment
relationship between a foreign investor and a
host country. Indeed, State contracts can be seen
as part of a multiplicity of legal norms that affect
the conduct of a host country’s FDI policy and,
by extension, its relations with particular
investors. Apart from the State contract itself, the
investment relationship is governed by applicable
rules of national law and policy, any bilateral
investment  agreements (BITs) concluded
between the host and home country of the
investor, any applicable regional or multilateral
regimes and customary international law.

The issue of State contracts, as it relates
to I1As, concerns a number of specific matters:

e The extension of IIA protection to State
contracts. At the outset it should be made
clear that, in the absence of specific
provisions of the type discussed below, an
A, whether Dbilateral, regional or
multilateral, does not automatically cover
matters relating to State contracts. This is so
even if an A incorporates by reference the
standards of customary international law,
because it is generally accepted that not
every breach of State contract on the part of
a State automatically entails a violation of
international law, or a breach of an
applicable I1A. It is generally accepted that,
for such an effect to ensue from a
governmental breach, this action must
amount to a breach of international law, as
where the breach amounts to a denial of
justice or expropriation without adequate
compensation, or a breach of an international
agreement by which the host has accepted
international responsibility for breaches of
contractual obligations owed to nationals of
other contracting States (Schreuer, 2004,
pp. 249-250) or a breach caused by an act
taken in a government capacity, as
distinguished from a mere commercial act.™
Such a jurisdiction must be included in the
agreement, especially given the public
policy sensitivity surrounding the process of
governmental contracting with private
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parties. This may be accomplished through
the definition of investment used in the
agreement, and through any dispute
settlement provisions that delimit the types
of investment dispute that can be placed
before the investor-State dispute settlement
system offered under the terms of the
agreement.

Also, numerous IlAs contain provisions
granting protection for obligations assumed
by a host country towards foreign investors,
thereby bringing such obligations within the
protection of the IIA. Such clauses are
termed “umbrella clauses”. They add
compliance with investment contracts, or
other undertakings of the host country, to the
substantive standards of the IlA. A violation
of the investment contract becomes thereby
a violation of the applicable I1A (Schreuer,
2004, p. 250).

The preservation of host country discretion
in the negotiation, conclusion and operation
of State contracts. As noted in the
Introduction, State contracts are often used
in politically sensitive investment areas.
Thus, they are usually subject to a special
legal regime that gives considerable
discretion to the government in the
contractual process. This regime is an
expression of a government’s right to
regulate an investment in accordance with its
national policy priorities. In effect, the
national legal regime aims to preserve
national policy space (UNCTAD, 2003a,
chapter V). Given the protection offered to
investors under the legal regime of Il1As, the
exercise of certain discretionary powers by a
host country under the applicable national
legal order pertaining to State contracts may
entail interference with an investor's
protection rights established in the I1A. In
order to avoid such an eventuality, and as a
means of preserving the host country’s
legitimate rights to regulate in the national
policy interest, IlA provisions can be drawn
up to recognize the need for such policy
space on the part of the host country. In the
first place, the definition and scope
provisions of an 1A can be drafted so as to
preserve national discretion in the regulation
of investments made through a State
contract. In addition, provisions can require
the negotiation and implementation of State
contracts in good faith on the part of the

investor and the State; allow for periodic
review; reaffirm national sovereignty over
certain types of economic activity (see e.g.
the Energy Charter Treaty, Art. 18);
recognize the legitimacy of certain kinds of
regulatory action in relation to investors,
such as, for example, controls over illicit
payments and the extension of competition
laws to their activities; and preserve
discretion to take measures for national
security or other vital public policy reasons.
In seeking to include such measures in 1l1As,
governments need however to consider the
kind of signal they may be sending to
potential investors.

Duties of the State towards private investor
parties to State contracts. In addition to the
preservation of national policy space, I1As
can also introduce certain provisions that
seek to establish certain duties of the State
towards private foreign investors who enter
into State contracts. This may reflect the
concern that such parties can be adversely
affected by the tendency of national State
contract regimes to favour the State party.
Such provisions can cover a range of
possible questions, including, for example,
the preservation of confidentiality of
commercially sensitive information obtained
by the State contracting party in the course
of the conclusion of the State contract; a
duty on the part of the host country
government to negotiate in good faith; a
commitment to accept responsibility for
breaches of the State contract going beyond
the express terms of an umbrella clause
which  requires mere observance of
obligations; and the acceptance of an
obligation to stabilize the national legal
regime applicable to the State contract by
undertaking not to make subsequent legal
changes that affect the regulatory regime to
which the contract is subject.

Development of substantive regimes of State
contracts in IlAs. It is rare to find IIA
provisions that seek to affect the substantive
detail of State contracts.® However, the
content of such national laws and policies
may lead to the application of provisions that
are incompatible with the broad terms and
objectives of international investment
regimes as expressed in IlAs or in wider
ranging free trade agreements that contain an
investment element. For example, a State
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contract could contain a preferential
treatment provision that ensures the
government will privilege the private
investor party to the agreement over other
foreign investors, contrary to the most-
favoured-nation (MFN) principle. This has
been a particular concern in the area of
government procurement contracts. Such
contracts can be seen as investment contracts
where they involve the commercial presence
of the private foreign party, as in the case of
a long-term construction project, or a long-
term services supply agreement. It is now
the case that certain more recent free trade
agreements are beginning to include some
detailed provisions on the conduct of
government procurement contracts. While it
is hard to say that a trend is emerging
towards the inclusion of detailed provisions
on the substantive content of State contracts
as such, this development is at least worthy
of note, as a departure into the development
of  substantive international treaty
obligations that may affect the operation and
content of national contracting policies.

Section |l
Stocktaking and Analysis

There are not many instances of direct reference
to State contracts in I1As. A contract is primarily
a matter for the parties involved. States normally
provide the operating conditions for contracts not
only for purely domestic but also for State
contracts. For this reason, it is not common for
an I1A to make direct reference to State contracts
as such, despite the obvious importance of State
contracts for FDI. Nonetheless, the issues
identified in the previous section do appear in the
provisions of 11As, and each will be examined in
turn.

A. The extension of lIA protection
to State contracts

1. Definition of State contracts in lIAs

The extent to which 11As cover State contracts
depends first of all on the scope of the definition
of investment provided for in an agreement. The
concept of “investment” is not static, but can
evolve to meet new expectations. The extension

of IlA coverage to State contracts is therefore
possible, given the use of an appropriate
definition.

This is dependent on the application of a
wide asset-based approach that includes “every
kind of asset” and which elaborates on this
general phrase with an express reference to
breach of contractual obligations, owed by the
host country to an investor of another contracting
country, as a type of protected asset. This
category can include rights such as those created
by concession agreements conferring on an
investor the right, for example, to search for,
extract or exploit natural resources (UNCTAD,
19984, p. 35). Examples of such provisions may
be found in the 1994 BIT between Ecuador and
the United Kingdom™ which extends to
“business concessions conferred by law or under
contract, including concessions to search for,
cultivate, extract or exploit natural resources”
(Article 1(a)(v)) and in the 1995 BIT between
Canada and the Philippines which covers “rights,
conferred by law or under contract, to undertake
any economic and commercial activity, including
any rights to search for, cultivate, extract or
exploit natural resources” (Article 1(f)(vi)).*®

The concession agreements that are
usually referred to in these provisions are a
variety of State contract. The purpose of their
inclusion is usually to ensure that agreements in
natural resources industries come within the
definition of investments. Petroleum and natural
resources contracts played a dominant role in the
development of this area of the law and continue
to receive attention because of the amount of
investment that takes place in the sector. The
term “business concessions” used in the treaties
may be regarded as wide enough to capture terms
in foreign investment contracts that confer
special privileges upon an individual foreign
investor."* What is contemplated are privileges
that lie within the sole prerogative of the State.
Some treaties specifically refer to “business
concessions under public law”."> Rights over
natural resources lie within such public law
powers.

There are also a few treaties that define
foreign investment as including the whole range
of contractual rights. Such treaties may have the
effect of extending the scope of the treaty's
investment disciplines to include contract-based
rights.’®  An example is the following
formulation:
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“contractual rights, such as under turnkey,

construction or management contracts,

production or revenue-sharing contracts,

concessions, or other similar contracts”.!’
Such a formulation is broad enough to capture a
large number of contractual rights, even those
that do not fall within the realm of public law.
The inclusion of such a provision may elevate
the whole contract into the realm of treaty
protection.

Apart from long-term contractual rights,
such as licensing, management, franchise or
turnkey contracts, protected contract rights may
also include certain short-term rights such as
claims to money and performance. However,
contracts requiring immediate payment are
unlikely to be seen as “investment” (UNCTAD,
1998a, p. 35).

In addition, the definitional provision
may capture so-called “new property” such as
administrative licenses and permits necessary to
carry out the activity of the foreign investor in a
host country. Screening laws require that a
contract be submitted to, approved by and later
be supervised as to its functioning by an
administrative agency of the host country. This
requires that, from the point of view of
protection, the administrative licenses that are
obtained by a foreign investor also be treated as
property of the foreign investor and be protected.
The 1994 Energy Charter Treaty, in Article
1(6)(f), defines investment to include “any right
conferred by law or contract or by virtue of any
licenses and permits granted pursuant to law to
undertake any Economic Activity in the Energy
Sector”. In such instances, the 1A objective to
neutralize the public law element is visible in the
fact that the withdrawal of such licenses (once
granted) is subject to treaty provisions. The
licenses themselves, though not forming a part of
the contract, are granted on the basis of the
contract that has been formed and could properly
be taken to be part of such contract.

2. Exclusion of certain State contracts from
IIA coverage

A few llAs, especially those adopting a general
broad definition of investment covered by an
agreement, tend to exclude certain types of
contracts from their scope. For example, Article
1139 (h) of NAFTA excludes government

procurement contracts from the scope of the

chapter on investment in the provision on

definition of investment. It states that:
“[...] investment does not mean claims to
money that arise solely from (i) commercial
contracts for the sale of goods or services by
a national or enterprise in the territory of a
Party to an enterprise in the territory of
another Party”.

This provision excludes private sales contracts,

but it also seems to exclude sales contracts made

with State enterprises.'®

3. Dispute settlement provisions

As to the issue of dispute settlement, in order for
an IlA dispute settlement clause to deal with
disputes arising between a host country and a
foreign investor under the State contract between
them, it must be clear that this clause extends to
breaches of obligations other than those found in
the 1A itself. This is dependent on the wording
that extends the jurisdiction of the dispute
settlement body in question to any dispute
"relating to investment” or "concerning the
investment”, thus making clear that not only
breaches of the IIA but also breaches of other
obligations owed to the foreign investor, such as
those found in the State contract that forms the
legal basis of the investment.'®

It is arguable that, where the definition
of “investment” is wide enough to cover State
contract obligations it may be presumed that
disputes arising out of a State contract are within
the jurisdiction of the dispute settlement body, in
the absence of any express exclusion of such
obligations from the dispute settlement clause.
This view is reinforced in the case of agreements
that contain an “umbrella clause”, as explained in
the next section.

4. Umbrella clauses

There are general provisions in some IlIAs that
refer to the protection of obligations undertaken
towards the nationals of other parties (box I1.1).
For example, Article 2(2) of the 1983 BIT
between St. Lucia and the United Kingdom
requires that:
“each Contracting Party shall observe any
obligations it may have entered into with
regard to investments of nationals or
companies of the other Contracting Party”.
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Box I1.1. Umbrella clauses

From model BITs practice, at least two main
approaches may be discerned with regard to the use
of umbrella clauses. Most European model BITS,
should they include such a clause, do so within the
article on promotion and protection of investment.
The clause wusually reads as follows: “Each
Contracting Party shall observe any obligation it may
have entered into with regard to investments of
nationals or companies of the other Contracting
Party” (1991 United Kingdom model BIT, Article
2(2); see also 2000 Denmark model BIT, Article 2.3,
and the 2002 Sweden model BIT, Article 2(4)). The
Swedish model is notable for the fact that the
umbrella clause is combined with the full protection
and security standard.

A further approach is exemplified by Article
8(2) of the German model BIT, which includes a
provision almost identical to the umbrella clauses
found in the majority of European model BITs in a
non-derogation article. Article 8 of the German
model BIT reads as follows:

“1. If the legislation of either Contracting State or
obligations under international law [...] contain a
regulation [...] entitling investments by investors of
the other Contracting State to a treatment more
favourable than is provided for by this Treaty, such
regulation shall to the extent that it is more
favourable prevail over this Treaty.

2. Each Contracting State shall observe any other
obligation it has assumed with regard to investments
in its territory by investors of the other Contracting
State.”

Source: UNCTAD.

Such clauses have been referred to as “umbrella
clauses”.

There is some uncertainty as to the
precise nature and effect of these clauses. On the
one hand, it has been asserted that such
provisions protect an investor’s contractual rights
against “any interference which might be caused
by either a simple breach of contract or by
administrative or legislative acts” (Dolzer and
Stevens, 1995, p. 82). Such a provision is
included in a BIT in order to avoid the
uncertainty under general international law
whether such breaches of contract constitute
infringements of international law. However, it is
unclear whether the obligation that is created vis-
a-vis the two State parties to the contract can be
enforced by the foreign investor itself.”

This issue has generated some recent

case law. In particular, two recent arbitral
decisions  brought by the  Swiss-based
transnational ~ corporation  (TNC)  Société

Générale de Surveillance (SGS) against Pakistan
and the Philippines have attempted, without
much success, to clarify the extent to which an
investor’s claim against a host country
government for breach of contract can be
elevated to a claim under a BIT by relying on an
umbrella clause in a BIT between the investor’s
home country and the host country. In each case,
the central question was whether, through the
umbrella clause in the applicable BIT, the
investor’s contractual claims against the host
country (for breaches of contracts entered into
for the provision of pre-shipment customs
inspection services) could be resolved under the
arbitration provisions of the BIT, rather than
under the dispute resolution provisions of the
contract under dispute.

The arbitral tribunal in SGS v. Pakistan?
had to interpret Article 11 of the 1995 BIT
between Pakistan and Switzerland, which reads
as follows:

“Either Contracting Party shall constantly
guarantee  the  observance of the
commitments it has entered into with respect
to the investments of the investors of the
other Contracting Party.”

The tribunal held that, unless expressly
stated, an umbrella clause does not derogate from
the widely accepted international law principle
that a contract breach is not by itself a violation
of international law, particularly if such contract
had a valid forum selection clause. The tribunal
added that the umbrella clause was not a "first
order" standard obligation; rather, it provided a
general pledge on the part of the host country to
ensure the effectiveness of State contracts. A
different interpretation would make many of the
articles in  the treaty  “substantially
superfluous”.? The Tribunal noted that:

“There would be no real need to demonstrate
a violation of those substantive treaty
standards if a simple breach of contract, or
of municipal statute or regulation, by itself,
would suffice to constitute a treaty violation
on the part of a Contracting Party and
engage the international responsibility of the
Party” .

Moreover, the structure of the treaty and
the place in which the umbrella provision
appeared also led the tribunal to conclude that



8 International Investment Agreements: Key Issues

the provision did not elevate the contract into the
protection regime of the treaty. The precise
interpretation to be given to that provision, as
well as the rationale of umbrella clause, was,
however, left unclear. If the customary law
principle that no international obligations arise
from the mere breach of a foreign investment
agreement were to be changed, one would
assume that this would have been done through
the precise use of language evidencing the
intention of the parties.

The arbitral tribunal in SGS v. the
Philippines® returned to the question of the
effect of an umbrella clause. While the contract
between SGS and the Philippines provided that
the courts of the Philippines would have
exclusive jurisdiction over disputes under the
contract, SGS commenced ICSID arbitration
proceedings on the ground that its contract claim
could be elevated to a treaty claim under the
umbrella clause of the BIT between the
Philippines and Switzerland. In this case, the
tribunal (not being bound by a strict doctrine of
precedent) interpreted the umbrella clause in a
way diametrically opposed to the interpretation
adopted by the previous tribunal. It held that the
umbrella clause did, in principle, have the effect
of conferring jurisdiction on an arbitration
tribunal constituted under the BIT to determine
purely contractual claims between an investor
and the host State. The tribunal disagreed that the
umbrella clause was merely a “second order”
protection, instead preferring the view that the
clause “means what it says”. However, the
tribunal held that even though it had jurisdiction
under the BIT to arbitrate purely contractual
claims, it would not exercise such jurisdiction in
the case at hand since the parties had agreed to
submit their contractual disputes to the exclusive
jurisdiction of the Philippines courts. The
investor should not commence arbitration based
on the host country’s breach of contract if
arbitrating the dispute would not be in
compliance with the dispute resolution provision
of the same agreement. Consequently, the
tribunal stayed its own proceedings in favour of
the Philippines courts.”®

The above cases do not offer a uniform
or clear approach to the umbrella clause. From
the perspective of an investor, the approach taken
by the Philippines tribunal would offer greater
protection, as it would make clear that a breach
of a State contract amounts to a breach of a
primary obligation in the BIT, placed upon the

host country by the umbrella clause, to observe
contractual commitments (Schreuer, 2004, p.
255). On the other hand, the interpretation taken
in the Pakistan case gives greater discretion to
the host country to interfere with the contractual
relationship with the investor and to have that
action judged, not by reference to the mere fact
of a breach of the underlying investment contract
(which may well be entirely lawful under the
national laws and policies of the host country),
but by reference to other substantive treatment
standards in the BIT. These require a more
difficult standard of proof and, as a result, the
protection offered by the BIT applies only where
an investor meets that standard. It will not be met
by reference to the breach of the State contract
alone. Arguably, this approach could be seen as
depriving the umbrella clause of any independent
meaning, in that it would annul any possibility of
viewing a breach of an obligation entered into by
the host country under a State contract as
amounting to a breach of the BIT by reason of an
infringement of the umbrella clause.”®

B. Preservation of host country
discretion and the creation of
investor duties in the negotiation,
conclusion and operation of State
contracts

A significant issue that I1As deal with in relation
to State contracts concerns the preservation of
host country discretion over this process and the
creation of certain duties for the private party.

In particular, 1A provisions may contain
requirements on the part of an investor and a
government to negotiate in good faith and for
periodic review of the State contract. These
objectives were introduced into the 1983 draft
United Nations Code of Conduct on
Transnational Corporations, in its provisions
concerning review and renegotiation of contracts
(paragraph 11).%” By this provision:

“Contracts between Governments and
transnational  corporations  should  be
negotiated and implemented in good faith. In
such contracts, especially long-term ones,
review or renegotiation clauses should
normally be included.

In the absence of such clauses and where
there has been a fundamental change of the
circumstances on which the contract or
agreement was based, transnational corporations,
acting in good faith, shall/should co-operate with
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Governments for the review or renegotiation of
such contract or agreement.

Review or renegotiation of such contracts or

agreements shall/should be subject to [the

laws of the host country] [relevant national

laws and international legal principles].”

This  formulation, including  the
alternative negotiating drafts, expresses exactly
the essence of the conflict of norms concerning
the operation of State contracts, described in the
Introduction. In particular, while there was
agreement on the issue of negotiation in good
faith (an obligation that applied not only to a
TNC but also to the host country government)
and on the value of a renegotiation clause in such
contracts, there was no agreement as to the legal
force that this provision should have, nor upon
the applicable laws. Developing countries would
have favoured a binding provision in which
national laws prevailed, while the major capital
exporting countries would have preferred a non-
binding provision and the application of national
and international laws to the process. The
disagreement over the status and effect of
renegotiation clauses further reflected the
uncertainty that existed at the time of the draft
United Nations Code over whether changed
circumstances could require a renegotiation, or
whether this would undermine the theory of
internationalization of contracts, which is built
on the notion of the sanctity and immutability of
contracts.
Apart from the draft United Nations

Code, no explicit references to renegotiation
appear to exist in 11As. However, the 1985 draft
United Nations Code on the Transfer of
Technology contained some more detailed
provisions on the conduct of negotiations leading
towards a technology transfer agreement (see
Chapter 5 “Responsibilities and Obligations of
Parties”). Given that the draft Code on the
Transfer of Technology contains a definition of
“party” to a technology transfer agreement,
which includes “States, Government agencies....
when they engage in an international transfer of
technology transaction which is usually
considered to be of a commercial nature...”, it is
clear that the provisions of Chapter 5 of the draft
Code could apply to State contracts for the
transfer of technology. The thrust of these
provisions was to emphasise the need of the
parties to be responsive to the economic and
social development objectives of, in particular,
the technology acquiring country and to observe

fair and honest business practices, taking into
account the state of development of the country
concerned. Equally, requests for relevant
information should be met and confidentiality
protected.

In order to meet the issue of changed
circumstances, a system of periodic review may
be built into the terms of an 11A. One example
comes from the 1999 Agreement between
Azerbaijan, Georgia and Turkey Relating to the
Baku-Thbilisi-Ceyhan Main Export Pipeline.?®
Article V1 of this Agreement establishes an inter-
governmental  Implementation  Commission.
According to Article VI (2), its task is to provide
a consultation forum for both the Governments
parties to the Agreement and the project
investors, in order to give prompt and effective
assistance on the implementation of the pipeline
project as well as to resolve, in good faith, any
complications, issues, problems or disputes that
may arise in connection with the Agreement, or
to discuss any matter relating to the
interpretation, application or enforcement of the
Agreement. This provision is notable, as it
appears wide enough to permit for the review,
and possibly renegotiation, of certain terms of
the Agreement, with the project investors.

C. Duties towards private
investor parties in State
contracts

As noted in the Introduction, the fact that a State
or a State entity is one of the parties to a contract
means that the State party is in a more favourable
position, given that it has legislative and
administrative power. The counterbalancing of
this element of State power in a foreign
investment contract is normally left in the hands
of the foreign investor, as part of the negotiating
process. This has resulted in the development
and use of several types of contractual clauses
that seek to protect the interests of foreign
investors against arbitrary and unwarranted
interference. These include stabilization clauses,
which seek to preserve the law of the host
country as it applies to the investment at the time
the State contract is concluded, and which
ensures that the future changes to the law of the
host country are inapplicable to the foreign
investment contract; choice of law clauses, may
refer to a supranational system of law, such as
transnational law, general principles of law or
even international law, thereby putting the
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contract beyond the host country’s law; and
forum selection or arbitration clauses, which
have the effect of allowing an investor to submit
disputes arising under the contract to an
international tribunal usually constituted outside
the territory of the host country. These clauses,
either  together or independently, can
“internationalize” the transaction rather than
subject it to the domestic law of the host country.
The ability of such clauses, especially the
stabilization clause, to fetter the legislative
sovereignty of the host country is often
doubted.?® But arbitral awards have given effect
to such clauses as indicating that they seek to
achieve contractual stability at least for short
periods (Tschanz, 1984). However, the question
remains whether such clauses receive protection
also from IlAs. On the whole, there is little
practice in Il1As that bears expressly upon this
problem. On the other hand, certain examples
exist of provisions that seek to establish duties on
the part of a host country in its dealings with
investors under State contracts.
Turning, first, to stabilization clauses, no
I1A contains such a clause as an international
treaty obligation. However, the Italian model
BIT states, in Article XII (3):
“After the date when the investment has
been made, any substantial modification in
the legislation of the Contracting Party
regulating directly or indirectly the
investment shall not be applied retroactively
and the investments made under this
Agreement shall therefore be protected.”
While not amounting to a full stabilization
clause, in that it permits subsequent changes in
the laws and regulations that apply to the
investment, this provision makes clear that such
changes cannot apply retroactively.

A possible way by which the
stabilization of legal conditions can be
introduced into an 1A is displayed by the 1999
Agreement between Azerbaijan, Georgia and
Turkey Relating to the Baku-Tiblisi-Ceyhan
Main Export Pipeline. By Article 1l thereof, the
contracting States warrant to each other that they
shall promptly ratify this Agreement in
accordance with their respective domestic
constitutional  requirements, take all steps
necessary to establish the legal regime applicable
to the pipeline construction project (the MEP
Project) that is the subject of the Agreement, and
that there are no obligations, whether in domestic
or international legal commitments, that may

conflict with the terms of this Agreement. This
warranty is further reinforced by the terms of
Article 1l (7), which expressly relates the
warranty to conformity of domestic and
international legal commitments with the terms
of the host country government agreement that
each contracting State is to sign with the
consortium of investors that are to undertake the
project, that is the State contract used for this
project. Article Il (7) goes on to add to the
warranty of conformity “any rights, privileges,
exemptions,  waivers, indemnifications or
protections granted or arising under this
Agreement or the other applicable Project
Agreements”. “Other Project Agreements” is
defined as meaning “all written agreements and
documented commitments, other than this
Agreement and the Host Government
Agreements, entered into by a State and/or any
State Authority, on the one hand, and any Project
Investor,* on the other hand, with respect to the
MEP Project, as any or all of the foregoing
agreements may be hereafter entered into,
amended, modified or extended in accordance
with their terms” (Article 1). Therefore the
warranty can cover all relevant agreements and
commitments made to investors in relation to the
MEP Project. It should be added that the host
country government agreements contain a
stabilization clause in Article 7(2)(xi), which
defines a change in the law that must be rectified
by the host country government as including
inconsistent national or international obligations.
Thus, to the extent that the intergovernmental
agreement requires no inconsistency with the
terms of the host country government agreement,
this can be taken to include the need to ensure
conformity with the stabilization clause
contained in that agreement.

Other 11As do not have such detailed
provisions concerning the duties of government
parties. However, certain provisions can be
found that offer a degree of protection to the non-
governmental party. For example, the United
Nations draft Code of Conduct on TNCs placed
the obligation to negotiate in good faith not only
upon the TNC party but also on the host country
government (paragraph 11). In addition, the
United Nations draft Code required the
governmental party to accord reasonable
safeguards for the confidentiality of information
provided to it by a TNC that contained
confidential business information or legitimate
business  secrets  (paragraph  51).  Such
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information could be obtained in the course of
negotiating an investment agreement.

In certain model BITs, general non-
derogation provisions seek to protect rights
acquired by an investor under a State contract.
For example, Article 16 of the 2004 United
States model BIT reads as follows:

“This Treaty shall not derogate from any of
the following that entitle covered
investments to treatment more favourable
than that accorded by this Treaty:

[...]

3. obligations assumed by a Party,
including those contained in an investment
authorization or an investment agreement”
(See also 1998 United States model BIT,
Article XI; Burundi model BIT, Article 7.1).

A further area of protection that has been
considered in 1lAs concerns the provision of
insurance against risks of loss due to breach of
contract on the part of the host country
government. Thus, the 1985 MIGA Convention
(Article 11(a)(iii)) includes, among the risks it
COVers:

“any repudiation by breach by the host
government of a contract with the holder of
a guarantee, when (a) the holder of a
guarantee does not have recourse to a
judicial or arbitral forum to determine the
claim of repudiation or breach, or (b) a
decision by such forum is not rendered
within such reasonable period of time as
shall be prescribed in the contracts of
guarantee pursuant to the Agency’s
regulations, or (c) such a decision cannot be
enforced”.
This provision is echoed, in substantially
the same terms, by Article19(2)(c) of the 1992
Articles of Agreement of the Islamic Corporation
for the Insurance of Investment and Export
Credit. In a similar vein, the 1971 Convention

Establishing  the  Inter-Arab  Investment
Guarantee Corporation covers, by Article
18(1)(a):

“Im]easures taken by the public authorities
in the host country, either directly or through
an agency, whereby the investor is deprived
of his substantial rights with respect to his
investment, and, in particular, confiscatory
measures, nationalization, sequestration,
expropriation, compulsory seizure,

deprivation of a creditor of his rights
including the right of assignment, and the
imposition of moratoria of unreasonable
length.”
Although this provision mentions a number of
specific acts, it is wide enough to encompass a
breach of a State contract where this has the
effect of depriving investors of their substantial
rights under the agreement.

Finally, certain 11As contain a clause that
requires responsibility for breach of contract on
the part of the host country government. This
goes beyond the umbrella clause, which requires
only observance of obligations but does not
expressly deal with the consequences of a breach
by the government party. Thus, the 1992 World
Bank Guidelines on the Treatment of Foreign
Direct Investment state that the rules applicable
to the expropriation of foreign private investment
will apply “with respect to the conditions under
which a State may unilaterally terminate, amend
or otherwise disclaim liability under a contract
with a foreign private investor for other than
commercial reasons, i.e. where the State acts as a
sovereign and not as a contracting party”
(paragraph 11 of Section 1V). Compensation due
to the investor in such cases is to be determined
in the light of the rules prescribed by the
Guidelines in paragraphs 2 to 9 of Section IV.
On the other hand, liability for repudiation of a
contract for commercial reasons, that is where
the State acts as a contracting party, is
determined under the applicable law of the
contract.

Article 10 of the 1980 Unified
Agreement for the Investment of Arab Capital in
the Arab States also requires the compensation of
an Arab investor for damages sustained due to a
number of actions on the part of the State or one
of its public or local authorities or institutions.
These include: the undermining of rights or
guarantees by reason of a decision by a
competent authority; breach of international
obligations arising out of this Agreement;
preventing the execution of an enforceable
judgment that has direct connection with the
investment; and causing damage to an Arab
investor “in any other manner, whether by deed
or prevention, by contravening the legal
provisions in force within the State in which the
investment is made”.
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D. Development of substantive
regimes for State contracts in llIAs

The 1999 Agreement between Azerbaijan,
Georgia and Turkey Relating to the Baku-Tiblisi-
Ceyhan Main Export Pipeline is also of note in
that it contains a number of substantive
commitments as to the applicable regime under
which the MEP Project is to take place, including
the use of security forces to ensure the safety and
security of project personnel, applicable
technical, safety and environmental standards,
and the applicable taxation regime. It is, thus, an
international agreement that affects the content
and operation of the specific State contracts and
other binding commitments made between the
consortium of investors and the three host
countries.

However, this agreement is a special
instance of a particular regime related to a
specific major investment project. Most 11As do
not contain such specific substantive provisions
that delineate the scope of the commitments that
the government party has to include in the terms
of the State contract. It should be borne in mind,
however, that the General Agreement on Trade
in Services (GATS) can have implications for
agreements between private service providers
and host country governments. Where these are
to be put into effect through a Mode 3
(commercial presence) method of supply, such
an agreement would be an investment agreement
based on a State contract. Equally, a number of
recent free trade agreements contain extensive
provisions on the procedures to be followed in
relation to government procurement contracts.
Such provisions can be found, for example, in
the United States-Singapore (Chapter 13)*, the
Chile-United States (Chapter 9)*, the Chile-
European Union (Title IV of Part 1V)®, the
Chile-Republic of Korea (Part IV)*, and the
Australia-Singapore  free trade agreement
(Section 06).*® They are based on the provisions
of the 1994 WTO nplurilateral Agreement on
Government Procurement. In addition, some free
trade agreements signed by Turkey contain
commitments to the applicability of the MFN
principle in government procurement.*

Section lll
Interaction with other Issues
and Concepts

If included in the coverage of an 1A, the issue of
State contracts interacts with a significant
number of other issues in 1lAs (table 1). Apart
from issues of scope and definition and dispute
settlement — which, as noted in section Il, are the
most important provisions that deal directly with
State contracts — the substantive standards of
treatment all have a strong bearing on such
contracts, given that the manner in which a
private party is treated should comply with those
standards.

Table 1. Interaction across issues and concepts

Issue State contracts
Admission and establishment +
Competition ++
Dispute settlement: investor-State ++
Dispute settlement: State-State +
Employment +
Environment +
Fair and equitable treatment ++
Home country measures 0
Host country operational measures ++
Hlicit payment ++
Incentives +
Investment-related trade measures 0
Most-favoured-nation treatment ++
National treatment ++
Scope and definition ++
Social responsibility +
Taking of property ++
Taxation +
Transfer of funds +
Transfer of technology +
Transfer pricing +
Transparency +

Source: UNCTAD.

Key: 0 = negligible or no interaction.
+ = moderate interaction.
++ = extensive interaction.

The substantive content of State
contracts is based on national economic laws and
policies, which may also be the subject of
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obligations under IlAs. Thus, there may be
overlap with I1A provisions on taxation, host
country operational measures, transfer of funds,
technology transfer and the taking of property.
Furthermore, State contracts may raise issues
concerning the environmental  protection,
employment and social responsibility obligations
of a private investor party. As with purely
economic issues, such social matters are usually
dealt with under the applicable national laws and
policies. Given the nature of current practice,
social issues are unlikely to be covered directly
by an 1A, though this may well be the case in
some agreements. On the other hand, the State
party to a contract may be obliged to ensure that
the terms of that contract are consistent with its
international obligations in these areas, as may
be provided for in specialized international
instruments.

Issues of admission and establishment
may be of more limited relevance, as a contract
with the host country forms the basis of the
admission decision. Thus, where a government
concludes an investment contract with a foreign
investor, admission based on that contract
usually is automatic. Indeed, it can be expected
that the State party to the contract is obliged to
facilitate the granting of all relevant licenses,
permits and authorizations necessary for an
investment to be properly approved in
accordance with national laws and regulations.
Failure to do so may amount to a breach of the
investment contract.’

e Competition. Competition provisions can
apply to a State contract where an I1A covers
both private and public entities in the
investment process and contractual rights are
included in the definition of protected
investment under the agreement in question.

e Dispute settlement: investor-State. As
shown in section Il, the scope of the
investor-State dispute settlement provision is
a key issue when determining the extent of
protection that an I1A can give to the private
party to a State contract. The availability of
such dispute settlement mechanisms for
disputes arising out of a State contract can
be assured where the scope and definition
clause covers contractual obligations and
there are no limitations against such disputes
in the dispute settlement clause. Such
protection can be reinforced through the
inclusion of an umbrella clause in an lIA.
However, the issue of the availability of

international dispute settlement for breaches
of State contracts has caused considerable
controversy in cases in which a State
contract contains a forum selection clause
that refers disputes exclusively to domestic
courts and tribunals. In such cases, it is
unclear whether the arbitration clause in an
I1A is available to investors, given that the
latter have apparently consented, under the
terms of the State contract, to waive their
rights to international dispute settlement
under the IIA. Much depends on the
particular wording of the forum selection
clause in the State contract,® as well as in
the umbrella clause of the IIA that may
provide for the application of "other
obligations to the extent that they are more
favourable™ or to the contrary, provide that
"in case of conflict, the provisions of the
State contract will apply”, as, e.g. in article
9.2 of the 1996 Italy-Jordan BIT. In
addition the Energy Charter Treaty, Article
26.3c in connection with Annex 1A, allows
contracting parties that do not accept
international arbitration under this Treaty
with regard to State contracts, to exclude this
on an individual basis (see also chapter 12).

Fair and equitable treatment. This general
standard of treatment may interact with State
contracts to the extent that it may impose an
obligation on the host country to act in good
faith towards the foreign investor party to a
contract and to observe general standards of
good governance in this relationship. Where
the standard is linked to international law in
the IlA, it may introduce an additional duty
to comply with the international minimum
standard of treatment as interpreted in State
practice and in relevant international arbitral
awards. This does not require treatment
additional to that needed to meet the
international minimum standard.*®* On the
other hand, given the controversy
surrounding  the application of the
international minimum standard to State
contracts, as described in the Introduction,
the reference to this standard could be seen
as a significant inroad into the host country’s
right to regulate. In addition, there remains
considerable  controversy as to the
relationship between breaches of a State
contract and breaches of substantive
provisions of an IlA. For example, it may
not always be certain that a breach of
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contract amounts to a breach of the fair and
equitable treatment standard as defined in an
IIA or, indeed, whether it amounts to a
regulatory taking as discussed below. This
has been an issue in recent NAFTA
arbitrations.”> A further issue that arises is
how far the principle of fair and equitable
treatment can be wused to introduce
comparative administrative law analogies
with the principle of legitimate expectations
in the treatment of State contracts.”* Several
recent arbitral awards have relied on the
standard of legitimate expectations (or
“detrimental reliance”, “estoppel”, “venire
contra factum proprium’) as a standard of
customary international law that also gives
specific content to the “fair and equitable”
investment discipline.*

Host country operational measures. A
diversity of measures can be taken by host
States to ensure that a foreign investment
contract incorporates certain requirements
on the part of an investor that contain a
public interest element, such as, for example,
minimum employment requirements. In the
context of State contracts concerning foreign
investment, such requirements become either
express or implied terms of the contract.
I1As may contain a clause that prohibits, or
limits, the imposition of performance
requirements. Thus, where the host country
is a member of the WTO, such requirements
have to be consistent with the TRIMs
Agreement (see chapter 14). NAFTA Article
1106 (1), for example, goes further and
prohibits certain performance requirements
not covered by the TRIMs Agreement. Such
provisions negate the possibility of the
inclusion of any clause relating to
performance  requirements in  foreign
investment contracts that are inconsistent
with the host country’s treaty commitments
in this regard. In this sense, IIA provisions
controlling the wuse of performance
requirements limit the host country’s
freedom to impose performance
requirements on investors through the terms
of a State contract.

Illicit payments. Prohibitions on illicit
payments in international agreements have
the effect of requiring the host country to
control such practices through criminal law,
and to prohibit such practices in relation to
international business transactions, including

State contracts. Thus, a good governance
standard is introduced into the negotiation,
conclusion and operation of State contracts
(see chapter 19).

MFN treatment. In essence, a host country
is free to choose with which foreign investor
it concludes a foreign investment agreement.
On the other hand, where a major investment
project is put out to competitive tender, the
MFN obligation requires that this process is
carried out without discrimination between
competing bidders from different countries.
Accordingly, rules relating to government
procurement may contain an MFN
requirement.  However, most  recent
agreements  containing  disciplines  on
government procurement do not have an
MFN clause, but are restricted to national
treatment protection, given the bilateral
nature of the commitments involved. On the
other hand, if a host country frequently
concludes State contracts based on a settled
practice arising out of its national laws and
policies, then a failure to follow these
established practices in a particular case
could raise MFN compatibility issues. This
may require the host country to show that
the case in question is not in “like
circumstances” to other cases and therefore
merits a departure from usual practice.
National treatment. This standard ensures
that foreign investors are not discriminated
against in the process of concluding and
operating State contracts as compared to
domestic investors. Again issues of
contractual freedom arise in that a host
country may wish to offer more favourable
treatment to domestic investors for - policy
reasons it regards legitimate. In such cases,
an exception to national treatment may be
required. In relation to government
procurement, recent free trade agreements
and the WTO Government Procurement
Agreement all contain a national treatment
provision.

Scope and definition. The  strong
significance of this issue to State contracts
has already been discussed in some detail in
section 11.

Taking of property. This is the most
difficult provision to deal with when
considering the situation from the theoretical
perspective of State contracts. In the old
customary international law, the issue as to



State Contracts 15

whether the violation of a foreign investment
contract through governmental interference
gave per se rise to State responsibility was a
contested issue. Today, the expropriation
provision in an 1A may be drafted to cover
both direct and indirect expropriation as well
as acts tantamount to an expropriation. This
provision usually requires that a lawful
expropriation must be for a public purpose.
It requires the payment of full compensation,
even where the requirement of public
purpose is satisfied.** The difficulty in
determining compensation has become
apparent in recent arbitral jurisprudence in
relation to regulatory takings (UNCTAD,
20033, chapter IV.C; Wélde and Kolo,
2001). More recent IlIAs address this
concern. Thus, the 2003 free trade
agreement between Singapore and the
United States contains an exchange of letters
that sets out an understanding covering the
matter of regulatory takings.** Respective
letters state that:

“[e]xcept in rare  instances, non-
discriminatory regulatory actions by a Party
that are designed and applied to protect
legitimate public welfare objectives, such as
public health, safety, and the environment,
do not constitute indirect expropriations”
(para. 4(b)).

A similar technique is used in the 2003
free trade agreement between Chile and the
United States (see Annex 10-D).* Such
provisions may be seen as protecting a degree of
regulatory discretion that may be particularly
important in areas where FDI is undertaken
through the means of a State contract.

Conclusion: Economic and
Development Implications and
Policy Options

State contracts have played a major role in the
FDI process, especially in developing countries
that are dependent upon the exploitation of
natural resources for their economic welfare. As
such, they represent an important tool of
development policy. Without the use of such
contracts  significant opportunities for the
introduction of FDI into strategic national
industries may well have been lost.

On the other hand, such contracts, when
used in relation to FDI, have themselves created

issues of concern to the development policies of
host countries. In particular, earlier types of
concession  agreements,  which included
stabilization, choice of external law and
internationalized arbitration clauses, began to be
seen as inconsistent with the aims of host country
development policies and with the right to
regulate major investment projects. Although
such difficulties led to major investment disputes
in the second half of the 20™ century, they also
gave rise to newer types of provisions that allow
for the regular review of long-term investment
contracts (Muchlinski, 1999, ch. 14). Indeed, if
State contracts are to act as a useful device for
investment and development, they need to allow
for a balance between the legitimate commercial
expectations of an investor party and the right of
a host country party to oversee the evolution of
the resulting relationship in a manner that is
consistent with national development policies.
To the extent that 11As can do so, they may be
seen as a means of furthering that balancing
process, particularly where they are geared
towards flexibility in their provisions, a
flexibility that can allow for a development-
friendly approach to FDI policy, including policy
towards State contracts.

Against this background a number of
options present themselves for the treatment of
State contracts in llAs:

Option 1: the exclusion of State contracts from
[1As

Such an approach may be attractive to countries
that want to retain complete freedom of action in
relation to State contracts and to avoid, as far as
possible, the application of international
investment  protection standards to such
contracts. This can be achieved through the
express exclusion of such contracts from the
scope of an 1A and/or exclusion of references to
breaches of contractual obligations as protected
assets in the definition of investment. In addition,
it may be made clear in the dispute settlement
clause that it does not apply to disputes arising
out of State contracts. Furthermore, the
agreement would not have an umbrella clause.

The effect of such an approach might be
to signal caution on the part of foreign investors
as to the advisability of entering into State
contracts with the host country in question.
However, much would depend on the capacity of
the host country’s legal system to offer full
protection and security for the rights of an
investor under the State contract to which it has
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become a party. If such protection is available,
the added protection of IIA provisions may not
be necessary to attract investors, and for them to
have confidence in the security of their
contractual rights with the government of the
host country.

Option 2: limited protection for State contracts

under Il1As

Where a host country wishes to extend
protection under international commitments to
investors that conclude State contracts with the
government of that country, but wishes to
maintain considerable discretion to regulate the
resulting investment relationship, it may be
possible to offer a limited degree of protection
for the investor under the IIA. This may be
achieved through a combination of any one or
more of the following strategies:

e A positive listing of the types of State
contracts that are covered by an IIA,
allowing for the exclusion from the
operation of the IlA of those not listed; or
the negative listing of those types of State
contracts that are excluded from the
operation of the agreement, allowing for its
application to those types of State contract
that are not listed. Positive listing may be
preferred by countries that do not wish to
commit to a general application of the Il1A to
State contracts, but that wish to allow for its
protection to specified classes of agreement,
while negative listing may be attractive for
countries that are committed to the extension
of IlAs to State contracts, save for certain
defined categories of excluded agreements.

e A restrictive definition of the kinds of
contractual breaches that can attract the
protection of an agreement with, for
example, exceptions for public policy
discretions to terminate the contract for
public policy reasons.

e The restriction of dispute settlement clauses
to those types of disputes arising out of State
contracts that a host country is willing to
subject to international dispute settlement
mechanisms under the I1A.

e The possible exclusion of certain investor
protection standards from particular types of
State contracts, for example, by industry or
size of investment.

e Inclusion of national security and general
public policy exceptions into an IlA. The
presence of such a clause may, of itself, be
sufficient to protect regulatory discretion

even in an otherwise broadly protective
treaty regime for State contracts.

e The exclusion of an umbrella clause.

Such an approach may engender a
cautious response from investors. On the other
hand, it would show a willingness on the part of
the host country to limit its regulatory discretion
in specific areas in which it wishes to encourage
FDI through State contracts, while retaining it in
those areas that are more policy sensitive and
that require greater regulatory discretion based
on national laws and regulations.

Option 3: full protection of State contracts

Full protection for investors entering into
State contracts can be achieved through the
following:
¢ Anunlimited and unconditional definition of

investment that includes any contractual
obligation owed to the investor by the host
country.

e A similarly unlimited and unconditional
dispute settlement clause that applies to
disputes arising out of State contracts.

e The reinforcement of protection under an
1A of State contracts through the inclusion
of an umbrella clause.

e The introduction of a stabilization
commitment into an IlA that acts to
reinforce the stabilization clause in the State
contract.

In addition, where a country wishes to
accept international disciplines concerning the
substantive content of certain types of State
contract, it may conclude provisions containing
such disciplines. These then inform the content
of national policy and of specific contracts
concluded with foreign investors.

* % *

Notes

1 For a recent discussion of State contracts, see
Leben, 2004.

2 Some States have legislation governing such
contracts. See, for example, the Government
Contract Act in India and in Malaysia. That is
not to say, however, that there is complete
convergence between national laws on how this
is to be done. For example, under French law a
developed doctrine concerning administrative
contracts (contrat administratif) has evolved,
while in common law countries public law
considerations have been introduced into general
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principles of the common law of contract to
cover government contracts.

Thus, in some States, a State entity cannot
subject itself to arbitration abroad. There may
also be restrictions as to choice of external legal
systems. Such restrictions will not exist in the
case of ordinary commercial parties.

For practice in Australia, see Fitzgerald, 2002,
pp. 37-52.

See e.g. the decision by the United States
Supreme Court in United States v. Winstar that
upheld the validity of contracts against
legislative abrogation (116 SCT 2432 (1996)).
For the literature on state contracts in
international investment law, see Fatouros, 1962,
1969; Amerasinghe, 1967, pp. 66-119;
Paasirvirta, 1990; Nassar, 1995, pp.133-135;
Sornarajah, 2000, pp. 85-112; Bowett, 1988, pp.
49-74; Maniruzzaman, 2001.

See Azinian v. Mexico, Award of the Tribunal,
para. 100.

This is a contested theory. Its proponents argue
that the use of certain phrases (such as choice of
law clauses) indicating transnational law,
stabilization clauses that freeze the host country
law at the time of entry and arbitration clauses
which indicate arbitration outside the State have
the effect of internationalizing the contract. See
Schwebel (1987) on whether the breach by a
State of a contract with an alien is a breach of
international law. For a critical view, see
Sornarajah, 2004.

See especially Texaco/Calasiatic v. Libya, 53
ILR (1979), pp. 389. Critical: see Sornarajah,
2000, pp. 223-278. For a similar conflict of
norms, see the development and relevance of the
Calvo doctrine in international investment law:
Shea, 1955; Fatouros, 1962, 1969; Schrijver,
1997.

Over the past ten and in particular five years, an
extensive arbitral jurisprudence has developed
based on I1As. This jurisprudence may gradually
be developing an international law of State
contracts in applying the usually very open-
ended provisions of investment treaties to
specific situations. For a recent study of the
contribution of recent investment arbitration, see
Benhamida, forthcoming. For an up to date
discussion on the contribution by recent NAFTA
Chapter XI arbitrations, see Weiler 2004. For a
review of investment disputes arising from BITs
and NAFTA, see UNCTAD 2004a.

There are several recent arbitral awards (on
jurisdiction) that deal with the relationship
between treaty arbitration on the one hand, and
(concession) contracts under domestic law and
with domestic jurisdiction clauses, on the other.
Notably, CMS vs. Argentina, Azurix Vs.
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20

21

22

23
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Argentina, Siemens vs. Argentina, and most
authoritatively, the decision of the ICSID
annulment committee in the Vivendi-Argentina
case (see. www.worldbank.org/ ICSID).

Except in intergovernmental agreements signed
in the past by socialist countries, or in project-
specific intergovernmental agreements (e.g. for
the Channel tunnel).

Unless otherwise indicated, the texts of the BITs
and other agreements and instruments mentioned
in this chapter may be found in UNCTAD's on-
line databases on BITs or international
investment instruments (www.unctad.org/iia).
See also Article 1(3)(e) of the 1987 ASEAN
Agreement for the Promotion and Protection of
Investments, which reads as follows: “business
concessions conferred by law or under contract,
including concessions to search for, cultivate,
extract or exploit natural resources.” This
provision captures primary industries, including
plantations as well as natural resources.

The concession, however, denotes a right that is
within the power of the government to confer
rather than a negotiated term.

1989 BIT between Germany and Guyana
(Article 1.1(e)).

Such a provision would be: “rights, conferred by
law or under contract, to undertake any
economic and commercial activity, including any
rights to search for, cultivate, extract or exploit
natural resources” (Article 1(f)(vi) of the 1995
BIT between Canada and the Philippines).

This formulation can be found in a number of
United States BITs. See, for example, Article
1(d)(iii) of the 1998 Bolivia-United States BIT.
For a similar provision, see the 2004 Canada
model BIT, Article 1(X) (on the definition of
“investment”).

For examples of this approach, see Article 8(1)
of the 1991 Argentina-France BIT or Article 9 of
the 1994 Lithuania-Netherlands BIT.

Dolzer and Stevens leave the matter unclear in
their short reference to the issue. Their
discussion opens with the statement: "These
provisions seek to ensure that each Party to the
treaty will respect specific undertakings towards
nationals of the other Party" (Dolzer and
Stevens, 1995, p. 81).

Decision on Objections to Jurisdiction, 6 August
2003

See paras. 165-170 of the Award.

Para. 168 of the Award.

Decision on Objections to Jurisdiction, 29
January 2004.

On the issue of waiver of international
jurisdiction over investment disputes through a
dispute resolution provision in a state contract,
see further Spiermann (2004).
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26
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See further on the question of whether an
umbrella clause can turn a breach of contract into
a breach of the IlA: Dolzer and Stevens, 1995;
Karl, 1996; Schreuer, 2004; Schwebel, 1994;
Sinclair, 2004; Vandevelde, 1992, p. 78; Walde,
forthcoming. An analysis of the origin, as well as
original and changing context of the umbrella
clause suggests that it was not intended to
elevate all sorts of commercial and contract law
disputes to the level of international law and the
jurisdiction of a treaty-based tribunal, but rather
is intended to capture the reliance on (probably
mainly abusive reliance) government powers and
prerogatives to allow a government to escape
from its own contractual commitments. It is
therefore in the historical context rather a
specific sub-set of the expropriation discipline
that, before umbrella clauses were used and
where they are not used, is applied to cover cases
of governments using their sovereign powers to
escape from contractual commitments.

On the renegotiation of international investment
contracts, see Kolo and Walde, 2000; Berger,
2003.

Agreement among the Azerbaijan Republic,
Georgia and the Republic of Turkey Relating to
the Transportation of Petroleum via the
Territories of the Azerbaijan Republic, Georgia
and the Republic of Turkey through the Baku-
Thilisi-Ceyhan Main Export Pipeline. For the
text see http://www.caspiandevelopmentand
export.com/Downloads/BTC/Eng/agmt4/agmt4.
PDF.

See for a statement of this position Sornarajah,
2000, pp. 50-51. For an alternative perspective,
based on a survey of past treaty practice, see Ndi
and Walde, 1996.

Defined as “each Person that is a party to a Host
Government  Agreement (other than the
Government of any of the respective States in the
capacity of a host government counterparty to
any such Agreement), and any operating
company, branch, office, permanent
establishment, affiliate, nominee, agent or
representative of such Person, and any successor
or assignee of any of the foregoing in respect of
the MEP Project”(Article I).

For the text of the Agreement see
http://www.mti.gov.sg/public/[FTA/frm_FTA De
fault.asp?sid=36.

For the text of the
http://www.sice.oas.org/Trade/
chiusa_e/chiusaind_e.asp.

For the text of the Agreement see
http://www.sice.oas.org/Trade/chieu_e/cheuin_e.
asp.

Agreement  see
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For the text of the Agreement see
http://www.sice.oas.org/Trade/Chi-SKorea_e/
ChiKoreaind_e.asp.

For the text of the
http://www.dfat.gov.au/trade/
negotiations/safta/index.html.
See, for example, the Lithuania-Turkey FTA
(Article 28), or Croatia-Turkey FTA (Article 28).
This issue has recently been treated in the
following arbitral awards: MTD v. Chile (2004);
Tecmed v. Mexico (2003). Awvailable at
www.worldbank,org/icsid and
www.naftaclaims.com.

On this issue see further Spiermann (2004).

See Pope & Talbot Inc. v. Canada, Award on
Damages, 31 May 2002.

See Azanian v Mexico (1999) and UNCTAD,
2003a, at pp. 113 and 117.

See Occidental v Ecuador, LCIA Case No.
UN3467, 1 July 2004.

MTD v. Chile, 2004; Occidental v. Ecuador,
2004; CME V. Czech Republic, 2003; 42 ILM
811; Tecmed v. Mexico, 2004; Metalclad v.
Mexico, 2000 - available at www.worldbank.org/
icsid and www.naftaclaims.com. The issue is
being considered at present in other BIT-based
arbitration cases. "Legitimate expectations" is a
principle of international law, but also in
developed countries' administrative law and in
the law applied by the WTO and the EU to
provide external disciplines over domestic
administrative action. It usually involves a
balancing between the legitimate expectation of
investors with public policy objectives in order
not to lose the flexibility for future policies.
There are widely diverging arbitral awards with
respect to damages for cancellation of contracts.
In some agreements, the investor has obtained
compensation to include both past expenditures
and the net present value of expected future cash
flows (CME v. Czech Republic, 2003; Karaha
Bodas v. Indonesia, 1999). In other cases, in
particular where a contract had as yet not been
implemented, compensation was calculated to
include only expenditures spent so far. In the
first Energy Charter Treaty case, partial
compensation was awarded for under-payment of
contractual charges due, together with an order
to pay all contractually due future tariff charges
(Walde and Hober, forthcoming).

For the text of the Agreement see
http://www.mti.gov.sg/public/FTA/frm_FTA De
fault.asp?sid=36.

For the text of the Agreement see
http://www.sice.oas.org/Trade/chiusa_e/chiusain
d_e.asp.

Agreement  see
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Chapter 14. Host Country
Operational Measures*

Executive summary

The concept “host country operational measures”
(HCOMSs) captures the vast array of measures
implemented by host countries concerning the
operation of foreign affiliates once inside their
jurisdictions. HCOMs can cover all aspects of
investment (such as ownership and control, hiring
of personnel, procurement of inputs, sales
conditions) and usually take the form of either
restrictions or performance requirements. They are
usually adopted to influence the location and
character of foreign direct investment (FDI) and, in
particular, to increase its benefits in the light of
national objectives. Some are those investment
measures affecting trade flows, better known as
trade-related investment measures (TRIMs). Often,
HCOMs are also methods of intervention whose
aim is to correct actual or perceived market
distortions.

In international investment agreements
(I1As), HCOMs have rarely been considered as a
separate issue. More often than not, the
international regulation of such measures has to be
deduced from more general norms on post-entry
treatment of investment. One 1A, however (the
WTO Agreement on TRIMs'), specifically deals
with a number of HCOMs. The more recent 11As
that regulate HCOMSs tend towards the restriction
of some of these measures. However, the majority
of 1lAs, especially most bilateral investment
treaties (BITs), adopt an approach to investment
that does not explicitly address the use of
operational restraints as a specific issue on its own;
each host country government is free to regulate
FDI within its jurisdiction, in line of course with its
international obligations.

This chapter groups HCOMs into three
categories (table 1) and proceeds with discussing
them in the context of some of their restrictions at
different international levels:

e HCOMs that are explicitly prohibited at the
multilateral level, i.e. by the TRIMs
Agreement. A number of interregional,

regional and bilateral agreements also
explicitly prohibit the same HCOMs (or,
where these agreements are in a draft form,
envisage their prohibition). To use a traffic
light analogy, these are “red light” HCOMs,
i.e. measures that the international community as
a whole (or, more precisely, as represented in the
WTO) has agreed should not be employed
(although not all countries feel comfortable with
the implementation of this agreement).

e Additional HCOMs that are explicitly
prohibited, conditioned or discouraged by
interregional, regional or bilateral (but not by
multilateral) agreements (or drafts thereof).
These are “yellow light” HCOMs in the sense
that negotiators of I1As ought to be aware that
some countries (or groups of countries) have
indeed prohibited them in some IlAs and
perhaps would like to do so also at the
multilateral level. Categorizing these measures
as yellow light HCOMs should not suggest
that they are not as legally binding as the red
light HCOMSs. Indeed both derive from
instruments governed by international law, and
which, among the parties, create binding legal
obligations. The point of emphasis is that the
red light HCOMs have, in terms of parties, a
wider application.

e All other HCOMs. These are “green light”
HCOMs. Such measures are generally not
subject to control through 11As although their
use may be subject to other international
obligations, e.g. to apply national treatment.

Today, countries negotiating international
investment rules need to take as given the first

group of HCOMs (unless there should be a

renegotiation or modification of the TRIMs

Agreement). Negotiations — should they at all

include HCOMs — are likely to focus on “yellow

light” HCOMSs. But options go beyond -either
covering or not covering certain HCOMs. For
example, the extent to which certain HCOMs are
tied to certain conditions (e.g. incentives) or the
legal nature of any coverage (e.g. best-efforts
clauses) can introduce some flexibility. In fact, even

* The present chapter is based on a 2001 manuscript prepared by John Gara. It benefitted from a background
paper prepared by Elisabetta Righini. The final version reflects comments received from Bijit Bora, Michael Gestrin,
Edward M. Graham, Joachim Karl, Mark Koulen, Mina Mashayeki, Theodore Moran, Antonio Parra, Mansur Raza
and Marinus Sikkel.
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when it comes to the TRIMs Agreement, various
options as to its further implementation exist.

Table 1. Three categories of HCOMs

Category HCOM

“Red light” HCOMSs Local content requirements

Trade-balancing
requirements

Foreign exchange restrictions
related to foreign exchange
inflows attributable to an

enterprise
Export controls

Requirements to establish a
joint venture with domestic
participation

Requirements for minimum
level of domestic equity
participation

Requirements to  locate
headquarters for a specific
region or the world market

“Yellow light” HCOMs

Employment  performance
requirements
Export performance

requirements

Restrictions on sales of goods
or services in the territory
where they are produced or
provided

Requirements to  supply
goods produced or services
provided to a specific region

or the world market
exclusively from a given
territory

Requirements to act as the
exclusive supplier of goods

produced or  services
provided

Requirements to  transfer
technology, production
processes or other

proprietary knowledge
Research-and-development
requirements

Measures contrary to the
principle of fair and
equitable treatment

“Green light” HCOMs  All other HCOMs

Source: UNCTAD.

Introduction

Governments of host countries adopt various
measures that affect the day-to-day life of foreign
affiliates and domestic firms in a number of ways
and for a number of reasons. In fact, virtually all

countries have an elaborate regulatory framework
that prescribes the rights and responsibilities of
firms. A number of these measures are specifically
designed to affect the operations of foreign
investors. It is the latter set of measures that is
labelled *“host country operational measures”.
Among them are local content and export
requirements, that is to say, measures requiring that
a certain percentage (determined either by value or
by quantity) of the output resulting from a foreign
investment has to be locally sourced or has to be
exported. Also used are local equity participation
requirements (which may shift management
decisions to domestic interests), as well as
measures affecting the employment and training of
personnel, particularly at the managerial and
professional levels; technology transfer and
research-and-development requirements; trade-
balancing requirements (which link
imports/exports of one product to exports/imports
of another product); foreign exchange restrictions
(such as limiting the availability of foreign
exchange to an amount related to foreign exchange
inflows attributable to a firm); and earnings
remittance limits (which specifically restrict the
amount of profit which can be repatriated).

Usually, HCOMs are implemented with
the aim of influencing the location and character of
investment and, in particular, its costs and benefits.
Governments frequently attempt to influence the
pattern of resource use through investment
policies. For example, local content requirements
have been imposed on affiliates of transnational
corporations (TNCs) to encourage industrialization
or to expand local employment; technology
transfer obligations have been used to develop and
diffuse industrial skills; and minimum export
requirements have been imposed to earn foreign
exchange. Local equity requirements have also
been used to ensure a certain degree of control for
local management, and licensing requirements to
strengthen the position of domestic firms in
contract negotiations with foreign enterprises. In
this sense, HCOMs are intended to perform a
developmental role. On the other hand, it has been
argued that efforts by Governments to influence
where or how production should take place, except
to correct for negative externalities or byproducts
of firms’ actions that damage society (like
pollution), often lead to a misallocation of
resources. Policies that affect the free interplay of
market forces can also cause distortions in the
pattern of international trade and investment (see
also UNCTAD, 2003b).
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More generally, HCOMs are usually part
of a broader policy regime aimed at enhancing
national welfare. Moreover, such measures are
often used by host country Governments in
conjunction with other specific policy instruments
such as investment incentives. Incentives may be
granted in various forms such as cash grants, tax
breaks, inputs and factor subsidies or export
incentives. FDI may also be favourably induced by
the prospect of supplying a protected market. In the
bargaining process with potential investors,
Governments can thus use HCOMs, together with
incentives, to impose some kind of development-
conditionality on an investment
(UN/DESD/TCMD, 1992a).

Section |
Explanation of the Issue

A number of HCOMs gained prominence as an
investment policy tool during the 1970s. During
that period, host countries increasingly evaluated
the contribution of FDI towards their own major
development objectives (e.g. the improvement of
their balance of payments, the strengthening of
technological capacity and improved labour skills)
and their non-economic interests (e.g. social and
cultural  values, environmentally  friendly
development). As they determined that the
contribution of FDI was not always fully consistent
with their objectives, a number of host country
Governments started implementing measures
aimed at modifying the behaviour of foreign
affiliates. This was the birth of a more widespread
use of HCOMs.

The increasing role of FDI during the
1980s and 1990s as an important and more stable
source of private capital inflows to developing
countries contributed to a change in attitude of
Governments to the use of HCOMs. There was a
recognition that the potential to attract foreign
investors is not a static phenomenon, and that
policy measures by host country Governments play
a role in designing an environment conducive to
FDI. There was also an increasing recognition that
not all HCOMs had positive effects under all
circumstances and that, in a number of areas, other
policy tools may be more effective. Nevertheless,
HCOMs remain a policy tool used by Governments
to further their development objectives (as
discussed further in the concluding section of this
chapter).

A commonly accepted definition of what
constitutes a HCOM does not exist. Literally, the
term “host country operational measure” refers to

any policy measure adopted by a host country
Government to influence the operations of foreign
investors. In this broad sense, HCOMSs could
include not only operative restrictions or
performance requirements (see below), but also
investment incentives and any administrative
requirement likely to impinge on the activity of a
foreign investor. Moreover, HCOMs are often
deliberately opaque or sometimes even regarded as
a matter of confidentiality between a host
Government and an investing firm.

All these complex factors make it difficult
to categorize HCOMs in a comprehensive and
accurate way. To overcome this complexity,
HCOMs have usually been elucidated by a
documentary approach, that is to say, by illustrative
lists of measures so far observed (box 1).

Box 1. llustrative list of HCOMs

Restrictions on employment of key foreign
professional or technical personnel, including
restrictions associated with the granting of visas
and permits.

e Requirements to establish a joint venture with
domestic participation.

e Requirements for a minimum level of domestic
equity participation.

e Requirements on location of headquarters for a
specific region or the world market.

e Public procurement restrictions (e.g. foreign
affiliates are excluded as Government suppliers or
subject to providing special guarantees).

e Restrictions on imports of capital goods, spare
parts, manufacturing inputs.

e Restrictions/conditions on access to local raw
materials, spare parts and inputs.

e Restrictions on long-term leases of land and real
property.

e Restrictions to
country.
Restrictions to diversify operations.

Restrictions on access to telecommunications
networks.

Restrictions on the free flow of data.

Restrictions relating to monopolies or participation
in public companies (e.g. an obligation to provide a
public service at a certain price).

Restrictions on access to local credit facilities.
Restrictions on access to foreign exchange (e.g. to
pay for foreign finance, imports of goods and
services or remitting profits).

e Restrictions on repatriation of capital and profits
(e.g. case-by-case approval, additional taxation or
remittances, phase out of transfers over a number
of years).

e  “Cultural” restrictions, mainly in relation to
educational or media services.

e Disclosure of information requirements (e.g. on the

foreign operations of TNCs).

relocate operations within a

/...
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Box 1 (concluded)

e Special requirements on foreign firms in certain
sectors/ activities (e.g. on branches of foreign

banks).

e Operational permits and licences (e.g. to transfer
funds).

e  Special requirements on professional

qualifications, technical standards.

Advertising restrictions for foreign firms.

Ceilings on royalties and technical assistance fees
or special taxes.

e Limits on the use of certain technologies (e.g.
territorial restrictions), brand names, etc., or case-
by-case approval and conditions.

Rules of origin, tracing requirements.
Linking local production to access or establishment
of distribution facilities.

e Restrictions related to national security, public

order, public morals, etc.

Sourcing/local content performance requirements.

Manufacturing performance requirements.

Technology transfer requirements.

Regional and/or global product mandates.

Research-and-development requirements.

Employment performance requirements.

Training requirements.

Export requirements.

Trade-balancing requirements.

Import restrictions, local sales requirements.

Linking export quotas to domestic sales.

Export/foreign exchange earning requirements.

Source: Based on UNCTAD, 1996a; UNCTAD, 1996b
p.179; and UNCTAD, 2000a.

Although such an inventory can be quite detailed,
it provides little insight into the different
characteristics of the various measures listed, as
well as into the characteristics and political
economy of this category as a whole.? Further
considerations can help the elaboration of some
special characteristics of HCOMs:

e They are meant to respond to special host

country Governments’ policies...

HCOMs are typically adopted in the
framework  of  special host  country
Governments’  policies, either  through

instruments of general application (laws,
regulations, administrative guidelines) or on a
specific basis during the investor-host State
bargaining process that may precede an
investment decision.

e ... cover avery wide range of measures ...
HCOMs may affect almost all aspects of
foreign affiliates” operations. They range from
restrictions or requirements on ownership and
control, to sourcing of inputs, production
technologies, and sales.

o ... are specifically designed to affect FDI ...
Among the vast array of national measures
that may concern the operations of foreign
investors, only those specifically designed to
affect foreign affiliates are usually categorized
as HCOMs by IlAs. If such a distinctive
criterion is not applied, almost any law or
regulation of a host country could be viewed
as an operative requirement, thus indeed
rendering the category of HCOMSs so vast as to
be almost meaningless.’

e ... generally focus on the post-entry phase of

investment ...
HCOMs focus on the post-entry phase of
investment, i.e. the actual operating life of
foreign affiliates. Although  various
Government measures are sometimes imposed
on foreign investors at the time of entry and
often affect the same aspects of FDI as
admission measures, HCOMs are here
distinguished from restrictions and conditions
imposed by Governments that apply only in
the pre-entry phase of investment.*

e .. and are often used in conjunction with

incentives.
HCOMs and investment incentives are often
used in conjunction with one another and are
also often based on the same economic
rationale. Indeed, some IIAs emphasize this
relationship.”> However, it is important to note
that incentives and HCOMSs operate in a
different manner. Investment incentives
provide advantages, such as tax relief,
subsidies and cash grants, that are designed to
induce foreign affiliates to bring about certain
results.®° HCOMs, on the other hand, are
designed to prescribe a certain behaviour for
foreign affiliates to bring about (perhaps the
same) results.

A distinction can also be made between
two main forms that HCOMs usually assume. The
first are limitations, expressed either as behavioural
constraints or as quotas, that a host country
imposes on the operations of foreign affiliates; in
other words, they are obligations non facere. The
second form comprises governmentally imposed
stipulations (“performance requirements”) that
firms meet certain specified goals with respect to
their  operations within the Government’s
jurisdiction (Graham and Krugman, 1995).They
are thus obligations facere, requiring a positive
action from (or imposing a positive condition on)
foreign investors. Often, the results achieved by the
imposition of either type of obligation are the
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same. For instance, the promotion of local

employment can be achieved either by imposing a

quota or other form of restriction (visas, work

permits, etc.) on the employment of foreign
personnel, or by establishing a local hiring target

that foreign affiliates have to meet. But even such a

classification fails to address the fundamental issue

that faces negotiators of 11As, namely whether to
prohibit, restrict or simply not deal with certain

HCOMs.

For the purpose of this chapter, no effort is
made to categorize HCOMSs along substantive
lines. Rather, they are grouped in three categories,
with the discussion focusing on the first two:

e HCOMs explicitly prohibited at the
multilateral level, i.e. the WTO Agreement
on TRIMs. To use a traffic light analogy,
these are “red light” HCOMs, so to speak, i.e.
measures that the international community as
represented in WTO has agreed should not be
employed (although not all countries feel
comfortable with the implementation of this
Agreement). This affects both HCOMs that are
mandated as well as those whose performance
is necessary for the receipt of an advantage.
More specifically, the TRIMs Agreement
prohibits trade-related investment measures
that are inconsistent with Articles 111 and XI of
the General Agreement on Tariffs and Trade
(GATT) (WTO, 1995a).” The Agreement
mentions  specifically certain types of
measures:

e local content requirements;

e trade-balancing requirements;

o foreign exchange restrictions related to
foreign exchange in flows attributable to
an enterprise; and

e export controls.

A number of interregional, regional and

bilateral agreements also explicitly prohibit the

same HCOMs (or, where these agreements are
in draft form, envisage their prohibition).

e Additional HCOMs that are explicitly
prohibited, conditioned or discouraged by
interregional, regional or bilateral (but not
multilateral) agreements (or drafts thereof).
For the purpose of this chapter, these are
“yellow light” HCOMs, so to speak, in the
sense that negotiators of IlAs ought to be
aware that some countries (or groups of
countries) have indeed prohibited or restricted
their use in some I1As and perhaps would like
to do so also at the multilateral level. These
additional HCOMs include:

e requirements to establish a joint venture
with domestic participation;

e requirements for minimum level of
domestic equity participation;

e requirements to locate headquarters for a
specific region or the world market;

e employment performance requirements;

e export performance requirements;

e restrictions on sales of goods or services
in the territory where they are produced or
provided,;

e requirements to supply goods produced or
services provided to a specific region or
the world market exclusively from a given
territory;

e requirements to act as the exclusive
supplier of goods produced or services
provided,;

e requirements to transfer technology,
production processes or other proprietary
knowledge;

e research-and-development requirements;
and

e measures contrary to the principle of fair
and equitable treatment.

In contrast to the approach taken by the

TRIMs Agreement, such Il1As in some cases

allow these additional HCOMs (or some of

them) in so far as they are linked to incentives.

In other words, their use is restricted to

specified circumstances.

HCOMs that are not contested. For the

purpose of this chapter, these are “green light”

HCOMs, so to speak, although their use may

be subject to other international obligations,

e.g. to apply national treatment. In other

words, HCOMs not included in the two

preceding categories are, presumably, not
contested. This reflects the general view that
each host country is free to regulate FDI
within its jurisdiction, in line of course with its
international obligations. There is, however,
also a broader, and more fundamental, issue to
be considered. Any analysis of HCOMs must
begin from the economic nature of most of
these measures. But a conclusion as to their
utility cannot be based solely on economic
considerations. Any legal framework is rooted
within specific national or regional traditions
and cultures. At the core of legal rules, some
of which might affect the operations of
enterprises, lie fundamental societal values. In
effect, some legal rules give expression to core
societal values, and most governments find
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their legitimacy in so far as they take heed of
such values. Thus, some HCOMs —
especially those dealing with areas such as
standards for the preservation of public health,
employment rights and the environment, and,
in the particular case of developing countries,

those  specifically meant to advance
development — have at their roots core
values. A Government that limits its

sovereignty in such a way as to not be able to
mandate measures that reflect such core
values, when necessary, could jeopardize its
legitimacy. It is important to realize therefore
that, as investment rules delve deeper into
areas that had not previously been subject to
international disciplines, there are areas that
may need to remain within the sovereignty of
national Governments, on whose legitimacy
the international system still depends. In any
event, any negotiations touching upon
HCOMs would need to be cognizant not only
of the economic justifications, but also of the
societal values that they reflect. In fact, even in
the context of a proliferation of Il1As, many
regulatory measures are not only uncontested
but, in some instances, even encouraged by I1As.
In various discussions concerning IlAs,
emphasis has been put on a Government’s
prerogative to regulate at the national level with
regard to such matters. In the ministerial statement
on the Multilateral Agreement on Investment
(MAI) of 28 April 1998, the ministers confirmed
“that the MAI must be consistent with the
sovereign responsibility of governments to conduct
domestic policies ” (OECD, 1998a, p. 1). In an
Expert Group Meeting of the UNCTAD
Commission on Investment, Technology and
Related Financial Issues, dealing with international
investment agreements, the Agreed Conclusions
noted similarly “that flexibility, including with
regard to a Government’s normal ability to
regulate, can be reflected, inter alia, in the
objectives, content, implementation and structure
of 11As” (UNCTAD,1999a, p. 2). They also noted
“that a key issue involves finding the proper
balance between flexibility on the one hand and
predictability and security on the other” (ibid.).

Section Il
Stocktaking and Analysis

No investment policy is effective until it is
enforced through some form of national law,

whether a statute, a regulation, administrative
action or other provision. Similarly, no HCOM is
effective until it is embodied in either a legal
obligation imposed by the host country on a
foreign investor or a contractual undertaking by the
investor. This variegated and composite array of
national obligations has then to be in conformity
with the international law instruments that the
same countries have established to regulate their
exercise of national jurisdiction over foreign
investors. The purpose of this section is to analyze,
where and how the issue of host countries’
adoption of operational measures has been
addressed in 11As.

A. HCOMs explicitly prohibited at the
multilateral level

1. The TRIMs Agreement

On the multilateral level, the most
important norms prohibiting the use of certain
HCOMs can be found in the GATT. The GATT
did not contain specific norms on investment.®
However, certain measures that affect trade flows
were covered by the GATT principle of national
treatment contained in article Il (in particular
paragraph 4, dealing with measures indirectly
applied to trade), and by the general elimination of
quantitative restrictions of article XI.?

In the light of this, the WTO Agreement
on TRIMs, which was negotiated during the
Uruguay Round and entered into force on 1
January 1995 specifically regulated certain
TRIMs. Article 2 of the Agreement provides that,
“Iw]ithout prejudice to other rights and obligations
under GATT 1994, no Member shall apply any
TRIM that is inconsistent with the provisions of
Article Il or Article XI of GATT 1994”. An
illustrative list in the Annex to the Agreement
describes measures that are inconsistent with
Acrticle 111(4) and Article X1 (1):

“1. TRIMs that are inconsistent with the
obligation of national treatment provided for
in paragraph 4 of Article 111 of GATT 1994
include those which are mandatory or
enforceable under domestic law or under
administrative rulings, or compliance with
which is necessary to obtain an advantage,
and which require:

() the purchase or use by an enterprise of
products of domestic origin or from any
domestic source, whether specified in
terms of particular products, in terms of



Host Country Operational Measures 25

volume or value of products, or in
termsof a proportion of volume or value
of its local production; or

(b) that an enterprise’ s purchases or use of
imported products be limited to an
amount related to the volume or value of
local products that it exports.

2. TRIMs that are inconsistent with the
obligation of general elimination of
guantitative restrictions provided for in
paragraph 1 of Article XI of GATT 1994
include those which are mandatory or
enforceable under domestic law or under
administrative rulings, or compliance with
which is necessary to obtain an advantage,
and which restrict:

(a) the importation by an enterprise of
products used in or related to its local
production, generally or to an amount
related to the volume or value of local
production that it exports;

(b) the importation by an enterprise of
products used in or related to its local
production by restricting its access to
foreign exchange to an amount related to
the foreign exchange inflows attributable
to the enterprise; or

(c) the exportation or sale for export by an
enterprise of products, whether specified
in terms of particular products, in terms
of volume or value of products, or in
terms of a proportion of volume or value
of its local production”.

The Agreement bans not only TRIMs that
are obligatory in nature, but also those whose
compliance is necessary in order to obtain an
advantage. Furthermore, no distinction is made
among TRIMs with regard to the time of the
investment at which they are imposed; the
prohibition of Article 2 of the TRIMs Agreement
thus applies to measures applied both at the time of
the entry of the investment as well as afterwards.

On the other hand, two features of the
TRIMs Agreement should be noted:

e The Agreement prohibits only a specific sub-
set of operational measures as discussed in
section I. In fact, a number of other HCOMs
prohibited by some other 11As — such as export
performance requirements, mandatory
technology transfer requirements, and limits
on equity participation and remittances — are
not covered by the TRIMs Agreement.

e The Agreement applies only to investment
measures related to trade in goods. It does not
cover trade in services. Measures concerning
service industries are addressed on the WTO
General Agreement on Trade in Services
(GATS) (box 2).

Box 2. The GATS

The GATS does not contain explicit rules
dealing with  HCOMs or TRIMs. However, the
establishment-related nature of much trade in services
and the structure of the GATS require some further
observations. The GATS is a framework agreement,
whose main provisions can be divided into general
obligations that apply to all services and other specific
obligations, against both of which WTO members enter
into commitments in their national schedules. Examples
of the first type of obligations are most-favoured-nation
treatment, transparency and reasonable, objective and
impartial administration of domestic regulations.
Specific commitments can, on the other hand, be
assumed in relation to market access (see article XVI)
and national treatment (see article XVII). Thus, for
example, to the extent that a WTO member has made
national treatment commitments with regard to services
in a particular industry, it cannot apply domestic
content requirements solely to foreign investors.

With regard to the latter obligations, the
GATS does not require the immediate abolition of all
non-conforming measures. Market access and national
treatment are granted to foreign enterprises only in
those service industries specifically indicated in a
member country’s schedule, and only to the extent
described there. Thus, market access may be absent in
all or some service industries, or may be conditional on
national participation in management, or else may be
limited to a certain percentage of ownership. Similarly,
the presence of natural persons, be they individual
foreign providers of services or employees of a foreign
affiliate, may be subject to visa or other administrative
requirements (the formula often used is “subject to the
law and regulations” of the host country), or may be
quantitatively limited to a certain yearly number, or, in
the alternative, qualitatively limited to certain
professional profiles. In a number of schedules, a
member country’s commitments for particular services
are not even required to be undertaken before a given
date. This flexibility allows each WTO member to open
its market to foreign suppliers of services in the
industries and under the terms and conditions deemed
more appropriate for its level of development and for
the attainment of its economic objectives (Mashayekhi,
2000a). At the same time, though, once these
commitments are inscribed in the schedules, they
cannot be withdrawn or lessened.

Source: UNCTAD.
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Under Article 5.1, States that were
members of the WTO on 1 January 1995 were
required to notify to the Council for Trade in
Goods, within 90 days after the date of entry into
force of the WTO Agreement, any TRIMs that
were not in conformity with the Agreement. A
decision adopted by the WTO General Council in
April 1995 provided that Governments that had not
been members of the WTO on 1 January 1995, but
were entitled to become original members within a
period of two years after 1 January 1995, should
make notifications under Article 5.1 within 90 days
after the date of their acceptance of the WTO
Agreement (table 2) (WTO, 1995b). Article 7
established a Committee on Trade-Related
Investment Measures that monitors the operation
and implementation of the Agreement and reports
there on annually to the Council for Trade in
Goods.

The TRIMs Agreement allows some
flexibility for developing countries, by both
recalling the GATT norms on balance-of-payments
difficulties, as well as by allowing developing
countries and least developed countries longer
transition periods for the implementation of its
rules. Article 4 allows developing countries to
deviate temporarily from the obligations of the
Agreement, as provided for in Article XVIII of
GATT 1994 and related WTO provisions on
safeguard measures for balance-of-payment
difficulties. With regard to transition periods,
developed, developing and least-developed
countries were given, respectively, two, five and
seven years from the date of entry into force of the
WTO agreement to eliminate notified TRIMs.
Furthermore, upon request, the transition period
could be extended for developing and least
developed countries that demonstrate particular
difficulties in implementing the provisions of the
Agreement.™

In May 2000, WTO members agreed to
direct the Council for Trade in Goods to give
positive consideration to individual requests for
extensions of the transition periods presented in
accordance with Article 5.3 (box 3). In this
connection, it should be noted that some WTO
members had already sought information on steps
taken by other members that made notifications
under Article 5.1 on how they are complying with
their obligation to eliminate notified measures by
the end of the transition period specified in Article
5.2 (WTO, 1999a).

Box 3. TRIMs transition period issues agreed by the
General Council

“In consultations held over the past weeks
regarding the transition period issues in the TRIMs
Agreement, and taking into account the Chairman’s
statement on 17 December in the General Council
urging countries to exercise restraint on deadline issues:

Members have noted the efforts made by many
developing country Members to implement their
commitments under the TRIMs Agreement within the
time period provided to them under Article 5.2, and that
some Members have decided to exercise their rights
under Article 5.3 to request an extension of the
transition period for their measures notified under
Article 5.1.

Members have also indicated that there is a
need to preserve the multilateral character of this
process and that the requested extensions shall be
examined in accordance with the rights and obligations
of Members under Article 5.3 of the TRIMs
Agreement, taking into account the particular
difficulties of any kind, including internal and external,
encountered by developing countries in implementing
the provisions of the Agreement, and the development,
financial and trade needs of the country in question.

Taking into account such elements, Members
agree to direct the Council for Trade in Goods to give
positive consideration to individual requests presented
in accordance with Article 5.3 by developing countries
for extension of transition periods for implementation
of the TRIMs Agreement.

Members have noted the concerns of those
Members who have not notified TRIMs or have not yet
requested an extension. Consultations on the means to
address these cases should also be pursued as a matter
of priority, under the aegis of the General Council, by
the Chairman of the Council for Trade in Goods.

Members affirm that the above decisions are
without prejudice to the mandated review provided for
in Article 9 of the TRIMs Agreement.

The Chairman of the Council for Trade in
Goods should be invited to pursue informal
consultations in order to facilitate the process and to
reinforce the multilateral character of the exercise and
its rapid conclusion. The Chairman of the Goods
Council should also be invited to keep the General
Council informed of progress including information
provided by the parties concerned.”

Source: WTO, 20004, p. 1.

An important aspect of the TRIMs
Agreement is that it is subject to further review.
Article 9 of the Agreement provides that, not later
than five years after the date of its entry into force,
the Council for Trade in Goods shall review the
operation of the TRIMs Agreement.? In this
review, consideration is to be given as to whether
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Table 2. Notifications submitted under Article 5.1 of the TRIMs Agreement, February 2001

Category of the
Member Date of communication * Sector illustrative list
Argentina 30 March 1995; Automotive industries Paragraph 1 (a)and 2 (a)
21 March 1997
Barbados 31 March 1995 Pork processing enterprises Paragraph 1 (a)
Bolivia® 24 June 1998 Hydrocarbons sector Paragraph 2 (c)
Chile © 14 December 1995 Automotive industries Paragraph 1 (a)and 1 (b)
Colombia 31 March 1995; Agro-industry Paragraph 1 (a)Paragraph
4 June 1995; 2 ()
31 July 1995;
30 September 1996
Costa Rica ¢ 30 March 1995 General Paragraph 1 (a)
Cuba ® 18 July 1995 Fuel, raw and other materials, tools, Paragraph 1 ()
equipment, spare parts accessories,
consumer goods; transport and marine
insurance
Cyprus f 30 October 1995 Cheese and groundnuts products Paragraph 1 (a)
Dominican 26 April 1995 General Paragraph 1 (a), 1 (b) and
Republic 2 (a)
Ecuador 20 March 1996 Automotive industries Paragraph 1 (a)
Egypt 29 September 1995 General Not specified
India 31 March 1995; Consumer goods Paragraph 2 (c)
22 December 1995;
18 March 1996;
11 April 1996
Indonesia 23 May 1995; Automotive industries, utility boilers, Paragraph 1 (a)
28 October 1996 soyabean and fresh milk products
Malaysia 31 March 1995; Automotive industries and industrial sector Paragraph 1 (a)
14 March 1996
Mexico 31 March 1995 Automotive industries Not specified
Nigeria 9 17 July 1996 General Not specified
Pakistan 30 March 1995 Engineering, electrical goods and Paragraph 1 (a)
automotive industries
Peru 3 March 1995 Mil(lj( powders, anhydrous fat and other milk Paragraph 1 (a)
products
Philippines 31 March 1995 Ahutomotlive industries and coconut-based  Paragraph 1 (a) and 2 (b)
chemicals
Poland " 28 September 1995 Cash registers Paragraph 1 (a)
Romania 31 March 1995 General Paragraph 1 (a)
South Africa 19 April 1995 Automotive industries, telecom-munication Paragraph 1 (a)

Thailand

Uganda
Uruguay

Venezuela

30 March 1995

17 June 1997

31 March 1995;
30 August 1995

31 March 1995

equipment, tea and coffee

Automotive industries, manufacture of milk Paragraph 1 (a)
and dairy products, aluminium sheets, TV

picture tubes, transformers, air conditioners

and paper products
General
Automotive industries

Automotive industries

Not specified
Paragraph 1 (a)

Paragraph 1 (a)

Source: WTO, 2000b.
8 Most of the TRIMs notified are probably no longer in place as only ten members (Argentina, Chile, Colombia, Egypt,
» Malaysia, Mexico, the Philippines, Pakistan, Romania and Thailand) have sought extension of the transition period.

Bolivia subsequently submitted a notification indicating that it does not apply any TRIMs that are not in conformity with the

Agreement.

¢ Initially, Chile notified its measure under the Automotive Statute as a prohibited subsidy under the WTO Agreement on
¢ Subsidies and Countervailing Measures. However, after further analysis, this measure was also notified as a TRIM.
Costa Rica subsequently submitted a notification indicating that it intends to eliminate measures notified under Article 5.1 in

. advance of the expiry of the transition period.

¢ Cuba subsequently informed the Committee that the measures notified by Cuba under Article 5.1 are no longer in force.
This notification superseded Cyprus’ previous one of 29 June 1995; Cyprus subsequently submitted a notification indicating

that it has eliminated measures notified under Article 5.1.

Nigeria subsequently submitted a notification indicating that the Nigerian Enterprises Promotion Act of 1989 has been
, repealed and replaced with the Nigerian Investment Promotion Commission Decree 1995.
Poland had subsequently submitted a notification indicating that it has eliminated measures notified under Article 5.1.
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the Agreement should be supplemented with
provisions on investment policy and competition
policy. The first WTO Ministerial Conference,
held in Singapore in 1996, established “Working
Groups” on trade and investment and on trade and
competition to examine the relevant issues,
“having regard to the existing WTO provisions on
matters related to investment and competition
policy and the built-in agenda in theses areas,
including under the TRIMs Agreement”. The
importance of the review of the TRIMs Agreement
lies in the fact that there is the possibility that
WTO members may be faced with a number of
options for consideration in this respect. Such
options include the elimination of certain
provisions and the incorporation of others which
may prove more beneficial to developing countries.
The various options are discussed in the
Conclusion of this chapter.

2. Similar HCOMs prohibited by interregional,
regional or bilateral agreements

The TRIMs Agreement is the only
multilateral instrument that prohibits certain
HCOMs. It is however noteworthy that all or some
of the same types of measures prohibited by this
Agreement are also banned — or, in the case of
draft agreements, were sought to be banned — by a
number of instruments at the interregional, regional
and bilateral levels. Some did so before the TRIMs
Agreement was adopted, others did so thereafter.

As early as 1988, the Free Trade Agreement
between Canada and the United States
foreshadowed the prohibition of local content
HCOMs covered by the TRIMs Agreement.
Article 1603 of the Free Trade Agreement
provides:

“1. Neither Party shall impose on an investor
of the other Party, as a term or condition of
permitting an investment in its territory, or in
connection with the regulation of thec onduct
or operation of a business enterprise located in
its territory, a requirement to:

b) substitute goods or services from the
territory of such Party for imported goods
or services;

¢) purchase goods or services used by the
investor in the territory of such Party or
from suppliers located in such territory or
accord a preference to goods or services
produced in such territory; or

d) achieve a given level or percentage of
domestic content”.

The 1992 North American Free Trade
Agreement (NAFTA) is another example in this
regard. Article 1106 prohibits, on the part of States
parties to the agreement, the imposition or

enforcement of a number of performance
requirements  “in  connection  with  the
establishment, acquisition, expansion,
management, conduct or operation of an

investment of an investor of a Party or of a non-

Party ..” (box 4). The prohibited performance

requirements include some of the measures

mentioned in the Illustrative List of the TRIMs

Agreement:

e to achieve a given level or percentage of
domestic content;

e to purchase, use or accord a preference to
goods produced or services provided in its
territory, or to purchase goods or services from
persons in its territory;

e to relate in any way the volume or value of
imports to the volume or value of exports or to
the amount of foreign exchange inflows
associated with such investment.

Box 4. NAFTA provisions on HCOMs

Avrticle 1106: Performance Requirements

“1l. No Party may impose or enforce any of the
following  requirements, or enforce any
commitment or undertaking, in connection with
the establishment, acquisition, expansion,
management, conduct or operation of an
investment of an investor of a Party or of a non-

Party in its territory:

(a) to export a given level or percentage of
goods or services;

(b) to achieve a given level or percentage of
domestic content;

(c) to purchase, use or accord a preference to
goods produced or services provided in its
territory, or to purchase goods or services
from persons in its territory;

(d) to relate in any way the volume or value of
imports to the volume or value of exports or
to the amount of foreign exchange inflows
associated with such investment;

(e) to restrict sales of goods or services in its
territory that such investment produces or
provides by relating such sales in any way to
the volume or value of its exports or foreign
exchange earnings;

(F) to transfer technology, a production process
or other proprietary knowledge to a person in
its territory, except when the requirement is
imposed or the commitment or undertaking is
enforced by a court, administrative tribunal
or competition authority to remedy an
alleged violation of competition laws or to
act in a manner not inconsistent with other
provisions of this Agreement; or

/...
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Box 4 (concluded)

(g) to act as the exclusive supplier of the goods it
produces or services it provides to a specific
region or world market.

2. A measure that requires an investment to use a
technology to meet generally applicable health,
safety or environmental requirements shall not be
construed to be inconsistent with paragraph 1(f).
For greater certainty, Articles 1102 and 1103
apply to the measure.

3. No Party may condition the receipt or continued
receipt of an advantage, in connection with an
investment in its territory of an investor of a Party
or of a non-Party, on compliance with any of the
following requirements:

(a) to achieve a given level or percentage of
domestic content;

(b) to purchase, use or accord a preference to
goods produced in its territory, or to
purchase goods from producers in its
territory;

(c) to relate in any way the volume or value of
imports to the volume or value of exports or
to the amount of foreign exchange inflows
associated with such investment; or

(d) to restrict sales of goods or services in its
territory that such investment produces or
provides by relating such sales in any way to
the volume or value of its exports or foreign
exchange earnings.

4.  Nothing in paragraph 3 shall be construed to
prevent a Party from conditioning the receipt or
continued receipt of an advantage, in connection
with an investment in its territory of an investor
of a Party or of a non-Party, on compliance with a
requirement to locate production, provide a
service, train or employ workers, construct or
expand particular facilities, or carry out research
and development, in its territory.

5. Paragraphs 1 and 3 do not apply to any
requirement other than the requirements set out in
those paragraphs.

6.  Provided that such measures are not applied in an
arbitrary or unjustifiable manner, or do not
constitute a disguised restriction on international
trade or investment, nothing in paragraph 1 (b) or
(c) or 3 (a) or (b) shall be construed to prevent
any Party from adopting or maintaining
measures, including environmental measures:

(a) necessary to secure compliance with laws
and regulations that are not inconsistent with
the provisions of this Agreement;

(b) necessary to protect human, animal or plant
life or health; or

(c) necessary for the conservation of living or
non-living exhaustible natural resources”.

Source: UNCTAD 1996a.

In line with the approach taken by the
TRIMs Agreement, article 1106(3) of the NAFTA
makes it clear that no Party may “condition the
receipt or continued receipt of an advantage, in
connection with an investment in its territory of an
investor of a Party or of a non-Party” on

compliance with any of the above prohibited
HCOMs.

Some [lAs involving only developing
countries have also followed this trend. An
example is the 1994 Treaty on Free Trade between
the Republic of Colombia, the Republic of
Venezuela and the United Mexican States which
covers the same measures covered by the TRIMs
Agreement (Article17-04):

“1l. No Party shall impose performance
requirements by adopting investment-related
measures that are mandatory or required for
the establishment or operation of an
investment, or for which compliance is
necessary in order to obtain or maintain an
advantage or incentive, or which prohibit:

() the purchase or use by an enterprise of
goods of national origin of that Party, or
from its national sources, whether
specified in terms of specific goods, in
terms of volume or value of the goods, or
as a proportion of the volume or value of
its local production;

(b) the purchase or use of imported goods by
an enterprise from being limited to an
amount related to the volume or value of
the local goods exported by the enterprise;

(c) restrictions on imports of goods used by an
enterprise in its local production or related
thereto, limiting access by the enterprise to
foreign exchange to an amount related to
the entry of foreign exchange imputable to
said enterprise;

(d) restrictions on the exportation or the sale
for exportation of goods by an enterprise,
whether specified in terms of the volume
or value of the goods, or as a proportion of
the volume or value of its local
production”.

Some BITs also specifically prohibit a
number of the same HCOMSs covered by the
TRIMs Agreement. For example, Article V of the
1995 BIT between Canada and the Philippines
prohibits local content and trade balancing
requirements. It provides:

“Neither Contracting Party may impose any
of the following requirements in connection
with  permitting the establishment or
acquisition of an investment or enforce any of
the following requirements in connection
with the subsequent regulation of that
investment:
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(b) to achieve a given level of percentage of
domestic content;

(c) to purchase, use or accord a preference to
goods produced or services provided in its
territory, or to purchase goods or services
from persons in that territory;

(d) to relate in any way the volume or value of
imports to the volume or value of exports or
to the amount of foreign exchange inflows
associated  with  such investment”
(UNCTAD, 19984, p. 82).

The 1998 BIT between Costa Rica and
Canada specifically cross-references its HCOMSs
prohibitions to the provisions of the TRIMs
Agreement. Article VI of that BIT provides as
follows:

“Neither Contracting Party may impose, in
connection with permitting the establishment
or acquisition of an investment, or enforce in
connection with the subsequent regulation of
that investment, any of the requirements set

forth in the World Trade Organization
Agreement on Trade-Related Investment
Measures contained in the Final Act

Embodying the Results of the Uruguay Round
of Multilateral Trade Negotiations, done at
Marrakesh on 15 April 1994” (OAS, 1998).
The 2000 Agreement between the United
States of America and Viet Nam on Trade
Relations takes a similar approach. Article 11(1)
provides as follows:
“Subject to the provisions of paragraph 2,
neither Party shall apply any trade-related
investment measures (TRIMs) which are
inconsistent with the Agreement on Trade-
Related Investment Measures of the WTO. The
illustrative list of TRIMs set forth in the WTO
Agreement on TRIMs (“the List”) is contained
in Annex | of this Agreement. TRIMs
contained on the List will be considered
inconsistent with this Article regardless of
whether they are imposed in laws, regulations,
or as conditions for individual investment
contracts or licenses” (UNCTAD, 2001a).
Furthermore, this Agreement reinforces
the provisions of the TRIMs Agreement on the
transitions periods within which notified TRIMs
have to be eliminated. Indeed, the provisions of the
United States-Viet Nam Agreement seem to limit
the flexibility that would otherwise be allowed for
Viet Nam as a developing country to request for an
extension of the transition period. Article 11(2)
provides that:

“The Parties agree to eliminate all TRIMs

(including those contained in laws, regulations,

contracts or licenses) which fall under sub-

paragraphs 2(A) (trade balancing
requirements) and 2(B) (foreign exchange
controls on imports) of the List by the time this

Agreement enters into force. Vietnam shall

eliminate all other TRIMs no later than five

years after the date of entry into force of the

Agreement, or the date required under the

terms and conditions of Vietnam’s accession to

the WTO, whichever occurs first” (ibid.).

In the MAI negotiations, performance
requirements were dealt with under the heading
“Treatment of Investors and Investments”, as one
of the necessary corollaries to other basic
obligations, namely, national treatment, most-
favoured-nation treatment and transparency. The
Negotiating Text provisions on performance
requirements prohibited the imposition,
enforcement and maintenance of certain HCOMSs
with regard to “the establishment, acquisition,
expansion, management, operation, maintenance,
use, enjoyment, sale or other disposition of an
investment”, no matter whether the investment
originated in the jurisdiction of a contracting party
or not. Among the number of prohibited HCOMSs
listed in the Negotiating Text were those covered
by the TRIMs Agreement. Specifically, paragraph
1 (b) through (d) prohibited any of the following
requirements:

“(b) to achieve a given level or percentage of
domestic content;

(c) to purchase, use or accord a preference to
goods produced or services provided in its
territory, or to purchase goods or services
from persons in its territory;

(d) to relate in any way the volume or value
of imports to the volume or value of
exports or to the amount of foreign
exchange inflows associated with such
investment;”

The fact that some or all of the measures
covered by the TRIMs Agreement are similarly
covered by some other 1l1As may suggest that the
prohibitions in that Agreement are generally
acceptable. At the same time, it is interesting to
note that many of the prototype model BITs
formulated since 1995 do not seem to address this
issue in any detail (for examples of such BITs see
part three, UNCTAD, 2000a). This may reflect
increasing consensus that the measures prohibited
by the TRIMs Agreement are adequately covered
therein, and the subject requires no further treaty
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elaboration. On the other hand, it could simply
mean that most countries consider it inappropriate
to include such provisions in their BITs.

B. Additional HCOMs explicitly prohibited,
conditioned or discouraged by
interregional regional or bilateral (but
not multilateral) agreements

1. Prohibited measures

While a number of the measures prohibited
by the TRIMs Agreement have also found their
way into interregional or regional agreements (or
drafts thereof) and the BITs of some countries,
there also are some instances in which explicit
prohibitions of a number of HCOMSs in non-
multilateral 11As go beyond those mentioned in the
Ilustrative List of the TRIMs Agreement. This is
particularly the case in some regional agreements
involving predominantly developed countries, as
well as recent BITs involving a number of
developed countries (table 3).

At the regional level, the NAFTA provides
an example of an IIA whose list of prohibited
HCOMs goes beyond that of the TRIMs
Agreement. To begin with, it covers both goods
and services. Furthermore, in addition to the
prohibitions similar to the ones covered by the
TRIMs Agreement, Article1106(1) (e) also
prohibits requirements “to restrict sales of goods or
services in its territory that such investment
produces or provides by relating such sales in any
way to the volume or value of its exports or foreign
exchange earnings”.

There are also examples of additional
HCOMs prohibited at the bilateral level. A number
of BITs signed by Canada go further than the
TRIMs Agreement and have also prohibited
requirements related to export performance and
transfer of technology, examples being the BITs
concluded by Canada with Barbados, Philippines,
Trinidad and Tobago and Venezuela (UNCTAD,
1998a, p. 81). Paragragh (e) of Article V of
the1995 BIT between Canada and the Philippines
provides:

“Neither Contracting Party may impose any of
the following requirements in connection with
permitting the establishment or acquisition of
an investment or enforce any of the following
requirements in  connection  with the
subsequent regulation of that investment:

(@) to export a given level or percentage of

goods;

Table 3. Examples of 11As with “yellow light” HCOMSs

HCOM A

Requirements to establisha MAI
joint venture with domestic
participation

Requirements for minimum MAI
level of domestic equity
participation

Requirements to locate MAI
headquarters for a specific
region or the world market

Employment performance  MAI
requirements

NAFTA Canada - Barbados BIT
Canada - Philippines BIT
Canada - Trinidad and

Tobago BIT

Canada - Venezuela BIT

United States -

Trinidad and Tobago BIT
United States - Bolivia BIT

MAI

Export performance
requirements

Restrictions on sales of NAFTA United States - Bolivia
goods or services in the BIT

territory where they are MAI

produced or provided

Requirements to supply United States -

goods produced or services Trinidad and Tobago BIT
provided to a specific MAI

region or the world market

exclusively from a given

territory

Requirements to act asthe NAFTA
exclusive supplier of goods
produced or services

provided

NAFTA

Canada - Barbados BIT
Canada - Philippines BIT
Canada - Trinidad and
Tobago BIT

Canada - Venezuela BIT
United States - Trinidad
and Tobago BIT

United States - Bolivia BIT
MAI

Requirements to transfer
technology, production
processes or other
proprietary knowledge

Research-and-development United States - Trinidad
requirements and Tobago BIT
United States - Bolivia BIT
MAI

French model BIT
German model BIT

Measures contrary to the
principle of fair and
equitable treatment

Source: UNCTAD.

(e) to transfer technology, a production
process or other proprietary knowledge to
a person in its territory unaffiliated with
the transferor, except when the
requirement is imposed or the commitment
or undertaking is enforced by a court,
administrative tribunal or competition
authority, either to remedy an alleged
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violation of competition laws, or acting in

manner not inconsistent with the provisions

of this Agreement” (ibid., p. 82).

The 1994 United States model BIT and
some BITs the United States has concluded with
other countries also go further than the TRIMs
Agreement to cover requirements related to export
performance, product mandates, transfer of
technology and research and development. For
example, the 1994 BIT between the United States
and Trinidad and Tobago provides in Article VI (e)
and (f) as follows:

“Neither Party shall mandate or enforce, as a
condition for the establishment, acquisition,
expansion, management, conduct or operation
of a covered investment, any requirement
(including any commitment or undertaking in
connection with the receipt of a governmental
permission or authorization):

c) to export a particular type, level or
percentage of products or services, either
generally or to a specific market region;

e) to transfer technology, a production
process or other proprietary knowledge to

a national or company in the Party’s

territory, except pursuant to an order,

commitment or undertaking that is
enforced by a court, administrative tribunal
or competition authority to remedy an
alleged or adjudicated violation of
competition laws; or

f) to carry out a particular type, level or
percentage of research and development in
the Party’s territory” (United States,

Department of State, 1994).

In the Negotiating Text of the MAI, the list
of prohibited measures also went beyond those
covered by the TRIMs Agreement. Paragraphs 1
(@) and (e) prohibited the following requirements:

“(a)to export a given level or percentage of
goods or services;

(e) to restrict sales of goods or services in its
territory that such investment produces or
provides by relating such sales to the
volume or value of its exports or foreign
exchange earnings;...”

Besides these examples of 11As that utilize
an expanded documentary or illustrative list
approach, some 11As may cover additional HCOMs
through an interpretative approach. BITs, in
particular, although not explicitly mentioning

HCOMs, could conceivably be interpreted to deal
with them in connection with fair and equitable
treatment. For example, article 4 of France’s 1999
model BIT considers as contrary to the principle of
fair and equitable treatment, and therefore
unlawful, the use of restrictions on access to inputs,
manufacturing requirements, sales and transport
limitations, and all other measures having an
equivalent effect:
“Chacune des Parties contractantes s’engage a
assurer, sur son territoire et dans sa zone
maritime, un traitement juste et équitable,
conformément aux principes du Droit
international, aux investissements  des
nationaux et sociétés de I’autre Partie et a faire
en sorte que I’exercice du droit ainsi reconnu
ne soit entravé ni en droit, ni en fait. En
particulier, bien gue non exclusivement, sont
considérées comme des entraves de droit ou de
fait au traitement juste et équitable, toute
restriction & I’achat et au transport de matieres
premiéres et de matieres auxiliaires, d’énergie
et de combustibles, ainsi que de moyens de
production et d’exploitation de tout genre, tout
entrave a la vente et au transport des produits a
I’interieur du pays et al’ étranger, ainsi que
toutes autres measures ayant un effet
analogue.”

This provision continues by urging a
positive approach, in the national laws of the
Contracting Parties, towards the entry, stay, work
permits and free movement of personnel from one
Contracting Party engaged in an investment project
on the territory of the other Contracting Party:

“Les Parties contractantes examineront avec
bienveillance, dans le cadre de leur législation
interne, les demandes d’entrée et d’autorisation
de séjour, de travail, et de circulation
introduites par des nationaux d’une Partie
contractante, au titre d’un investissement
réalisé sur le territoire ou dans la zone
maritime de I’autre Partie contractante. ”

Another approach is found in those BITs
that, even if they do not address the issue of
HCOMs per se, nevertheless impose an obligation
on contracting parties not to impair the
maintenance, use, enjoyment or disposal of
investment. This may be interpreted to amount to a
prohibition of HCOMs. For instance, as early as
1991, article 2 of the German model BIT provided
that:

“Each Contracting Party shall in its territory
promote as far as possible investments by
nationals or companies of other Contracting
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Party and admit such investments in
accordance with its legislation. It shall in
any case accord such investments fair and
equitable treatment.
Neither Contracting Party shall in any way
impair by arbitrary or discriminatory
measures the management, maintenance,
use or enjoyment of investments in its
territory of nationals or companies of the
other Contracting Party. ”
However, this obligation is in some I1As limited to
the avoidance of “arbitrary”, “unreasonable” or
“discriminatory measures”.*® No specification is
given in many such instruments on what
constitutes an “unreasonable” or “discriminatory”
measure.™

2. Restricted discretion to impose operational
measures

The HCOMs discussed so far are measures
that, beyond the TRIMs Agreement, are prohibited
in specific non-multilateral agreements. In a
number of cases, however, these measures are
allowed, provided they meet certain conditions.
Usually this is for a particular purpose or for a
specified period of time.

a. As conditions for the receipt or continued
receipt of an advantage®®

A number of HCOMs are a quid pro quo
for investment incentives. In this case, parties to an
IIA may not treat the mas mere restrictions on
TNCs operations, but as a legitimate part of a
framework designed to attract investment, while, at
the same time, directing it towards the promotion
of national objectives. As such, these HCOMs can
be considered as part of a package of “conditioned
incentives ”.

In the NAFTA, article 1106(4) explicitly
allows the parties to condition the receipt of an
advantage on compliance with a requirement to
“locate production, provide a service, train or
employ workers, construct or expand particular
facilities, or carry out research and
development...”. In addition, implicit under article
1106(1) is that a number of other HCOMSs may be
linked to investment incentives. As noted before,
while this article does not address the issue of
conditioned incentives, article 1106(3), in referring
to the list of HCOMSs covered by article 1106(1),
singles out HCOMs that cannot be linked to
incentives, thus implying that the remaining

HCOMs on the list may be coupled to advantages.

These are requirements of an investor:

e to export a given level or percentage of goods
Or Services;

¢ to transfer technology, a production process or
other proprietary knowledge to a person in its
territory, except when the requirement is
imposed or the commitment or undertaking is
enforced by a court, administrative tribunal or
competition authority to remedy an alleged
violation of competition laws or to act in a
manner not inconsistent with other provisions
of the Agreement; or

e to act as the exclusive supplier of the goods it
produces or services it provides.

Under the 1990 Charter on a Regime of
Multinational  Industrial  Enterprises in the
Preferential Trade Area for Eastern and Southern
African States, the benefits accorded to an
enterprise established according to the rules of the
Charter are balanced by a series of obligations. The
benefits regard the transfer of funds, the granting
of visas and residence permits for employees,
exemptions from import duties, tax exemptions,
granting of licences and permits, infrastructure
support, preferential tariff and non-tariff treatment.
They are thus very similar to the incentives usually
offered at a national level. The obligations, on the
other hand, replicate the most common HCOMs
and require the increase of local value added of
products (where “local” is equivalent here for
“regional”), export support, training, minimum
volume of supply for the national market and
disclosure of information.

A good example of conditional restrictions
of HCOM s is provided by the provisions of some
United States BITs. Article VI (2) of the 1994 BIT
between the United States and Trinidad and
Tobago provides that the prohibition of HCOMs in
its paragraph (1) does not “preclude a Party from
providing benefits and incentives conditioned upon
such requirements”; the exception thus covers even
those HCOMs listed in paragraph 1 that are
prohibited by the TRIMs Agreement (United
States, Department of State, 1994). Even the more
recent BITs, concluded by the United States after
the TRIMs Agreement, provide such exceptions,
covering, inter alia, requirements prohibited by the
TRIMs Agreement. Thus, for instance, Article VI
of the 1998 BIT with Bolivia provides as follows:

“Neither Party shall mandate or enforce, as a
condition for the establishment, acquisition,
expansion, management, conduct or operation
of a covered investment, any requirement
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(including any commitment or undertaking in
connection with the receipt of a governmental
permission or authorization):

(@) to achieve a particular level or percentage of
local content, or to purchase, use or
otherwise give a preference to products or
services of domestic origin or from any
domestic source;

(b) to restrict imports by the investment of
products or services in relation to a
particular volume or value of production,
exports or foreign exchange earnings;

(c) to export a particular type, level or
percentage of products or services, either
generally or to a specific market region;

(d) to restrict sales by the investment of
products or services in the Party’s territory
in relation to a particular volume or value of
production, exports or foreign exchange
earnings;

(e) to transfer technology, a production process
or other proprietary knowledge to a national or
company in the Party’s territory, except
pursuant to an order, commitment or
undertaking that is enforced by a court,
administrative  tribunal or  competition
authority to remedy an alleged or adjudicated
violation of competition of laws; or

(f) to carry out a particular type, level or
percentage of research and development in
the Party’s territory.

Such requirements do not include conditions for
the receipt or continued receipt of an advantage”
(United States, Department of State, 1998a).
Similar provisions are contained in other
more recent BITs concluded between the United
States and other countries. Examples include
article VI of the 1998 BIT with Mozambique and
article 6 of the 1999 BIT with Bahrain (United
States, Department of State, 1998b and 1999).°
In the negotiation of the draft MAI, one of
the issues discussed was whether the prohibition of
certain HCOMs should cover both mandatory
measures and requirements linked to the granting
of an advantage to the investor, i.e. investment
incentives, or whether a separate provision should
be drafted for the latter. In other words, there were
two options: whether certain HCOMs should be
completely prohibited; or whether, when linked to
an incentive, they should be considered as a
legitimate quid pro quo (Engering,1996). The last
MAI draft text indicates that certain HCOM would
have been permitted if linked to an advantage.
While there was no final agreement concerning the

specific HCOMSs that would have been allowed if
linked to an advantage, the draft explicitly
permitted, under this condition, certain non-trade

related HCOMs, namely the following
requirements:*’
“(f) to transfer technology, a production

process or other proprietary knowledge to
a natural or legal person in its territory,
except when the requirement
— is imposed or the commitment or
undertaking is enforced by a court,
administrative tribunal or competition
authority to remedy an alleged violation of
competition laws, or
— concerns the transfer of intellectual
property and is undertaken in a manner not
inconsistent with the TRIPS Agreement.
(g) to locate its headquarters for a specific
region or the world market in the territory
of that Contracting Party;
(h) to supply one or more of the goods that it
produces or the services that it provides to
a specific region or the world market
exclusively from the territory of that
Contracting Party;
(i) to achieve a given level or value of
research and development in its territory;
(j) tohire a given level of nationals;
(k) to establish a joint venture with domestic
participation; or
() to achieve a minimum level of domestic
equity participation other than nominal
qualifying shares for directors or
incorporators of corporations.”®
Specifically with respect to these
measures, paragraph 2 of the article on
performance requirements provides:
“A Contracting Party is not precluded by
paragraph 1 from conditioning the receipt or
continued receipt of an advantage, in
connection with an investment in its territory
of a Contracting Party or of a non-Contracting
Party, on compliance with any of the
requirements, commitments or undertakings
set forth in paragraphsl (f) through 1(1). ”

b. As apart of Government economic
development programmes

Some IlAs recognize the necessity of
certain HCOMs in the context of economic
development programmes. Article 5 of the Energy
Charter Treaty prohibits the application by member
States of investment measures that are inconsistent
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with article Il or XI of GATT. However, it

qualifies the prohibition by allowing the

application of certain requirements applied as a

condition of eligibility for export promotion,

foreign aid, government procurement or
preferential tariff or quota programmes.’ It
provides as follows:

“(1) A Contracting Party shall not apply any
trade-related investment measure that is
inconsistent with the provisions of article 11l
and XI of the GATT,; this shall be without
prejudice to the Contracting Party’s rights
and obligations under the GATT and Related
Instruments and Article 29.

(2) Such measures include any investment
measure which is mandatory or enforceable
under domestic law or under any
administrative ruling, or compliance with
which is necessary to obtain an advantage,
and which requires:

(@) the purchase or use by an enterprise of
products of domestic origin or from any
domestic source, whether specified in
terms of particular products, in terms of
volume or value of products, or in terms
of a proportion of volume or value of its
local production; or

(b) that an enterprise’s purchase or use of
imported products be limited to an
amount related to the volume or value of
local products that it exports;

or which restricts:

(c) the importation by an enterprise of
products used in or related to its local
production, generally or to an amount
related to the volume or value of local
production that it exports;

(d) the importation by an enterprise of
products used in or related to its local
production by restricting its access to
foreign exchange to an amount related to
the foreign exchange inflows attributable
to the enterprise; or

(e) the exportation or sale for export by an
enterprise of products, whether specified
in terms of particular products, in terms
of volume or value of products, or in
terms of a proportion of volume or value
of its local production.

(3) Nothing in paragraph (1) shall be construed
to prevent a Contracting Party from applying
the trade-related investment measures
described in subparagraphs (2)(a) and (c) as a
condition of eligibility for export promotion,

foreign aid, government procurement or
preferential tariff or quota programmes.”

The 1992 World Bank Guidelines on the
Treatment of Foreign Direct Investment implicitly
recognise the need for operational measures in
support of Government economic development
programmes. Thus with regard to employment of
local labour and transfers of capital, the Guidelines
accept the existence and the need to protect other
interests, in that they exhort host countries to
authorize the employment of foreign personnel,
but, at the same time, also recognize the host
State’s right to require a foreign investor “to
reasonably establish his inability to recruit the
required personnel locally ... before he resorts to
the recruitment of foreign personnel 7
(UNCTAD, 19964, vol. I, p. 250).

Some draft I1lAs proposed by non-
governmental organisations have adopted the
approach of overriding exceptions relating to
economic development programmes. The 1998
draft International Agreement on Investment
prepared by the Consumer Unity and Trust Society
(CUTS) lays out what, according to CUTS, an
equitable alternative international agreement on
investment should look like.?° In the draft, under
the section on “Performance Requirements”,
certain obligations are sought to be imposed on
contracting States. Paragraph 1 contains 12 clauses
prohibiting the contracting States from imposing
requirements relating to export production, local
content, volume of imports, sales, transfer of
technology, location of headquarters, supply of
goods, achieving a given level of production,
hiring local personnel, establishing joint ventures
or achieving a minimum level of local equity
participation. Paragraphs 2,3,4,5 and 6 permit
certain relaxations of the prohibition for specific
measures and to varying degrees. In addition, and
importantly in this context, paragraph 7 then
provides a blanket exemption in the following
terms:

“Notwithstanding anything contained in
paragraph 1, a Contracting Party shall be free
to adopt a measure otherwise prohibited by
that paragraph for compelling social or
economic reasons”.

3. The “best efforts” approach

Some IlAs merely discourage the use of
HCOMs through “best efforts” clauses. The 1984
BIT between the United States and Zaire (now the
Democratic Republic of Congo) only requires the



36 International Investment Agreements: Key Issues

host country to use its best efforts to avoid
imposing operational measures. Article 11 (7)
provides:
“Within the context of its national economic
policies and goals, each Party shall endeavor to
avoid imposing on the investments of nationals
or companies of the other Party conditions
which require the export of goods produced or
the purchase of goods or services locally. This
provision shall not preclude the right of either
Contracting Party to impose restrictions on the
importation of goods and services into their
respective territories”(UNCTAD, 19984, p. 82).
A number of other (also not so recent) United
States BITs use similar language.”* For example,
Article 11 (7) of the1985 United States-Turkey BIT
provides:
“Each party shall seek to avoid performance
requirements as a condition of establishment,
expansion or maintenance of investments,
which require or enforce commitments to
export goods produced, or which specify that
goods or services must be purchased locally, or
which impose any other similar requirements”
(United States, Department of State, 1985, p.5).

Some BITs between developing countries
also address HCOMSs through this approach. For
example, the 1991 BIT between Malaysia and the
United Arab Emirates provides (Article 2) as
follows:

“Contracting States shall seek as far as
practicable to avoid performance requirements
as a condition of establishment, expansion or
maintenance of investments, which require or
enforce  commitments to export goods
produced or which specify that goods or
services must be purchased locally or which
impose any other similar requirements”
(UNCTAD, 19983, p. 82).

Similarly, in 1994, the Asia-Pacific
Economic Cooperation (APEC) countries adopted
Non-Binding Investment Principles that expressly
call on members to “minimize the use of
performance requirements that distort or limit
expansion of trade and investment”.

As compared to such older clauses, a more
specific indication of the desire to phase out some
operational measures can perhaps be found in the
1998 Association of South-East Asian Nations
(ASEAN) regional Framework Agreement on the
ASEAN Investment Area. Article 3 calls for the
progressive  reduction or elimination  of
“investment regulations and conditions which may
impede investment flows and the operation of

investment projects in ASEAN . Schedule 11l of
the Agreement invites member States to “liberalise,
among others, (i) rules, regulations and policies
relating to investment”.

C. HCOMs that are not contested

The right to impose a number of HCOMSs remains
uncontested in 1l1As. While the prohibition of
certain of these measures is now embedded in a
multilateral agreement— the TRIMs Agreement —
and even some additional measures are being
brought into the ambit of other 11As in which some
countries seek to restrict their usage, the underlying
context remains one in which it is recognised that
States have the right to exercise regulatory powers
with respect to investors operating within their
jurisdictions, including through the imposition of
operational measures.

For example, NAFTA article 1106(2)
specifically excludes the mandating of the use of
certain technologies as being considered a
performance requirement under Chapter 11. It
provides:

“A measure that requires an investment to use

a technology to meet generally applicable

health, safety or environmental requirements

shall not be construed to be inconsistent with
paragraph 1(f). For greater certainty, Articles
1102and 1103 apply to the measure. ”

In some cases, the liberty to impose
HCOMs has, in fact, been expressly encouraged by
regional agreements. Thus, the 1984 Carribean
Common Market (CARICOM) Guidelines for use
in the Negotiation of Bilateral Treaties reads as
follows under the heading “Performance
Obligations™:

“(i) CARICOM countries should not accept
any restrictions on their freedom to impose
performance obligations;

(ii) performance obligations, which should
include but not limited to, export
performance, employment, conformity
with national laws and with trade union
practices, and transfer of technology,
should be linked to the benefits to be
derived and in this context provision
should be made for such obligations to be
reviewed periodically”.

Some IIA draft proposals by non-
governmental organizations have treated the topic
of HCOMs in similar fashion. One such example is
the text titled “Toward a Citizens’ MAI: An
Alternative Approach to Developing a Global
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Investment Treaty Based on Citizens’ Rights and
Democractic Control” and prepared by a non-
governmental organization as an input to the
discussions during the MAI negotiations.”? As
opposed to suggesting any restrictions on HCOMs,
its section on “Performance Standards” provides
that, to “ensure that corporations fulfill their social
obligations, States may impose performance
requirements”. Particular areas recommended for
such HCOMs relate to job creation, labour
standards, environmental safeguards, sustainable
communities, and social security.

Recognition of the right of States to
impose some operational measures has a number of
precedents. At the multilateral level, the 1948
Havana Charter for an International Trade
Organization is instructive. On the one hand, it was
recognized in article 12 that “international
investment, both public and private, can be of great
value in promoting economic development and
reconstruction, and consequent social progress”,
and provided that “the international flow of capital
will be stimulated to the extent that Members
afford nationals of other countries opportunities for
investment and security for existing and future
investments”. On the other hand, each member
retained the right (article 12 (1)):

(ii) to determine whether and to what extent
and upon what terms it will allow future
foreign investment;

(iii) to prescribe and give effect on just terms to
requirements as to the ownership of
existing and future investments;

(iv)to prescribe and give effect to other
requirements with respect to existing and
future investments”.

In other words, FDI had to be promoted, but
control of inward investment and imposition of
HCOMs were recognized as legitimate rights of
host States. The latter rights, however, were
strongly contested by some key countries (see
chapter 1).

In the context of the call for a New
International Economic Order, the “[r]egulation
and supervision of the activities of transnational
corporations” through measures taken “in the
interest of the national economies of the countries
where such transnational corporations operate”
were considered as founding principles.?® On this
basis, requirements related to transfer of
technology and managerial skills, limits on
repatriation of profits*® and, more generally,
measures to ensure that the activities of TNCs

conformed with a country’s economic and social
policies, were confirmed among the basic
economic rights of States.?

The 1985 draft International Code of
Conduct on the Transfer of Technology also
explicitly regonized the subject of host countries’
use of HCOMs. In regulating the flow and effects
of transfer of the technology, States were accorded
(in article 3.4) the possibility to “deal with”, among
other things, the use of local and imported
components; terms, conditions and duration of
transactions; and loss of ownership and/or control
of domestic technology acquiring firms.

Yet another example of this approach is
the 1983 United Nations draft Code of Conduct on
Transnational Corporations. It reaffirmed the right
of host countries to treat TNCs in accordance with
their laws, regulations and administrative practices;
and it affirmed the duty of TNCs to collaborate
with host States. Among the latter, some reflect
closely the usual objectives of some HCOMs: local
equity participation, employment of host country
nationals, export promotion, repatriation of capital,
transfer of technology, and environmental
protection.

A different approach has been taken by the
Declaration on International Investment and
Multinational Enterprises, first adopted by the
Organisation for Economic Co-operation and
Development (OECD) member countries in 1976,
and revised in 2000 (OECD, 2000a). An integral
part of the Declaration are the Guidelines for
Multinational ~ Enterprises.  They  constitute
recommendations jointly addressed by member
countries to TNCs operating in their territories and
beyond. Rather than discourage host countries
from utilising HCOMs, they encourage TNCs to
undertake some activities among which some
touch on areas traditionally covered by certain
HCOMs. Thus, the text and Commentary of the
Guidelines asks TNCs, among other things, to
encourage local capacity building through close co-
operation with the local community, including
business interests; to create employment
opportunities and facilitate training opportunities
for employees; and to transfer technology (ibid.).

The majority of BITs, including those
between developing and developed countries,
adopt, although to different degrees, an approach
that leaves open the issue of HCOMs. However, by
providing that host countries retain the right to
regulate the mode and manner in which
investments are made in their territories, they
implicitly recognise the right of States to utilise
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them. A common inference of this is the principle
that foreign investments are to be made “in

accordance with the host State’s laws and
regulations”.?®
* % %
Virtually any measure taken by a

Government may affect, positively or negatively,
the interests of the enterprises operating in its
territory. Most routine regulatory actions, such as
the issuance of a construction permit, are not
contested. The same applies to those that fall in
categories such as the protection of public health or
the protection of the environment. Others are
becoming increasingly subject to international
scrutiny — a reflection of the internationalization
of production (UNCTAD, 2000b) and, with it, of
the domestic policy agenda. The stocktaking
undertaken in this section suggests that the realm
of measures coming under international scrutiny is
expanding. Care needs to be taken, however, that
this does not occur at the expense of the ability of
Governments to promote development.

Section Il
Interaction with other Issues
and Concepts

Given the broad range of HCOMs, the connections
they have with other issues addressed in these
volumes are numerous and, in fact, indicate at least
some moderate interaction with all of them (table
4). However, some of these have extensive
interaction, as elaborated in this section.

e Admission and establishment. HCOMs are
designed to affect the operational life of
foreign affiliates, i.e. the post-entry phase of
investment. Nonetheless, they present many
points of contact with measures meant to
regulate the entry and establishment of FDI.
First of all, the limits and requirements
imposed by the two sets of measures may
concern the same aspects of investment.
Restraints on foreign ownership, for instance,
may well apply both as a condition to entry
and as a requirement necessary for the
continued operation of an investment.
Similarly, restrictions on the import of capital
goods or exchange control requirements can
equally affect the ability of investors to enter a
market and their ability to remain in that
market. Second, HCOMs may well be
imposed at the time an investment is

established and can constitute preconditions
for the investment being allowed in the first
instance. Examples of such HCOMs include
those regulating technology transfer or local-
content requirements.

e Incentives. Incentives may be defined as any
measurable economic advantage granted to
specific enterprises or categories of enterprises

Table 4. Interaction across issues and concepts

Issue HCOMs
Admission and establishment ++
Competition ++
Dispute settlement (investor-State) +
Dispute settlement (State-State) +
Employment ++
Environment ++
Fair and equitable treatment ++
Home country measures +
Ilicit payments +
Incentives ++
Investment-related trade measures +
Most-favoured-nation treatment ++
National treatment ++
Scope and definition +
Social responsibility +
State contracts +
Taking of property +
Taxation +
Transfer of funds ++
Transfer of technology ++
Transfer pricing +
Transparency ++

Source : UNCTAD.

Key: 0 = negligible or no interaction.
+ = moderate interaction.
++= extensive interaction.

by host countries in order to encourage them
to behave in a certain manner (UNCTAD,
1996¢). Very often, an explicit link exists
between the granting of investment incentives
and the use of certain HCOMs. Governments
usually offer incentives in their competition to
attract FDI or to improve its performance, and
then use HCOMs to impose some kind of
conditionality on foreign affiliates with a view
towards encouraging this FDI to contribute as
much as possible to national development
objectives. From this point of view, the role of
HCOMs with respect to incentives is a
redistributive one. According to some
commentators, such measures would simply
not exist were it not for pre-existing distortions
caused, among other things, by investment
incentives for TNCs (Greenaway, 1992).%’
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Most-favoured-nation treatment, national
treatment, fair and equitable treatment. As
measures related to the *operation and
maintenance” of an investment, HCOMs
might be expected to be covered by the
standards imposed on host countries for the
treatment of investment in its post-entry phase.
However, this is not frequently the case. The
majority of 11As dealing with the treatment of
foreign investment require that it shall receive
fair and equitable treatment in the host
country, or, in other words, that all
“unreasonable” and “discriminatory” measures
shall be prohibited with regard to the activities
of the investment. In this sense, HCOMSs are
no exceptions. Thus, in the many
arrangements that are silent on the use of such
measures, the standard of fair and equitable
treatment can serve to limit their legitimacy.
More complex is the relationship of HCOMs
with the most-favoured-nation and national
treatment standards. The reason is that
HCOMs are designed, by their very nature, to
impose some form of conditionality on FDI
qua FDI. Even if some HCOMs maybe
concealed in language which, in principle,
applies to both foreign and domestic firms, in
practice they would apply only to the foreign
firms.

Employment, environment, funds transfer,
transfer of technology. The interaction of
HCOMs with these issues is of a substantive
nature. The promotion of employment,
protection of the environment, regulation of
funds transfers, and the transfer of technology
are among the economic objectives for which
HCOMs are usually applied. Consequently,
rules on such measures are not only found in
general investment clauses regulating the
treatment of foreign affiliates’ operations, but
also in agreements or provisions specifically
covering these specialized areas.
Transparency. HCOMs often involve
confidential arrangements between a host
Government and an investing firm, especially
where the granting of certain advantages is
involved. Yet, at the same time, for other
foreign investors, knowing the regulatory
environment of a host State in as transparent a
manner as possible may be essential to their
investment decisions and to the management
of their operations. The TRIMs Agreement
recognizes this by establishing an obligation of
transparency, to be fulfilled through the

publication of all laws, regulations and
administrative decisions pertaining to TRIMs
and through notification to the WTO
Secretariat of all publications in which they
may be found; as well as an obligation of
notification of all TRIMs in force at the entry
into force of the Agreement. Provisions
establishing transparency obligations are also
found in other multilateral and regional
instruments, such as for instance article 111 of
the GATS and article 20 of the Energy Charter
Treaty. These also contemplate, in order to
facilitate requests of information and thus
transparency, the creation by member States of
enquiry points. On the contrary, no provisions
on transparency are usually found in BITs.

e Competition. Another reason given for the
existence of some HCOMSs concerns restrictive
business practices (e.g. limitations on exports
by foreign affiliates). In these instances,
HCOMs are justified as a means to counteract
restrictive business practices of TNCs. The
implication is that the elimination of restrictive
business practices would reduce the need for
host countries to use HCOMs (Morrissey and
Rai, 1995).

Conclusion: Economic and
Development Implications and
Policy Options

A general economic analysis of HCOMs and of
their developmental implications is difficult for
several reasons. First, the concept itself comprises
a wide range of measures whose characteristics and
effects differ substantially. Second, while these
measures are applied in different industries, where
their influence varies greatly, there is little
systematic evidence on the frequency of HCOMSs
and their effect; the (partial) data available are
fairly dated (see UNCTC and UNCTAD, 1991, pp.
24-25), and do not suggest that they are prevalent.
Third, they are usually part of a larger framework
of investment incentives and disincentives in
which their effects may be difficult to distinguish
from those of other measures. Finally, a general
appraisal of HCOMs presupposes the availability
of a theoretical framework of analysis which, given
the different levels of development and market
structures of the States which use them, is hard to
establish.
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A. Development strategies and
HCOMs

Notwithstanding these difficulties, a review of the
empirical evidence on the use of some HCOMs —
especially TRIMs — allows at least some
considerations that can help structure the policy
options open to host Governments.”® It suggests
that the outcome from such measures cannot be
assumed to be automatically undesirable or
distortionary. In other words, public sector
intervention can either have a positive impact on
national development or, if carried out improperly,
worsen the situation rather than improve it
(UNCTC and UNCTAD, 1991; Moran, 1998,
UNCTAD, 2003b).”® Of course, this leaves public
policy analysts with a demanding task. Every kind
of intervention requires a micro-level, cost-benefit
examination of the economic (or non-economic)
objectives that are meant to be achieved and of its
possible impact over national welfare.

But what is important to note is that
investment policies in general, and some HCOMSs
in particular, can help capture— and, indeed,
increase — a part of the benefits associated with
FDI. For example, it has been demonstrated that
such HCOMs as export performance requirements
have sometimes played a crucial role in stimulating
TNCs to reorient their patterns of international
sourcing to include a given host country site within
the parent firms’ regional or global networks
(Greenaway, 1992). The resulting operations have
often offered particularly valuable benefits to the
host country economy, first from the operations of
the foreign affiliates; second from the enhanced
performance of the indigenous suppliers linked to
these affiliates; and third from the spillovers and
externalities associated with such operations. A
prima facie case can, in such situations, be made
that export performance requirements, as a tool of
host country development policy, make economic
sense under certain circumstances
(Balasubramanyam, 1991; Greenaway, 1992).

On the other hand, from the long-term
perspective of what policies best serve host country
development, a number of HCOMs often do not, in
fact, seem to serve to create viable and competitive
operations within host countries (Moran,1998).
Instead, they can position host country firms
behind the frontier of best practices and most
advanced technology used in a given industry.
Therefore, they can generate high cost and
relatively inefficient firm behaviour. Furthermore,
they may not generate the dynamic learning and

positive incentive structure to move firms or their
suppliers along the path from infancy to
competitive maturity. There has been, for example,
some evidence that foreign affiliates subject to
local-content requirements, adopted with an infant-
industry logic to promote industrial development
or job creation, have high costs, can lead to less
efficient production, and have little hope to mature
to competitive levels (Moran, 1998). Similarly,
while in a number of cases joint-venture
requirements adopted for the attainment of
development objectives (such as technology
transfer) have achieved those objectives, it has
been argued that they sometimes cause friction
between partners, instability and, in fact, result in a
slow pace of technology transfer to the local
economy (ibid.).

However, in the context of negotiating
HCOMs in 1lAs, Governments often cannot just
focus on the long-term perspective. In the short
term, the elimination of some HCOMSs may throw
firms and employees in industries into an
unsustainable position, possibly leading to
economic disarray. Thus, for example, in the area
of domestic content requirements a long-term
perspective on what best serves the development
needs of a country might suggest the elimination of
such requirements as being in the best self-interest
of the country concerned, whereas the short-term
perspective may require an orderly process of
phasing in certain obligations for adjustment
reasons. An over hasty termination of domestic
content requirements, for example, may well lead
to widespread dislocation in industries in which
such requirements are prevalent. Firms (and, for
that matter, TNCs) will, irrespective of the
consequences, redeploy their assets to uses that are
viable without artificial support. In the absence of
adjustment and retraining mechanisms, this could
lead to serious economic disruption. To minimize
the impact of such disruptions, a host country
might want to establish a phase-out period and
schedule for such domestic content requirements.
This would provide appropriate incentives for
firms and workers alike, and could serve to avoid
the preservation of uncompetitive and antiquated
operations.

In addition, there is the further
consideration that HCOMSs, in particular those
subject to the TRIMs Agreement, are not the sole
aspects of investment policies meant to influence
investment flows and their impact on national
economies. The influence of HCOMs is part of a
wider framework of regulations for investment,
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some of which may be provided by home
countries. Of particular importance here are high
domestic content rules of origin, certain forms of
anti-dumping actions, and locational incentives.*
To the extent that they produce the same effect as
some HCOMs, their increasing use, by home
countries, can have developmental implications as
well.

These various considerations raise a
number of questions. What role should host
countries assign to certain operational measures in
the framework of their development strategies?
Should they resist any expansion of prohibited
HCOMs? Should they seek to balance the
prohibition of certain HCOMSs with restrictions on
investment-holding or investment-diverting
measures, such as rules of origin and anti-dumping
regulations? Should they apply for extensions of
their phase-out periods under the TRIMSs
Agreement? Should countries, as part of their
review of the TRIMs Agreement, expand the
agenda by addressing the various
complementarities among trade, investment, and
competition policies? Or should these issues be
dealt with in IlAs other than the WTO TRIMs
Agreement? All these questions imply a number of
options for I1A negotiators on the issue of HCOMs.
Some of them require particular attention in light
of the review of the TRIMs Agreement that has
begun in 2000. But they are also relevant because
the negotiation of other Il1As increasingly touch
upon HCOMs. Various policy options available in
this respect are outlined next.

B. Policy options: the TRIMs
Agreement

In considering the TRIMs Agreement, two
provisions are of particular relevance to a
discussion of policy options:

o Article 5.3 offers developing and least
developed  countries that  demonstrate
particular difficulties in implementing the
TRIMs Agreement the option to request an
extension of the transition period for the
elimination of TRIMs. In considering such
requests, the Council for Trade in Goods is
instructed to take into account the
development needs of the country making a
request; the financial and trade needs of the
country making a request; and particular
difficulties in implementing the TRIMSs
Agreement.

o Atrticle 9 of the TRIMs Agreement calls for a
review of the Agreement after five years and
for proposals to the Ministerial Conference to
change the text, as might be appropriate.
Article 9 specifies consideration, in particular,
of whether the Agreement should be
complemented with provisions on investment
policy and competition policy. There is a
possibility that negotiations on the review may
end with a recommendation that no changes be
immediately made to the Agreement. The
Agreement would therefore continue to be
applied as is currently done. A possible
argument in this regard may be that, since the
advantages and disadvantages of applying
some TRIMs remain debatable, the subject-
matter requires still further study by the WTO.

Option 1: Close or decrease coverage

In the light of the difficulties to meet
obligations to date, one option might be to close
the TRIMs list to its current coverage. A related
alternative may in fact be to reconsider and reduce
the list of TRIMs (box 5). However, since the

TRIMs Agreement interprets Articles Il and XI of

the GATT, the substantive obligations under those

provisions would also have to be reconsidered.

Otherwise, according to this logic, even if the

TRIMs Agreement ceased to exist, this would not

affect the substantive obligation of WTO numbers

under GATT articles 111 and XI. On the other hand,
this logic would imply that the negotiation of the

Box 5. Proposals regarding the Agreement on
TRIMs in terms of paragraph 9(a)(i) of the Geneva
Ministerial Declaration: Communication from India

“Measures taken by governments to impose
conditions to encourage and direct investment
according to certain national priorities are considered as
“trade-related investment measures — TRIMs”. The
Agreement on TRIMs prohibits five types of such
measures as they are considered to be inconsistent with
GATT rules on “national treatment” and the rules
against use of “quantitative restrictions”. Important
among these are “domestic content” and *“export
performance” requirements. The developing countries
have a transitional period of five years, that is up to
1.1.2000, to eliminate TRIMs covered by the
Agreement, provided they have notified them to WTO
when the Agreement became operational.

However, the domestic content is an extremely
useful and necessary tool from the point of view of
developing countries. Such a requirement is often
necessary for (i) encouraging domestic economic activities

/...
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Box 5 (concluded)

in raw material and intermediate input sectors; (ii) up-
gradation of input production; (iii) prevention of
wastage of foreign exchange in the import of raw
material and intermediate inputs; (iv) ensuring linkages
of FDI with domestic economic activities; (V)
encouraging indigenization in case of FDI; and (vi)
acting in several other ways as an important instrument
in the development process. Similarly developing
countries also find export performance requirements to
be useful and necessary from the point of view of
balanced economic growth and national development.

In the light of the above, there is therefore a
need to review these provisions in the Agreement, as
they come in the way of accelerating economic growth
in developing countries and deny these countries the
means to maintain balance-of-payments stability. In
particular, the transition period mentioned in Article 5
paragraph 2 needs to be extended and developing
countries be provided another opportunity to notify
existing TRIMs measures.

The Agreement poses problems both with
respect to the limited transition period available for
removing TRIMS and the denial of freedom to
countries to channelize investments in such a manner
that fulfils their developmental needs. There is
therefore a need to review provisions in the Agreement
relating to local-content requirements as the existing
provisions come in the way of accelerating the
industrialization process in developing countries and
deny these countries the means to maintain balance-of-
payments stability. With a view to ensuring that these
instruments may be maintained by developing countries
till such time that their developmental needs demand,
the transition period mentioned in Article 5 paragraph 2
needs to be extended.

Article 5:3, which recognizes the importance
of taking account of the development, financial and
trade needs of developing countries while dealing with
trade related investment measures, has remained
inoperative and ineffectual. The provisions of this
Avrticle must therefore be suitably amended and made
mandatory.

The TRIMs Agreement should be modified to
provide developing countries another opportunity to
notify existing TRIMs measures which they would be
then allowed to maintain till the end of the revised
transition period.

Developing countries should be exempted from the
disciplines on the application of domestic-content
requirement by providing for an enabling provision in
Article 2 or Article 4 to this effect.”

Source: WTO, 1999b.

TRIMs Agreement was therefore a redundant
exercise of no consequence. This is a questionable
conclusion considering that the view by many
developing countries prior to the TRIMs
Agreement was that the GATT did not apply to
investment related measures (Hoekman and
Kostecki, 1995). It can be argued that the point of

view of these developing countries is explicitly
affirmed by virtue of the eventual negotiation and
conclusion of the TRIMs Agreement by all the
WTO members.

Option 2: Extend phase out period

An argument can be made that extension
of the phase out period is needed to give
developing countries more time to address their
specific needs regarding economic, financial or
social policies. It may be argued that the five year
period disregards inequalities among countries and
there is need to allow developing countries some
flexibility or policy space to implement
development policies that may still include the use
of some TRIMs (box 6). The point has also been
made that the five year period appears arbitrary and
unfair in light of longer phase-out periods granted
to developed countries for some obligations
incurred by the latter; for example, the Multi-Fibre
Arrangement has a ten year horizon for
elimination. If this were a model, the current
phase-out period for TRIMs could be extended by
five years (box 7). It has also been suggested that
developing countries be allowed to maintain
TRIMs indefinitely (box 8).

What this discussion suggests is that — if
an extension is considered — the development of
objective criteria on the basis of which a phase-out
period can be considered, could be of help. Since
individual countries are making the case that some
TRIMs have been of economic benefit and have
served developmental ends, the development of
such criteria might call for individual country
studies.

Option 3: Increase coverage

Another option for consideration is the
expansion of the TRIMs Agreement so as to
enlarge the list of TRIMSs covered (box 9). The fact
that a number of HCOMSs beyond those specifically
covered in the TRIMs Agreement are being
prohibited in certain bilateral or regional contexts
suggests that a number of countries may, indeed,
like to move in this direction. However, the
enlargement of the TRIMs list maybe perceived as
placing further limitations on some policy tools
available to host countries, and this may not be
acceptable to many of them, especially since some
are already pressing for mitigating what they
consider certain rigours of the existing TRIMs
Agreement. One variation would be to adopt an
approach in which countries only commit
themselves to disciplines over additional HCOMs
once they feel they can do so. This would provide a
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Box 6. The Agreement on TRIMs: Communication
from Brazil

“The WTO Agreement on Trade-Related
Investment Measures (TRIMs Agreement) established
equal disciplines, rights and obligations for all
Members. Except for a few transitional provisions,
there are no actual clauses for special and differential
treatment, which would allow developing countries to
address specific needs regarding economic, financial or

social policies.
The disciplines of the TRIMs Agreement
disregard obvious structural inequalities among

Members, which could not have been overcome within
the five-year transition period. Solutions to those
problems would require, for the most part, long-lasting
policies and adequate financing for their execution.

However, the implementation of development
policies is usually constrained by lack of official funds,
either from domestic or foreign sources. Investments
from the private sector could cover those shortcomings,
but they have proved to be, for the most part, highly
volatile and closely linked to the fortuitous
circumstances of the international financial markets.

Apart from the fundamental need of
developing countries to attract investments in order to
maintain adequate economic growth and to improve
social conditions, other important fiscal and monetary
factors come into play. The high volatility of
international capital flows, for example, aggravates
balance-of-payment difficulties inherent to the early
stages of productive investments, when expenditures
with imports largely outstrip export revenues.
Liberalizing undertakings, such as those expected to
ensue from a multilateral round of negotiations, usually
set off an investment cycle that requires special care in
sensitive areas such as employment relocation, currency
stability, and fiscal equilibrium.

All these elements make clear that developing
countries must have some flexibility when making use
of trade-related investment measures. Developing
countries should be allowed some latitude in devising
policies that may attenuate the negative effects of
investment cycles, create a hospitable environment for
foreign and domestic investors, and promote social and
economic development, also addressing the situation of
impoverished regions. Thus, it would be fair and
imperative to review the concepts that led to the
acceptance of horizontal and uniform TRIMs
disciplines without due consideration to the needs and
singularities of developing countries. Brazil therefore
submits the following proposal to the General Council
and reserves its right to complement it with other
proposals or to further specify its particulars.

Specific provisions shall be included in the
TRIMs Agreement to provide developing countries the
necessary flexibility to implement development policies
(intended to address, among others, social, regional,
economic, and technological concerns) that may help
reduce the disparities they face vis-a-vis developed
countries.”

Source: WTO, 1999b.

Box 7. The Agreement on TRIMs: Communication
from Mexico

“The Agreement on Trade-Related Investment
Measures regulates the application of the TRIMs that
are considered to be incompatible with Articles Il
(National Treatment) and XI (General Elimination of
Quantitative Restrictions) of the GATT 1994. The
TRIMs considered to be incompatible with those
provisions are setout in an lllustrative List attached to
the Agreement.

The Agreement on TRIMs established
different transitional periods for maintaining certain
TRIMs and deciding on their dismantling, provided that
they have been notified to the Committee on TRIMs.
The transitional periods originally established were of
five years as from the entry into force of the WTO for
developing countries and seven years for the least
developed countries.

When the Agreement on TRIMs was
negotiated, many doubts were raised as to whether the
established transitional periods were sufficient, both for
practical reasons as well as for reasons of balance and
equity with regard to other WTO Agreements in which
developed countries insisted on and obtained
transitional periods in their interests of up to ten years.

From a practical standpoint, when the
Agreement on TRIMs was being negotiated, there was
no guarantee that the original transitional periods would
be enough for carrying out the structural adjustments
that would enable developing countries, including the
least developed, to eliminate the use of the TRIMs
notified to the Committee, without thereby causing
developmental dislocations and problems in sensitive
areas of their economy.

Hence, unlike other agreements, the
Agreement on TRIMs clearly and explicitly made
provision for:

(a) The right to request that the Council for Trade in
Goods prolong the transitional period initially
envisaged (see Article 5.3 of the Agreement), and

(b) The review of the Agreement based on experience,
leaving open the possibility of proposing
amendments to any of its provisions(see Article 9).

In the preparatory work for the Third
Ministerial Conference a large number of developing
countries have spoken out in favour of a review of the
substance of the Agreement on TRIMs, including its
transitional periods, and a number of developing
countries have expressed their interest in extending
their TRIMs.

In the light of the foregoing, Mexico believes
that rather than having to agree on the way of going
about granting the extensions envisaged in Article 5.3
of the Agreement and determining how those
extensions would relate to the review envisaged in
Article 9 of that same Agreement, it would be best for
the Ministerial Conference to decide to extend the
original transitional periods by a further five years.”

Source: WTO, 1999b.
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Box 8. Proposal regarding the Agreement on
TRIMs: Communication from Colombia

“The Agreement on Trade-Related Investment
Measures provides for the elimination of TRIMs by the
end of 1999 at the end of the five-year transition period
granted to developing countries. It also provides that
account will be taken of the developing countries’
development, financial and trade needs.

TRIMs include measures to encourage the use
of products of domestic origin, which plays an
important role in the process of improving the industrial
base of developing countries and the ensuing generation
of income, employment and balance-of-payments
equilibrium.

In the absence of large-scale investment,
whether in the form of foreign direct investment or
production subsidies, the five years provided for as a
transition period are insufficient for restructuring the
industrial base of developing countries in order to
obtain the income and employment benefits stemming
from the application of TRIMs.

Accordingly, bearing in mind the present
circumstances of developing countries in terms of
unemployment and competitiveness, it is necessary for
them to be able to maintain TRIMs indefinitely.”

Source: WTO, 1999b.

issue and their policy implications remain relevant.
It is of course important when negotiating them to
take into account the existing obligations under the
TRIMs Agreement. At the same time, such 11As
can be used to deal with real or perceived
loopholes in the TRIMs Agreement. But if this is
done, and where the inclusion of additional
HCOMs goes beyond the coverage of the TRIMs
Agreement, it must be realized that this can create
precedents that could be used to build support for
the expansion of the current multilateral list. In
negotiating such 11As a number of options present
themselves.

certain degree of flexibility. Another variation
would be to increase coverage to additional
HCOMs but allow their use provided they meet
certain conditions such as the continued receipt of
an advantage or incentive.

The counter arguments include the
suggestion that, with the inevitable prospect of a
phase-out, host country authorities would find it in
their own interest to see to it that foreign investor
operations that are granted some new transition
arrangement are governed in the interim by a
specific schedule for drawing-down their TRIMs
requirements to ensure that adjustment is

accomplished in an orderly fashion. A
simultaneous  schedule for lowering trade
protection and/or  other  protection  from

international competition would ensure the creation
of appropriate signals to all concerned, with an aim
towards providing new resources to render the
hitherto protected operations more competitive or
towards redeploying resources to more viable uses.

C. Policy options: other IlAs

While the TRIMs Agreement is to date the most
comprehensive multilateral agreement that most
countries adhere to as far as certain HCOMSs are
concerned, the negotiation of other 11As on this

Box 9. General Council discussion on mandated
negotiations and the built-in agenda, 23 November
1998: Communication from the United States

“Article 9 of the Agreement requires a review
of the Agreement not later than five years after the date
of entry into force by the Council on Trade in Goods.
Its purpose is to consider the operation of the
Agreement, propose amendments as appropriate and
consider whether the Agreement should be
complemented with provisions on investment policy
and competition policy. Neither the Committee nor the
Council have established any plans or procedures for
conducting this review, which is to be conducted before
the end of next year.

Issues for the Review: The work of the TRIMs
Committee is likely to be influenced by work underway
in the Working Groups established at Singapore on
Investment and on Competition Policy and the reports
to be submitted to the General Council before the end
of the year. Nonetheless, the Committee and Council on
Trade in Goods should examine additional
improvements in the review.

The Committee and the Council should
consider the desirability of broadening the Agreement
by expanding the disciplined list of TRIMs to include
export performance requirements, technology transfer
requirements, and product mandating requirements.”

Source: WTO, 1998a.

Option 1: Prohibition of certain HCOMs not
covered by the TRIMs Agreement

One option that host countries have in
negotiating 1l1As is to prohibit some HCOMs
(presumably those all parties involved consider as
not important to promote theirdevelopment
objectives), in addition to those already covered by
the TRIMs Agreement. This can be done on a one-
off basis or incrementally as countries commit
themselves not to use certain HCOMSs if and when
they are ready to do so. The issue is how to link the
creation of a favourable investment climate for FDI
with the need of maintaining a certain policy space
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to pursue national development objectives through
utilizing ,amongst other policy measures, certain
HCOMs.*
Option 2: Restrict HCOMs, but allow exceptions
Host countries may choose to negotiate the
possibility of restricting the use of a particular
HCOM, limiting it on the basis, for instance, of a
non-discriminatory application, or of an application
only in certain pre-determined industries or under
special circumstances. In this case, the message
sent to international investors is that host countries
retain the right to impose a particular contested
operational measure, but this right is limited by
internationally agreed, and thus internationally
enforceable, rules.
Limitations based on most-favoured-nation and
national treatment.
One way of limiting the effect of HCOMs is
through a requirement that they be applied on a
most-favoured-nation and national treatment basis
only. In this case, foreign affiliates would be
subject to operational restrictions that are no more
unfavourable than those applied to domestically
owned firms in like circumstances.
Limitations based on specific measures.
Under this option, host countries could agree to
apply certain HCOMs only in certain areas. This
limited use could in particular take into account a
number of issues that the market cannot cope with,
such as the restructuring of economic activities and
the modernization of infrastructure, or with
socially optimal investments in such areas as
training, education and the environment.
Limitations based on the provision of incentives.
Countries may want to deal with HCOMs together
with incentives. This option would involve a quid
pro quo: TNCs accepting the receipt of an
advantage (such as investment incentives) would at
the same time commit themselves to observe
certain HCOMSs. Under this option, host countries
may also retain the right to impose certain HCOMSs
in respect of products by investors benefiting from
regional preferential status. It is interesting to note
that, at the same time that the TRIMs Agreement
has obligated Governments to eliminate domestic
content requirements on foreign investors, there
has been a simultaneous increase in the use of rules
of origin to protect investors in preferential trading
arrangements or shift production to them.
Participants in regional trade agreements have been
using rules of origin to demand that high
percentages of certain products that enjoy
preferential status be created locally. The (high
domestic content) rules of origin require the

purchase or use by an enterprise of products of
internal origin, often specified in terms of specific
products, volume or value of products, or a
proportion of volume or value of local production,
frequently with explicit quantitative specifications.
Option 3: Cross-references

Host countries could provide in one IIA
that their obligations concerning operational
measures will always be the same as, or not
derogate from, those that may be enumerated in
another specified IIA. Any changes in the
obligations of the latter mentioned IIA would
automatically apply to the former. States, for
example, may wish simply to incorporate their
existing (and future) obligations under the TRIMs
Agreement in other bilateral or regional I1As. An
important point to note in this regard is that, while
the substantive effect of this technique is the same
as under the first two options, the interpretation
and application of the provisions within the context
of bilateral or regional investment relations could
be different. This option allows for the
interpretation and application of the provisions
under the specific dispute settlement provisions of
a given I1A, which might provide for investor-State
dispute settlement processes, thus providing the
investor with direct access to dispute settlement
procedures not presently available under the WTO
dispute settlement processes.

Similarly, States might wish to confine any
specific ~ State-to-State  dispute  settlement
provisions in the IIA to the relevant parties,
thereby limiting the scope of any ruling to their
specific bilateral or regional context, rather than
providing precedent for rulings concerning them
within the multilateral system of the WTO.

Option 4: Hortatory or ““best efforts” provisions
on measures not covered by TRIMs

For host countries that wish to send the
signal that they are not in favour of certain
HCOMs, but are reluctant to foreclose the issue
altogether, a hortatory approach maybe an option.
By definition, the hortatory approach does not
create a binding obligation on host States not to
impose those measures. States could go a little
further and indicate that they commit themselves to
make best efforts towards a progressive
elimination of certain measures.

Option 5: No references to HCOMs

Since the TRIMs Agreement already
provides generally accepted prohibitions of certain
HCOMs, the question arises whether there is any
need for further elaboration on the issue by other
[1As. In the past, most BITs (as well as other 11As)
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kept open the issue by not specifically addressing
the question of whether to prohibit some measures.
Today, States may simply opt not to address the
issue in an IIA on the understanding that it is
adequately addressed by the TRIMs Agreement.

* * %

The analysis conducted in this chapter
shows that the scope for an unconditional use of
HCOMs as regards foreign affiliates has narrowed
over the past two decades. At the same time, the
debate remains open as to which, how and under
what circumstances HCOMs do or do not
contribute to the development process. Ideally,
therefore, any such regulation should be preceded
by careful study and determination of the
contribution by a specific HCOM to the
development efforts of developing countries.

Notes

Unless otherwise noted, all instruments cited
herein may be found in UNCTAD 1996a or 2000a.
More elaborate classifications, which try to gain an
insight into the political economy of the measures
at hand, exist mainly in relation to a particular
category of HCOMs, namely “TRIMs”. See, for
instance, UNCTC and UNCTAD, 1991, and
Greenaway, 1991.

However, one important IIA that deals with
HCOMs does not use this criterion: the TRIMs
Agreement is not limited to measures specifically
directed at FDI. Thus, for example, a local content
requirement may violate the TRIMs Agreement
regardless of whether the nationality of the
ownership of (or control in) a firm to which the
measure applies is local or foreign.

The topic of conditions for admission and
establishment of FDI is examined in chapter 4.
Thus, some commentators have included investment
incentives in their analysis of TRIMs (e.g.
Balasubramanyam, 1991, p. 1215; Maskus and
Eby, 1990, p. 527), whilst others suggest that the
treatment of TRIMs in the WTO context only
relates to performance requirements (Morrissey
and Rai, 1995, p. 711).

The topic of “incentives” is examined in more detail
in chapter 15. See also UNCTAD, 1996c¢.

The TRIMs Agreement provides an illustrative list
of measures that are prohibited. It is important to
keep in mind how some subsequent WTO dispute
settlement rulings have interpreted the Agreement
with respect to the nature of the list. In particular,
in the Canada — Certain Measures Affecting the
Automotive Industry case (WTO, 2000c), Canada
argued that the Illustrative List in the TRIMs
Agreement supported its view that “a measure
linking an advantage to the use of domestic
products is inconsistent with Article I11:4 only if

the measure ’requires’ the use of domestic
products” (ibid., p. 372). With respect to this
argument, the dispute settlement panel noted “that
by definition the illustrative nature of the List
means that it does not constitute an exhaustive
statement of measures incompatible with Article
111:4” (ibid.). (This case was appealed to the WTO
Appellate Body on other grounds.) On the other
hand, the measures listed continue to be
specifically referred to in a number of WTO
members’ official communications as the ones
delienating the extent of coverage of the TRIMs
Agreement (see, for instance, boxes 5 and 7).

8 At the beginning of the 1980s, a United States paper
on “ Investment performance requirements and
incentives” expressed concern that “the increasing
world-wide use of such measures might also affect
third countries’ trading interests, even to the point
of impairing benefits negotiated under the GATT”
(GATT, 1982, p. 75). On this basis, the United
States, Japan and the European Community asked
for a survey of trade-related investment
performance requirements and incentives to be
undertaken within the GATT to ascertain if any of
these practices violated specific GATT provisions.
The developing countries objected to this proposal,
arguing that “the competence of GATT to deal
with many of the practices referred to was
doubtful... If GATT’s activities were to be
extended in this direction, it would also be
necessary to cover the activities of transnational
corporations, access to capital markets, structural
adjustment, restrictive business practices and so
on” (ibid, p. 76). No further action followed this
debate until the launch of the Uruguay Round in
1986.

® On this basis, discriminatory requirements or
Government regulations that imposed import or
export quotas were prohibited by GATT rules. This
was ascertained at the beginning of the 1980s when
the United States contested, in the context of the
GATT dispute settlement mechanism, Canada’s
Foreign Investment Review Act. The legislation
authorized the Government of Canada to enter into
written undertakings with foreign investors on the
basis of which the investors were to give
preference to the purchase of Canadian goods over
imported goods and to meet certain export
performance requirements. The United States
submitted that these undertakings constituted
requirements giving less favourable treatment to
imported products than to like products of national
origin, imposing quantitative regulations relating to
investors’ processing and use of products and
preventing the investors from acting solely in
accordance with commercial considerations. They
thus violated, in the United States view, Article 11l
and Article XI of the GATT. The Panel judging the
case agreed with the United States submission that
these measures were inconsistent with Article 111,
but, in the case at issue, did not find any violation
of Article XI (GATT, 1984). The importance of
this Panel decision goes beyond the solution of the
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factual issue at stake. For the first time, the GATT
dispute settlement mechanism had been used to
evaluate the effects of investment policies that
could cause restrictions of imports and exports of
contracting parties. Although all parties involved
strongly stated the general lack of competence of
GATT on investment, this case nonetheless
acknowledged that TRIMs were, to some extent,
covered by existing GATT rules.

For a close analysis of the negotiating positions of
developed and developing countries, see Stewart,
1993; and Mashayekhi, 2000b. For an analysis of
the TRIMs Agreement itself, see UNCTAD, 1994,
chapter VII.

Members that (as of February 2001) had sought
extensions of the transition period were Argentina,
Chile, Colombia, Egypt, Malaysia, Mexico, the
Philippines, Pakistan, Romania and Thailand.

The Council for Trade in Goods formally initiated
the review provided for under Article 9 in October
1999 but, as of September 2000, no specific
proposals had been made by members in this
context.

See, for instance, article 4 of the 1995 Swiss model
BIT and article 3 of the 1994 Chilean model BIT.

For further elaboration on investor treatment issues,
see chapters 5, 6 and 7 in volume 1.

It should be noted that the TRIMs Agreement
specifically provides that the measures it prohibits
include those that may have to be complied with to
obtain an advantage or incentive.

To the extent that such provisions may not be
compatible with the TRIMs Agreement, reliance is
placed on Article XI of the 1994 United States
model BIT (found in all the BITs mentioned here)
which specifies that “[t]his Treaty shall not
derogate from any of the following that entitle
covered investments to treatment more favorable
than that accorded by this Treaty: .. (b)
international legal obligations.” The effect of that
provision is understood as fulfilling the
requirements of customary international law, as
reflected in Article 30 (2) of the Vienna
Convention of the Law of Treaties (United
Nations, 1969), according to which when a Treaty*
specifies that it is subject to, or that it is not to be
considered as incompatible with, an earlier or later
treaty...” that earlier or later treaty prevails in case
of conflict.

See, para. 2 of the article on performance
requirements (UNCTAD, 2000a).

The prohibitions against HCOMs addressed in the
MAL, other than those also covered by the TRIMs
Agreement, were subject to a number of exceptions
and/or qualifications. These are provided for in the
original text as well as in relevant footnotes, but
are omitted here.

It should be noted that one of the parties to the
Treaty is not a member of GATT/WTO and the
provisions of the Treaty are applicable only
between the Energy Charter Treaty parties. But,

otherwise, Article 4 of the Energy Charter Treaty
provides that nothing in the Treaty “shall derogate,
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as between particular Contracting Parties which are
parties to the GATT, from the provisions of the
GATT and Related Instruments as they are applied
between those Contracting Parties.”

The draft was prepared for discussions at the
UNCTAD Round Table between Ambassadors and
NGOs on a Possible Multilateral Framework on
Investment, jointly organized with the United
Nations Non-governmental Liaison Service in
Geneva on 10 June 1998.

Bangladesh 1986 BIT, art. I1:7; Egypt 1986 BIT,
art. 11:6; Haiti 1983 BIT, art. 11:7; Morocco 1985
BIT, art. II:5; Tunisia 1990 BIT, art. 1I:5; Turkey
1985 BIT, art. 11:7.

The instrument was prepared by the Polaris Institute
for the Council of Canadians in 1998 as a working
instrument designed to assist civil society in
developing “an alternative MAI”. Inputs were
made by various individuals and institutions from a
number of countries around the world. The
document contains a set of propositions with the
aim that citizen activists in each country could
study them, modify them if necessary, and develop
a negotiating agenda. Thus the proposed texts were
seen as part of an ongoing process of developing
consensus amongst civil society groups regarding
an alternative approach to global investment rules
(CoC,1998).

United Nations General Assembly Resolution 3201
(S-V1): Declaration on the Establishment of a New
International Economic Order (UNCTAD, 1996a).
See United Nations General Assembly Resolution
3202 (S-VI): Programme of Action on the
Establishment of a New International Economic
Order of 1974 (UNCTAD, 1996a).

See Article 2 of United Nations General Assembly
Resolution 3281 (XXIX): Charter of Economic
Rights and Duties of States of 1974 (UNCTAD,
19964a).

See for example, article 1(1) of the model 1994
BIT of the People’s Republic of China.

Other commentators approach the relation between
investment incentives and HCOMs from a different
point of view and consider that the former are
offered to offset the negative effects derived from
the imposition of the latter (Maskus and Ebi,
1990).

Most of the studies on this issue concern TRIMS,
and were conducted in the wake of the Uruguay
Round negotiations. Detailed reviews of some of
these surveys can be found in Moran and Pearson,
1988; Greenaway, 1991; UNCTC and UNCTAD,
1991; and Moran, 1998.

For comprehensive economic explanations of some
of the most common HCOMs, see Moran, 1998; on
local content requirements: Davidson, Matusz and
Kreinin, 1985; Balasubramanyam, 1991; Greenaway,
1991; Moran and Pearson, 1988; on export
requirements: Rodrik, 1987; Greenaway, 1991, 1992;
on ownership regulations: Balasubramanyam, 1991;
Greenaway, 1992; for a recent review of the impact
of performance requirements, see UNCTAD,
2003b.
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% For a detailed study of the treatment of anti- I1As to adapt to the particular conditions prevailing
dumping in the Uruguay Round, see Cumby and in developing countries and to the realities of the
Moran (1996). economic asymmetries between these countries

8 A concept that can help make the link is and developed countries (see chapter 2).

“flexibility”, which can be defined as the ability of



Chapter 15. Incentives*

Executive summary

Incentives are frequently used as a policy
instrument to attract foreign direct investment
(FDI) and to benefit more from it. They can be
classified as financial, fiscal or other (including
regulatory) incentives.

The issue of incentives is a relatively new
phenomenon  in international investment
agreements (I11As). Up to now, the great majority
of IlAs have not contained specific provisions
related to them. Rather, the “normal” treaty rules
on investment protection apply, such as the
principle of non-discrimination, and provisions on
taxation and State contracts. This approach leaves
considerable discretion to host countries in the
design and application of their national incentive
programmes. They remain free to reserve
incentives to certain categories of companies or to
certain investment locations, provided that they
respect the principle of non-discrimination. The
only multilateral agreement to control certain
incentives is the World Trade Organization (WTOQO)
Agreement on Subsidies and Countervailing
Measures (SCM Agreement). It covers trade-
related subsidies. It may also cover trade-distorting
investment  subsidies  including  investment
incentives.

Given the important role that incentives
are seen to play in the global competition to attract
FDI and benefit more from it, the tendency in more
recent IlAs — in particular at the regional and
multilateral level — has been to deal with them
explicitly. Issues that most frequently arise in this
context are the definition of “incentives”, the
application of the non-discrimination principle to
regulate incentives (including the conditioning of
incentives  to  performance  requirements),
transparency in relation to incentives policies,
addressing incentives competition by limiting the
lowering of regulatory standards or by establishing
international control and consultation mechanisms
with regard to the granting of incentives, and the
encouragement of development-oriented incentives
both on the part of host and home countries.

Incentives can be a tool for countries to
pursue their development strategies. If used
properly, they can compensate for some

deficiencies in the business environment that
cannot easily be remedied. They can also help
correct the failure of markets to capture wider
benefits from externalities of production. At the
same time, incentives may result in competition
between countries and divert financial resources
that could otherwise be more effectively used for
development purposes. Moreover, the effectiveness
of incentives is uncertain in a number of
circumstances. Experience suggests that incentives
do not rank high among the determinants of FDI
and that in many instances incentives can be a
waste of resources.

The main options for dealing with
incentives in 1lAs lie between not having any
specific rules on incentives in I1As and including
provisions on incentives. In the latter case, certain
further options present themselves, including a
definition of “incentives”; relying on the principle
of non-discrimination to regulate incentives
policies, including the conditioning of incentives to
performance requirements; ensuring transparency
in relation to incentives policies; addressing
incentives competition by limiting the lowering of
standards; establishing international control or
consultation mechanisms for the granting of
incentives; and encouraging development-oriented
incentives both on the part of host and home
countries.

Introduction

One of the features of globalization is the
worldwide competition for FDI. Over the past two
decades, most countries have liberalized their
investment regimes and opened most sectors of
their economies to foreign investors. During 1991-
2003, 95% of 1,885 FDI policy changes created a
more welcoming environment for FDI (UNCTAD,
2004b). In 2003 alone, 244 changes in FDI laws
were made, of which 220 (96%) created a more
favourable investment climate (UNCTAD, 2004b,
p. 8). Incentives are one of the policy tools used for
this purpose. Furthermore, they are used to
increase benefits from FDI for host countries. They
can involve financial aid, fiscal benefits or other
incentives (including the relaxation of regulatory

* The present chapter is based on a 2003 manuscript prepared by Joachim Karl and Marcela Anzola. The
final version reflects comments received inter alia from Anders Ahnlid, Ivo Kaufmann, Mark Koulen and M.
Sornarajah.
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standards that foreign investors would otherwise
have to respect).

Surveys indicate that the number of
countries granting investment incentives and the
range of possible incentive measures is on the rise
(UNCTAD, 19964, pp. 3-4; UNCTAD, 2003a, p.

124). This reflects the growing number of
countries that proactively pursue investment
promotion efforts. The result is a highly

competitive world market for FDI which, in light
of the recent downturn in global FDI flows
(UNCTAD, 2003a), is likely to become even more
competitive. Against this background, the purpose
of this chapter is to describe and analyse how
incentives are dealt with in the context of 11As.

Section | defines “investment incentives”
and outlines the key issues in the current policy
debate on this topic: the definition of “incentives”,
the application of the non-discrimination principle
to regulate incentives (including the conditioning
of incentives to performance requirements),
transparency in relation to incentives policies,
addressing incentives competition by limiting the
lowering of regulatory standards or by establishing
international control or consultation mechanisms
with regard to the granting of incentives and the
encouragement of development-oriented incentives
both on the part of host and home countries. This
section further examines the function of incentives
from different angles, including the perspective of
foreign investors and host countries. From the
point of view of foreign investors, it is important to
know under which conditions they are entitled to
incentives, and whether they are protected against
discrimination. Host countries need to assess
whether and under what circumstances incentives
may promote their development objectives, and
whether they do in fact make a difference to the
achievement of those objectives.

Section Il gives an overview of how I1As
deal with the key issues pertaining to incentives.
Section Il then analyses the interaction of
incentives with other issues and concepts included
in 11As. Section IV examines the economic and
development implications of incentives and puts
forward options of how this issue could be dealt
with in 11As.

Section |
Explanation of the Issue

A. What are investment incentives?

There is no uniform definition of what constitutes
an “investment incentive”. (Box I.1. contains a list

of commonly used incentives.) The only major

international instrument that contains a partial

definition is the SCM Agreement (see below).

Governments use three main categories of

investment incentives to attract FDI and to benefit

more from it:

o financial incentives, such as outright grants
and loans at concessionary rates;

o fiscal incentives such as tax holidays and
reduced tax rates;

e other incentives, including subsidized
infrastructure or services, market preferences
and  regulatory  concessions, including
exemptions from labour or environmental
standards.

Incentives can be used for attracting new

FDI to a particular host country (locational

incentives)! or for making foreign affiliates in a

country undertake functions regarded as desirable

Box I.1. Types of incentives

Financial incentives

e Investment grants: “direct subsidies” to cover (part
of) capital, production or marketing costs in
relation to an investment project.

e Subsidized credits and credit guarantees:
subsidized loans/ loan guarantees/ guaranteed
export credits.

e Government insurance at preferential rates/
publicly funded venture capital participating in
investments involving high commercial risks.
Government insurance at preferential rates, usually
available to cover certain types of risks such as
exchange-rate volatility, currency devaluation, or
non-commercial risks such as expropriation and
political turmoil (often provided through an
international agency).

Fiscal incentives

e Profit-based: reduction of the standard corporate
income tax rate/ profit tax rate/ tax holiday.

e  Capital-investment-based: accelerated
depreciation/  investment and  reinvestment
allowance.

e Labour-based: reduction in social security
contribution/ deductions from taxable earnings
based on the number of employees or on other
labour related expenditure.

e Sales-based: corporate income tax reductions based
on total sales.

e Import-based: duty exemptions on capital goods,
equipment or raw materials, parts and inputs
related to the production process; tax credits for
duties paid on imported materials or supplies.

e Export-based: export tax exemptions; duty
drawback; preferential tax treatment of income
from exports, income-tax reduction for special
foreign-exchange-earning  activities or  for
manufactured exports; tax credits on domestic sales

/...
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Box 1.1 (concluded)

in return for export performance; income-tax
credits on net local content of exports; deduction of
overseas expenditures and capital allowance for
export industries.

e Based on other particular expenses: corporate
income tax deduction based on, for example,
expenditures relating to marketing and promotional
activities.

e Value-added-based:  corporate  income  tax
reductions or credits based on the net local content
of outputs; granting income-tax credits based on
net value earned.

e Reduction of taxes for expatriates.

Other incentives

Regulatory incentives

e Lowering of environmental, health, safety or
labour standards.

e Temporary or permanent exemption from
compliance with applicable standards.

e Stabilization clauses guaranteeing that existing
regulations will not be amended to the detriment of
investors.

Subsidized services

e Subsidized dedicated infrastructure: electricity,

water, telecommunication, transportation/
designated infrastructure at less than commercial
price.

e Subsidized services, including assistance in

identifying sources of finance, implementing and
managing projects, carrying out pre-investment
studies, information on markets, availability of raw
materials and supply of infrastructure, advice on
production processes and marketing techniques,
assistance with training and retraining, technical
facilities for developing know-how or improving
quality control.

Market privileges

e Preferential government contracts.

e Closing the market to further entry or the granting
of monopoly rights; protection from import
competition.

Foreign exchange privileges

e  Special treatment with respect to foreign exchange,
including special exchange rates, special foreign
debt-to-equity conversion rates, elimination of
exchange risks on foreign loans, concessions of
foreign exchange credits for export earnings, and
special concessions on the repatriation of earnings
and capital.

Source: UNCTAD, based on UNCTAD, 1996a and
WTO, 1998b.

such as training, local sourcing, research and
development or exporting (behavioural incentives).
Most incentives do not discriminate between
domestic and foreign investors, but they sometimes
target one of the two. In some countries, such as
Ireland, the entire incentive scheme was geared to
FDI for a long period.? Incentives may also favour

small firms over large, or vice versa. They are
offered Dby national, regional and local
governments (UNCTAD, 2003a, p. 123).

Among the broad range of possible
incentives, financial and fiscal incentives are the
ones most frequently employed. Developing
countries often prefer fiscal instruments, such as
tax holidays, concessionary tax rates, accelerated
depreciation allowances, duty drawbacks and
exemptions, whereas developed countries mainly
use financial incentives, including cash grants
(exceeding sometimes 50% of the investment
costs) and interest-free or subsidized loans. This
may be seen as reflecting differences in wealth, as
developed countries can afford to use up-front
subsidies for inward investment whereas
developing countries can, at best, afford to ease the
tax burden ex post.

B. What key policy issues are at
stake?

As noted above, incentives are a policy tool in the

global competition to attract FDI and benefit more

from it. This raises a number of key policy issues,
in particular:

e The definition of “incentives”. The definition
of incentives acquires special urgency in the
context of 11As where the applicability of their
provisions on incentives will be determined, in
the first instance, by the definition of what
constitutes an incentive. Given the relative
lack of precedents in this area, arising from the
fact that only a few Il1As deal expressly with
incentives, some guidance may be offered by
the SCM Agreement.

e The application of the non-discrimination
principle to regulate incentives (including the
conditioning of incentives to performance
requirements). The principle of non-
discrimination, in the form of the national
treatment and the most-favoured-nation
(MFN) treatment, may be employed, in the
context of 11As, to prohibit host countries from
differentiating in their incentives programmes
on the basis of the nationality of an investor or
an investment. But its applicability does not
preclude the selection of investors/investments
eligible for incentives on the basis of other
objective criteria, such as the business sector
or the size or location of a company. In
addition, the applicability of the non-
discrimination principle to incentives may be
subject to several important limitations, for



52

International Investment Agreements: Key Issues

example, with regard to incentives granted at
the pre-establishment phase of an investment,
subsidies provided by a government entity,
fiscal incentives or subsidies granted for
research and development purposes. But
investment incentives conditioned on the
fulfilment of certain performance requirements
by a foreign investor as an industrial
development instrument may, under certain
conditions, be caught by the principle of non-
discrimination. The aim behind such
requirements is to ensure the fullest economic
utility of an investment to a host country and,
in particular, its development objectives. On
the other hand, such measures could be
regarded as having negative effects on
economic efficiency, by imposing unwanted
additional burdens upon investors (UNCTAD,
20033, pp. 119-120).

Transparency in relation to incentives policies.
Transparency relates to the openness and
impartiality of the decision-making process in
the design, introduction and administration of
incentives. It provides firms with more
predictable conditions for access to, and
operation in, foreign markets; it also helps to
reveal covert discrimination and reduces the
risk of arbitrary administrative or political
decisions. A lack of transparency may be the
single greatest cost of incentive programmes,
because it creates significant possibilities for
corruption and other types of rent-seeking
behaviour. This in turn can be detrimental to
the development of competitive markets and
indeed to development itself (Oman, 2000, pp.
5,73, 101).

Addressing incentives competition by limiting
the lowering of regulatory standards or by
establishing international control or
consultation mechanisms with regard to the
granting of incentives. First, by lowering their
domestic standards in areas such as health,
environment or labour (through, for example,
temporary exemptions from applicable rules or
the stabilization of the existing legal regime to
the effect that foreign investors are not
adversely affected by future legislative
changes),® host countries may seek to reduce
the investment costs for foreign investors,
thereby increasing their attractiveness as a
potential production site. In addition, some
countries seek to control the availability of

incentives and the terms upon which they are
made available to investors, so as to minimize
the risk of “incentives races” whereby
countries compete for internationally mobile
FDI projects by way of incentives that seek to
better those on offer from other potential host
countries that are seeking to attract the same
investment.

e The encouragement of development-oriented
incentives on the part of host and home
countries.  Certain  development-oriented
incentive policies have been used in regional
integration agreements, mainly between
developing countries in order to encourage the
evolution of regional enterprises in developing
regions by encouraging or even requiring the
use of incentives by host countries. As such,
these regimes raise issues of preferential
access to markets and the preservation of an
element of special and differential treatment
for investors from other developing countries
within the region. In addition, home countries
may be able to encourage investment in

developing countries through incentives
offered to their investors to undertake such
investments  (e.g.  technical  assistance,
technology transfer requirements, financial
and fiscal incentives and investment
insurance).

Section |l

Stocktaking and Analysis

This section gives an overview of how IlAs deal
with investment incentives, focussing in particular
on the key issues identified in the preceding
section. Only relatively few treaties — mostly at the
regional or multilateral levels — deal explicitly with
incentives. However, the lack of express provisions
on incentives does not necessarily mean that
incentives are not subject to disciplines. Indeed,
even within the negotiation concerning the
Multilateral Agreement on Investment (MAI) by
the Organisation for Economic Co-operation and
Development (OECD), several delegations
believed that no provision expressly addressing
investment incentives was necessary since other
draft articles sufficiently covered the issue.*
However, the number of 11As addressing expressly
some types of incentives is gradually increasing,
indicating the growing importance that some
countries place upon this matter.
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A. The definition of “incentives”

The definition of an “incentive” can be very broad,
covering virtually any assistance offered by a
country to investors, or it can be narrower,
covering only specific types of assistance to
investors. However, not many IlIAs contain
definitions of this term or related terms. For
example, neither the General Agreement on Trade
in Services (GATS), which refers to “subsidies” in
article XV, nor the North American Free Trade
Agreement (NAFTA), which excludes “subsidies
or grants” from the operation of the national
treatment and MFN obligations in its investment
provisions, contain definitions of these terms.® The
SCM Agreement is the only multilateral agreement
containing a definition of a “subsidy”. The purpose
of this agreement is the establishment of an
international control mechanism concerning the
granting of trade-related subsidies (box I1.1).
Nevertheless, its definition of a “subsidy” is
relevant in the present context, because the terms
“subsidy” and “incentive” overlap. As will be
shown below, a “subsidy” in the meaning of the
SCM Agreement is likewise an “incentive”, if
granted to an investor.

Box I1.1. Evolution of the rules on subsidies in the
GATT

Article XVI GATT constitutes the first
international obligation on subsidies of a multilateral
character. In 1979, the “Tokyo Round” negotiations
began over a more detailed discipline of subsidies and
countervailing duties, resulting in a Subsidies Code,
which covered not only export subsidies, but also
“other than export subsidies” (article 11).

The “Uruguay Round” text on subsidies, mandatory
for all members and officially entitled “Agreement on
Subsidies and Countervailing Measures”, is extensive
and detailed. Part | defines subsidies. Parts II, Il and
IV divide all specific subsidies into one of three
categories: prohibited (red basket), actionable (yellow
basket), and non-actionable (green basket) and establish
certain rules and procedures with respect to each
category, including specific dispute-settlement rules
and procedures for each category. Part V establishes the
substantive and procedural requirements that must be
fulfilled for the application by a member of a
countervailing measure against subsidized imports. Part
VIII includes exemptions and transition periods for
developing countries. ?

Source: WTO, 1995a.
& For further discussion see UNCTAD, 2001b, 2002a.

The SCM Agreement applies only to
subsidies that affect trade in goods. According to

article 1 of the SCM Agreement, a “subsidy” shall

be deemed to exist if the following two conditions

are fulfilled (WTO, 19953):

e there must be a “financial contribution by a
government or any public body” or “any form
of income or price support in the sense of
Article XVI [Subsidies] of GATT [General
Agreement on Tariffs and Trade] 1994;” and

o abenefit is thereby conferred”.

Article 1 provides further details as regards
the issue of what constitutes a “financial
contribution by a government or any public
body...”. The following measures are considered
to fulfil this condition:

e a government practice involving a direct
transfer of funds (e.g. grants, loans and equity
infusion), or a potential direct transfer of funds
or liabilities (e.g. loan guarantees);

e government revenue that is otherwise due is
foregone or not collected (e.g. fiscal incentives
such as tax credits);

e agovernment provides goods or services other
than general infrastructure, or purchases
goods;

e a government makes payments to a funding
mechanism, or entrusts or directs a private
body to carry out one or more of the type of
functions illustrated above (see the three
previous bullets), which would normally be
vested in the government and the practice, in
no real sense, differs from practices normally
followed by governments.

A “subsidy” as defined in article 1 is
subject to the substantive rules of the SCM
Agreement if it is “specific”. Pursuant to article 2,
this is the case if the subsidy is granted to an
enterprise or industry or group of enterprises or
industries. Article 2, in connection with Article 3,
gives further guidance concerning the question
whether a subsidy is “specific” or not:

e A subsidy is specific in the following four
cases:

- the granting authority, or the legislation
pursuant to which the granting authority
operates, explicitly limits access to a
subsidy to certain enterprises;

- it is limited to certain enterprises located
within a designated geographical region
within the jurisdiction of the granting
authority;

- -it is contingent, in law or in fact, whether
solely or as one of several other
conditions, upon export performance,
including those illustrated in Annex | to
the Agreement;
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- it is contingent, whether solely or as one
of several other conditions, upon the use of
domestic over imported goods.

» A subsidy is not specific:

- where the granting authority, or the
legislation pursuant to which the granting
authority operates, establishes objective
criteria or conditions governing the
eligibility for, and the amount of, a
subsidy, provided that the eligibility is
automatic and that such criteria and
conditions are strictly adhered to. The
criteria or conditions must be clearly
spelled out in a law, regulation, or other
official document, so as to be capable of
verification. ~ Objective  criteria  or
conditions, as used in this provision, mean
criteria or conditions which are neutral,
which do not favour certain enterprises
over others, and which are economic in
nature and horizontal in application, such
as number of employees or size of
enterprise.

- where the setting, or change, of generally
applicable tax rates, by all levels of
government entitled to do so, is
concerned.

¢ In case of doubts whether a subsidy is specific
or not, the following factors may be

considered: use of a subsidy programme by a

limited number of certain enterprises,

predominant use by certain enterprises, the
granting of disproportionately large amounts
of subsidy to certain enterprises, and the
manner in which discretion has been exercised
by the granting authority in the decision to
grant a subsidy. In regard of the latter, in
particular, information on the frequency with
which applications for a subsidy are refused or
approved and the reasons for such decisions
shall be considered. In applying these factors,
account shall be taken of the extent of
diversification of economic activities within
the jurisdiction of the granting authority, as
well as of the length of time during which the
subsidy programme has been in operation.
Thus, the SCM Agreement contains a
broad definition that covers any kind of fiscal or
financial incentive that relates to trade in goods and
is found to be “specific” pursuant to the Agreement
itself. It does not include regulatory incentives, like
the lowering of environmental or social standards,
since such incentives do not constitute a “financial
contribution” by the government or other public

bodies. Nor does it include general infrastructure
advantages (regardless of whether it is provided at
market prices). As a result, the SCM Agreement —
while applying to fiscal and financial incentives —
does not impose any obligations on governments
concerning the granting of regulatory incentives or
upon the provision of general assistance to
businesses. Thus, for example, governments
remain free to attract FDI through the use of export
processing zones (EPZs), provided that they do not
accord the grant of subsidies on condition that
investors reach a given level of export
performance, or that they use a certain level of
domestic rather than imported inputs, or make
subsidies specific to certain enterprises (Roessler
and Valles, forthcoming).

During the ultimately  unsuccessful
negotiations on a draft MAI in the OECD, two
suggestions had been made for a definition of an
“investment incentive” to be applied specifically in
relation to FDI. One proposal resembled strongly
the definition in the SCM Agreement (see above).
The alternative text in the draft reads as follows:

“[...] an “investment incentive’ means:

The grant of a specific advantage arising from
public expenditure [a financial contribution] in
connection with the establishment, acquisition,
expansion, management, operation, or conduct
of an in vestment of a Contracting Party or a
non-Contracting Party in its territory.”

This definition is in some respects
narrower than the definition in the SCM
Agreement. First, it is limited to defining the term
“investment incentive”, whereas the SCM
Agreement defines a “subsidy” as such. Second,
the draft MAI definition covers only those
advantages that are “specific”. This term intends to
distinguish incentives given across-the-board from
those to which only certain investors or
investments are entitled. It should be noted,
however, that the SCM Agreement uses the same
concept, although not in the context of the
definition of a subsidy. In the SCM Agreement,
“specificity” becomes relevant for the question of
whether a subsidy is actionable or not.

In two respects, the scope of the definition
in the draft MAI is broader than that of in the SCM
Agreement. First, it would have covered incentives
granted to investments of non-contracting parties.
The reason for this approach was that otherwise the
draft MAI discip lines on incentives would have
had a major loophole — as compared to the WTO,
the OECD has a much smaller membership. MAI
contracting parties would have remained free to
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grant incentives to investors of non-contracting
parties, thereby jeopardizing the objective to limit
incentive-based competition for FDI
comprehensively. Secondly, the draft MAI would
have covered not only incentives relating to
manufacturing and raw materials but also those
applicable to services, whereas the SCM
Agreement does not extend to the latter given its
limitation to trade-related subsidies.

B. Non-discrimination
1. National and MFN treatment

The principle of non-discrimination, as
applied in the context of IlAs, generally
encapsulates the national and the MFN treatment
obligations. They require that contracting parties
treat foreign investors and investments in their
territory at least as favourably as domestic
investors and investments (national treatment) or as
investors and investments from any other third
country (MFN treatment). In certain cases, such
requirements are subject to a further condition that
investors  or investments be “in like
circumstances”. Since incentives are granted in
connection with investment-related activities,
national and MFN treatment obligations can apply
to them.

These two obligations may prohibit host
countries from differentiating in their incentive
programmes on the basis of the nationality of the
investor. This means that — unless exceptionally
permitted — they would not be allowed to reserve
incentives for their domestic investors alone, or to
target investors of only one particular foreign
country. This does not preclude, however, the
selection of investors eligible for incentives on the
basis of other objective criteria, such as the
business sector, the size or location of a company,
or the amount of the invested capital. The principle
of non-discrimination would therefore leave host
countries considerable discretion to design their
incentive programmes according to their individual
investment policies and strategies.

In addition, there are some important
limitations to the applicability of the non-
discrimination principle to incentives. In this
regard, two Kkinds of limitations have been used.
On the one hand, there are limitations relating to
specific sectors, resulting either from country-
specific reservations (under a negative-list
approach) or from the non-inclusion of a particular
sector under a positive-list approach. On the other

hand, a number of 11As (such as NAFTA Chapter
11) exclude subsidies from the application of the
national and MFN treatment obligations. Also, the
applicability of national and MFN treatment to
taxation measures is usually quite closely
circumscribed.

a. The extent of protection

The great majority of bila teral investment
treaties (BITS) only cover the “post-establishment
phase”, i.e. they grant rights to foreign investors
once they have established themselves in a host
country. In other words, such BITs do not contain
legally binding rules concerning the treatment of
foreign investors wishing to make an investment.
This means that incentives for making an
investment (locational incentives) are not covered
by the non-discrimination principle. Host countries
would therefore be allowed, under these BITs, to
reserve incentives for the establishment of an
investment to their domestic investors. They would
likewise have the right to favour investors of a
particular foreign country over other foreign
investors. However, caution would need to be
exercised by a host country that is a member of the
WTO to ensure that such favourable treatment is
consistent with the requirements of the SCM
Agreement in that the treatment would be generally
available to all enterprises of a particular
nationality and not to specific enterprises, and that
it would not be conditional on the types of trade-
related subsidies prohibited by the terms of the
SCM Agreement (see further UNCTAD, 2002a,
pp. 208-210).

Some regional or multilateral 11As extend
the application of the non-discriminatio n principle
to the pre-establishment phase. This is the case,
e.g. in the NAFTA. According to its articles 1102
and 1103, national and MFN treatment obligations
apply, inter alia, to the establishment and
acquisition of an investment. A more restricted
approach is followed by the GATS: while it covers
the establishment of a commercial presence (akin
to the making of an investment), it establishes as a
general rule only one part of the non-
discrimination principle, namely, MFN treatment,
although members do have the possibility of
including temporary MFN exemptions in their
schedules (article I1), thus providing a legal basis
to discriminate in the granting of incentives in
sectors covered by an exemption. National
treatment applies only if a member makes a
voluntary commitment in this respect (article
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XVII), and such commitments may be subject to
country-specific limitations and conditions. To the
extent that IlIAs extend the principle of non-
discrimination to the pre-establishment phase, it
applies to locational incentives granted by a host
country to foreign investors when making an
investment. However, such 11As may likewise
contain an exception clause concerning the
applicability of the non-discrimination clause to
incentives that reverses this effect.

b. Exclusion of the non-discrimination
principle from incentives

A few BITs exclude the applicability of
the non-discrimination principle to incentives. For
instance, according to article V1.2 of the 1996 BIT
between Canada and Trinidad/ Tobago, the
principle of non-discrimination does not apply to
subsidies or grants provided by a government or a
State enterprise, including government-supported
loans, guarantees and insurance. Identical wording
can be found in articles V1.2 of the Canadian BITs
with Ecuador (1996), Panama (1996) and Barbados
(1996).°  Similarly, the BITs concluded by the
United States give the Government of that country
the right to adopt or maintain exceptions in respect
of subsidies and grants. However, such exceptions
relate only to the principle of national treatment.
The MFN treatment obligation remains applicable.

Pursuant to article 1108 (7) of the NAFTA,
the principle of non-discrimination does not apply
to procurement measures by a party or State
enterprise, or to subsidies or grants provided by a
party or a State enterprise, including government-
supported loans, guarantees and insurance. More
specifically, according to article 1108 (1) of the
NAFTA, the principle of non-discrimination does
not apply to any existing non-conforming measure
that is maintained by a contracting party. This
means that under NAFTA any non-conforming
investment incentive has been “grand-fathered”,
provided that it has been listed in a country-
specific schedule annexed to the Agreement. In
addition, pursuant to article 1108 (3), contracting
parties had the possibility to exclude the
application of the non-discrimination principle in
respect of measures concerning sectors, sub-
sectors or activities that they have set out in their
schedule to an annex to the Agreement.
Accordingly, any NAFTA partner could exclude
the applicability of the nondiscrimination clause
with regard to any future investment incentive

granted for the sectors, sub-sectors, or activities
specified in the schedule.

c. The treatment of fiscal incentives

Incentives are often granted in the form of
fiscal measures (e.g. tax relief). I1lAs usually
exempt taxation matters from the scope of the
agreement, as these are governed by separately
negotiated bilateral taxation treaties between
countries. The equilibrium of these agreements
could be upset if the provisions of IlAs also
extended to taxation. Two main approaches can be
distinguished. The strongest exclusion can be
found in the draft MAI. It excluded, in principle,
taxation measures entirely from the scope of the
Agreement. Only the provisions on expropriation
and transparency remained applicable to such
measures. By contrast, other IlIAs modify the
application of the principle of non-discrimination
with regard to taxation measures:

e Some BITs exclude any taxation measure,
irrespective of whether it is based on internal
legislation or an international agreement, from
the scope of application of the non-
discrimination principle. This is, for instance,
the case for the BITs concluded by the United
Kingdom and France. BITs concluded by
Malaysia include provisions excluding
taxation measures from the application of the
MFN treatment obligation. ’

e Some countries exclude only those advantages
from the nondiscrimination principle that are
included in an agreement relating wholly or
partially to taxation. This is the case, for
example, for the BITs concluded by Chile and
Germany. Another group of countries in this
category (e.g. China, Switzerland) have
adopted a narrower approach by referring only
to advantages included in an agreement on the
avoidance of double taxation.

e Pursuant to article 2103 (1) of the NAFTA,
the Agreement does not, in principle, apply to
taxation measures. However, according to
article 2103 (4) the principle of non-
discrimination remains applicable to taxation
measures other than those — inter alia — on
income, capital gains or on the taxable capital
of corporations (i.e. mostly indirect taxes). In
no case does the MFN treatment obligation
apply with respect to an advantage accorded
by a contracting party pursuant to a tax
convention or to a nonconforming provision of
any existing taxation measure.
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e The Energy Charter Treaty (ECT) pursues a
similar approach. Article 21 excludes, in
principle, taxation measures of contracting
parties from the scope of the agreement.
However, according to article 21 (3), the
principle of non-discrimination remains
applicable to taxes other than those on income
and on capital. Even with regard to those
taxes, the MFN treatment obligation does not
apply concerning advantages accorded by a
contracting party pursuant to international
taxation agreements or resulting from
membership of a regional economic
integration  organization.  Likewise, the
principle of non-discrimination does not apply
with regard to taxation measures aimed at
ensuring the effective collection of taxes,
except where this results in arbitrary
discrimination. Finally, pursuant to article 21
(5), the ECT provision on expropriation
remains applicable to taxation measures.

o Acrticle XIV of the GATS states the following:
“Subject to the requirement that such measures
are not applied in a manner which would
constitute a means of arbitrary or unjustifiable
discrimination between countries where like
conditions prevail, or a disguised restriction on
trade in services, nothing in this Agreement
shall be construed to prevent the adoption or
enforcement by any Member of measures [...]
inconsistent with Article XVII, provided that
the difference in treatment is aimed at ensuring
the equitable or effective imposition or
collection of direct taxes [...]". According to
article X1V (e), the same applies with regard to
measures inconsistent with the MFN treatment
obligation (article 1I), provided that the
difference in treatment is the result of an
agreement on the avoidance of double
taxation.

In conclusion, all the IIAs mentioned
above restrict the applicability of the treaty with
regard to fiscal incentives. In particular, the
principle  of  non-discrimination is  either
inapplicable or applies only to a limited extent.

d. Other exceptions

Article 10.8 of the ECT contains a review
clause concerning specific incentives. Accordingly,
the modalities of the application of the non-
discrimination principle in relation to programmes
under which a contracting party provides grants or
other financial assistance, or enters into contracts,

for energy technology research and development
shall be reserved for a so-called “Supplementary
Treaty”. Each contracting party shall, through the
ECT Secretariat, keep the Charter Conference
informed of the modalities it applies to such
programmes. BITs sometimes contain similar
provisions excluding non-discrimination
obligations with regard to special advantages
granted to development finance institutions
established for the exclusive purpose of
development assistance.®
In addition, the ECT contains other types
of exception clauses concerning certain investment
incentives. Pursuant to article 24.2 (b) (iii), the
Treaty
“shall not preclude any Contracting Party from
adopting or enforcing any measure [...]
designed to benefit Investors who are
aboriginal people or socially or economically
disadvantaged individuals or groups or their
Investments and notified to the Secretariat as
such, provided that such measure (A) has no
significant impact on that Contracting Party’s
economy; and (B) does not discriminate
between Investors of any other Contracting
Party and Investors of that Contracting Party
not included among those for whom the
measure is intended, provided that no such
measure shall constitute a disguised restriction
on Economic Activity in the Energy Sector, or
arbitrary  or unjustifiable  discrimination
between Contracting Parties or between
Investors [...]. Such measures shall be duly
motivated and shall not nullify or impair any
benefit one or more other Contracting Parties
may reasonably expect under this Treaty to an
extent greater than is strictly necessary to the
stated end.”
A similar clause may be found in the 1997
BIT between Canada and Lebanon where a
provision in Annex | excludes the application of
several general disciplines (e.g. prohibition of non-
discrimination, performance requirements) to any
measures denying investors of the other
contracting party and their investments any rights
or preferences provided to the aboriginal peoples
of Canada (section 111, paragraph 5(c)).’

2. Incentives in conjunction with performance
requirements

Host countries sometimes condition the
granting of an incentive upon the fulfilment of
certain performance requirements that are not
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prohibited by the WTO Agreement on Trade-
Related Investment Measures (TRIMs Agreement),
which is binding on all WTO members.”® For
example, they may demand from investors that
they create a certain minimum number of jobs,
establish the investment in a specific region or
transfer a certain technology. In response to this
issue, two categories of provisions can be
distinguished in 1lAs: provisions that prohibit the
granting of incentives from being conditional upon
the fulfilment of certain performance requirements;
and provisions that exempt from the prohibition of
performance requirements certain measures that
are associated with the granting of an incentive.'

The most important instrument in respect
of the first issue is the TRIMs Agreement.
According to article 2 of the Agreement, no
contracting party shall apply any trade-related
investment measure that is inconsistent with the
provisions of article 111 (obligation of national
treatment) and article Xl (obligation of general
elimination of quantitative restrictions) of the
GATT 1994. An annex to the TRIMs Agreement
includes an illustrative list of prohibited measures.
No member of the WTO can attempt to reverse the
prohibition on the imposition of such performance
requirements through the provisions of bilateral or
regional 1As that would be inconsistent with their
obligations under the TRIMs Agreement.

An example of the second approach can be
found in the 1994 model BIT of the United States
as revised in 1998. Pursuant to its article VI,
“[n]either Party shall mandate or enforce
[performance requirements], as a condition for the
establishment, acquisition, expansion, management,
conduct or operation of a covered investment...”.
However, according to the last paragraph of this
article “[s]uch requirements do not include
conditions for the receipt or continued receipt of an
advantage”. This approach has been reflected, for
example, in the United States BITs with El
Salvador (1999), Bolivia (1998), Honduras (1995),
Nicaragua (1995) and Trinidad and Tobago (1994).

Canada follows a similar approach. The
Canadian BITs contain a clause that explicitly
excludes the granting of subsidies and advantages
from the prohibition to establish performance
requirements. For instance, pursuant to article
VI(2) of the Canadian BITs with Trinidad and
Tobago (1996), Ecuador (1997), Panama (1998)
and Barbados (1997), “[t]he provisions of Articles
I, 111, IV and V [performance requirements] of this
Agreement do not apply to [...] subsidies or grants
provided by a government or a state enterprise,

including government-supported loans, guarantees
and insurance; ...”.*?

A similar approach applies under the
NAFTA. According to its article 1106, paragraph
3, no party may condition the receipt or continued
receipt of an advantage, in connection with an
investment in its territory of an investor of a party
or of a non-party, on compliance with any trade-
related requirements. However, the same article
provides that “[n]othing in paragraph 3 shall be
construed to prevent a Party from conditioning the
receipt or continued receipt of an advantage, in
connection with an investment in its territory of an
investor of a Party or of a non-Party, on
compliance with a requirement to locate
production, provide a service, train or employ
workers, construct or expand particular facilities,
or carry out research and development, in its
territory”. Therefore NAFTA prohibits, consistent
with the TRIMs Agreement, the conditioning of
incentives to trade-related performance
requirements, while permitting incentives that are
linked to other types of requirements (so-called
investment-related performance requirements).*

C. Transparency

The majority of I1As that specifically address the
issue of transparency do so in general terms. It is
therefore not always clear whether the resulting
transparency obligations extend to incentives. The
usual formulation is to refer to laws, regulations,
procedures and administrative practices of general
application in respect to any matter covered by the
I1A in question, coupled with the obligation that
these are promptly published or otherwise made
available to interested parties (see chapter 10). To
the extent that incentives provisions are contained
in such instruments, the transparency obligation
extends to them as well. Beyond that, certain
agreements make an explicit connection between
incentives and transparency. Thus, the section on
“Investment Incentives” in the draft MAI included
a provision that expressly applied the transparency
provision in the draft MAI to investment
incentives.

In other instruments transparency in the
operation of investment incentives is placed on a
hortatory basis. Thus, the OECD Declaration on
International  Investment and  Multinational
Enterprises, paragraph IV (International
Investment Incentives and Disincentives), states,
inter alia, that member countries will endeavour to
make measures concerning investment incentives
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and disincentives “as transparent as possible, so
that their importance and purpose can be
ascertained and that information on them can be
readily available”. In a similar fashion, article 160
of the Treaty Establishing the Common Market for
Eastern and Southern Africa addresses the need for
the member States to “undertake to increase
awareness of their investment incentives,
opportunities, legislation, practices, major events
affecting  investments and other relevant
information through regular dissemination and
other awareness—promoting activities.”

The SCM Agreement contains mandatory,
detailed transparency provisions dealing with
incentives. For example, article 25 of this
Agreement requires members to notify subsidies
covered by the Agreement in order to enable other
members to evaluate the trade effects and to
understand the operation of the notified subsidy
programmes. Article 22 also requires members to
notify and make publicly available the initiation of
an investigation on the legality of subsidy
programmes of other members, providing clearly
the types of information to be included in the
public notice.

D. Addressing incentives competition

Competition over investment incentives may have
several negative effects (UNCTAD, 1996c). It may
also encourage host countries to adopt “race-to-the-
bottom” policies or discourage them to undertake
“race-to-the-top” policies. Incentives competition
may also lead to distortions and misallocations of
investment, thereby possibly compromising the
potential effects of regional integration aimed at
broadening the market. These effects may be
addressed by, for example, prohibiting the
lowering of regulatory standards or establishing
international control or consultation mechanisms.

1. Limits on the lowering of regulatory
standards

Provisions in this area cover either
environmental or labour standards or combine
them into a more comprehensive provision. Some
agreements also include a reference to health and
safety standards.

a. Environmental protection

Article 1114, paragraph 1, NAFTA,
confirms the sovereign right of contracting parties
to take measures necessary for the protection of the
environment. Article 1114, paragraph 2, states that:

“[t]he Parties recognize that it is inappropriate
to encourage investment by relaxing domestic
health, safety or environmental measures.
Accordingly, a Party should not waive or
otherwise derogate from, or offer to waive or
otherwise derogate from, such measures as an
encouragement  for  the  establishment,
acquisition, expansion or retention in its
territory of an investment of an investor. If a
Party considers that another Party has offered
such an encouragement, it may request
consultations with the other Party and the two
Parties shall consult with a view to avoiding
any such encouragement”.

NAFTA also contains a Side Agreement
on Environmental Cooperation. Its objectives
include the protection and improvement of the
environment, the promotion of sustainable
development, and the increase of cooperation
between the parties. In the context of incentives, its
Article 3 is of particular relevance. It reads as
follows:

“Recognizing the right of each Party to
establish its own levels of domestic
environmental protection and environmental
development policies and priorities, and to
adopt or modify accordingly its environmental
laws and regulations, each Party shall ensure
that its laws and regulations provide for high
levels of environmental protection and shall
strive to continue to improve those laws and
regulations.”

In a similar manner, article G.14 of the
1996 Free Trade Agreement between Canada and
Chile states:

“1. Nothing in this Chapter shall be construed
to prevent a Party from adopting, maintaining
or enforcing any measure otherwise consistent
with this Chapter that it considers appropriate
to ensure that investment activity in its
territory is undertaken in a manner sensitive to
environmental concerns.

2. The Parties recognize that it is inappropriate
to encourage investment by relaxing domestic
health, safety or environmental measures.
Accordingly, a Party should not waive or
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otherwise derogate from, or offer to waive or
otherwise derogate from, such measures as an
encouragement  for  the  establishment,
acquisition, expansion or retention in its
territory of an investment of an investor. If a
Party considers that the other Party has offered
such an encouragement, it may request
consultations with the other Party and the two
Parties shall consult with a view to avoiding
any such encouragement.”

Environmental measures have also been
addressed in the 1994 Asia-Pacific Economic
Cooperation (APEC) Non-Binding Investment
Principles. They provide that “Member economies
will not relax health, safety, and environmental
regulations as an incentive to encourage foreign
investment.”*® Furthermore, the sixth recital of the
preamble of the BIT between Bolivia and the
United States emphasizes the agreement between
the parties that the treaty’s objectives (i.e. the
encouragement and reciprocal protection of
investment) “can be achieved without relaxing
health, safety and environmental measures of
general application”.

b. Labour rights

This issue has been dealt with in
international labour conventions. For example,
paragraph 46 of the 1977 International Labour
Organisation’s (ILO) Tripartite Declaration of
Principles Concerning Multinational Enterprises
and Social Policy (as amended in 2000) states the
following:

“Where governments of host countries offer
special incentives to attract foreign investment,
these incentives should not include any
limitation of the workers’ freedom of
association or the right to organize and bargain
collectively.”

In addition, there are several ILO
Conventions/ Declarations establishing certain
minimum social rights that member countries have
to respect. Among the most important of these
instruments are the 1998 Declaration on
Fundamental Social Rights (ILO, 1998), and the
1999 Convention on the Worst Forms of Child
Labour (ILO, 1999). The fundamental social rights
include the freedom of association and the right of
collective bargaining, the elimination of all forms
of forced labour, the elimination of child labour,
and the elimination of discrimination concerning
work and profession.

NAFTA includes a Side Agreement on
Labor Cooperation. Its objectives are, inter alia, to
improve working conditions and living standards,
to promote as much as possible the Ilabour
principles set out in Annex 1 of the Agreement,
and to encourage cooperation between the Parties.
Of particular importance in the context of
incentives is article 2. It reads as follows:
“Affirming full respect for each Party’s
constitution, and recognizing the right of each
Party to establish its own domestic labor
standards, and to adopt or modify accordingly
its labor laws and regulations, each Party shall
ensure that its labor laws and regulations
provide for high labor standards, consistent
with high quality and productivity workplaces,
and shall continue to strive to improve those
standards in that light.”

c. Joint approaches

A few Il1As address both environmental
and labour standards.

The 2000 OECD Guidelines for
Multinational Enterprises include a provision in the
chapter on “General Policies” regarding regulatory
incentives. Accordingly, “[e]nterprises should take
fully into account established policies in the
countries in which they operate, and consider the
views of other stakeholders. In this regard,
enterprises should [inter alia] [r]efrain from
seeking or accepting exemptions not contemplated
in the statutory or regulatory framework related to
environmental, health, safety, labour, taxation,
financial incentives, or other issues”.

During the MAI negotiations, there was a
broadly shared view that a provision, discouraging
the lowering of labour and environmental
standards to attract foreign investment, should be
included. Various drafting suggestions were made.
They focused around the following text:

“[The Parties recognise that it is inappropriate
to encourage investment by lowering
[domestic] health, safety or environmental
[standards] [measures] or relaxing [domestic]
[core] labour standards. Accordingly, a Party
should not waive or otherwise derogate from,
or offer to waive or otherwise derogate from,
such  [standards] [measures] as an
encouragement  for  the  establishment,
acquisition, expansion or retention of an
investment in its territory of an investment of
an investor. If a Party considers that another
Party has offered such an encouragement, it
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may request consultations with the other Party
and the two Parties shall consult with a view to
avoiding any such encouragement.]”

Recent free trade agreements concluded by
the United States follow the joint approach by
including provisions recognizing that it is
inappropriate  to encourage investment by
weakening or reducing the protections afforded in
domestic environmental and labour laws.*
However, these provisions employ hortatory
language, such as:

“[...] each Party shall strive to ensure that it
does not waive or otherwise derogate from, or
offer to waive or otherwise derogate from,
such laws in a manner that weakens or reduces
the protections afforded in those laws as an
encouragement for trade with the other Party,
or as an encouragement for the establishment,
acquisition, expansion, or retention of an
investment in its territory.”*’

Incentives in the form of lowering
regulatory standards are still a relatively new issue
for 11As. To the extent that 11As deal with this
matter, it appears that provisions concerning
environmental standards are more frequent than
rules on labour rights. In view of the ongoing
debate about the effects of globalization, one can
expect that the issue will gain further importance.

2. Establishment of international control or
consultation mechanisms

The  development of international
disciplines on investment incentives remains a
controversial issue, especially in relation to the
policies of developing host countries, for whom the
retention of flexibility in regulatory techniques,
including the use of investment incentives, is a
major concern. Notwithstanding this cautious
approach, as explained in section I, a number of
I1As seek to control, or even prohibit, incentives
and/or establish a consultation mechanism between
the parties.”®

This sub-section reviews the practice of
international instruments in this area commencing
with provisions that discourage the use of certain
approaches to investment incentives and those that
envisage regional harmonization of investment
incentives, followed by a review of the only
mandatory control instrument in this area, namely
the SCM Agreement. Although primarily
concerned with issues related to trade, the SCM

Agreement is the most advanced international
instrument in this respect. Finally the section ends
with a review of consultation provisions.

a. Discouraging certain approaches to the
granting of incentives

Some instruments, while not legally
binding, expressly advise against the use of certain
approaches in the development of incentives
policy. Thus, the World Bank Guidelines on the
Treatment of Foreign Direct Investment (World
Bank Guidelines), while encouraging home
country incentives for the enhancement of
investment flows to developing countries, at the
same time discourage the granting of certain
incentives. According to section I11.9, nothing in
the World Bank Guidelines suggests that a State
should provide foreign investors with tax
exemptions or other fiscal incentives. Where such
incentives are deemed to be justified by the State,
they may to the extent possible be automatically
granted, directly linked to the type of activity to be
encouraged and equally extended to national
investors in similar circumstances. Reasonable and
stable tax rates are deemed to provide a better
incentive than exemptions followed by uncertain or
excessive rates. As examined above, recent free
trade agreements address the issue of regulatory
incentives by discouraging especially the lowering
of environmental and/or labour standards.

b. Regional harmonization

In order to avoid investment distortions
and misallocations due to incentives competition
and to preserve the potential effects of economic
integration, CARICOM  member  countries
envisage the regional harmonization of investment
incentives. Article XIV of the Protocol Amending
the Treaty Establishing the Caribbean Community

(Protocol 1l on Industrial Policy), which inserts
the new article 49 into the Treaty, provides that
“Member States shall harmonise national

incentives to investments in the industrial,
agricultural and services sectors”. In this regard,
this provision grants to the Council for Finance and
Planning (COFAP) the authority to formulate
proposals for the establishment of regimes for the
granting of incentives, which should be consistent
with relevant international agreements.
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c. Control mechanisms

The SCM Agreement distinguishes between
prohibited, actionable and  non-actionable
subsidies. Only “specific” subsidies may fall into
the categories of prohibited or actionable subsidies
(see further UNCTAD, 2002a; Roessler and

Valles, 2003).
e Prohibited subsidies. According to article 3,
subsidies related to import/  export

requirements (i.e. subsidies that are contingent
upon export performance or upon the use of
domestic over imported goods) are prohibited.
This ban would likewise apply to investment
incentives that are conditioned to the
fulfilment of such requirements. In case of a
dispute over these subsidies, article 4 provides
for a detailed dispute resolution mechanism.*

e Actionable subsidies. These are subsidies that
are not automatically prohibited. Most specific
subsidies fall into this category. In case of an
actionable subsidy, a member may invoke the
WTO dispute-settlement mechanism pursuant
to artic le 7 if a specific subsidy has adverse
effects on its industry, causes nullification or
impairment to its benefits under GATT or
causes serious prejudice to its interests. Article
7 establishes a dispute resolution mechanism
for “actionable subsidies” similar to the one
existing for prohibited subsidies.20

¢ Non-actionable subsidies. Article 8 identifies
a number of subsidies that are non-actionable,
i.e. they are not subject to the WTO dispute-
settlement mechanism. These are subsidies
that are either not specific or that fall into one
of the following categories: assistance for
research activities conducted by firms or by
higher education or research establishments on
a contract basis with firms; assistance to
disadvantaged regions within the territory of a
member given pursuant to a general
framework of regional development and non-
specific (within the meaning of article 2)
within eligible regions; and assistance to
promote adaptation of existing facilities to
new environmental requirements imposed by
law and/ or regulations which result in greater
constraints and financial burden on firms.
Article 8 applies only provisionally for a
period of five years following the entry into
force of the WTO Agreements. The
Committee on Subsidies and Countervailing

measures did not extend the application of this
provision. As a result, all subsidies that are
specific to certain enterprises are now
actionable (Roessler and Valles, 2003).
The incentive rules of the European Union
(EU) go beyond the SCM Agreement in that they
prohibit subsidies that are contingent on certain
import/ export requirements and any subsidy that
may distort competition between member States
and that affects trade between them. Thus their
applicability to anti-competitive and/or trade
distorting investment aids is clear (box 11.2).

Box 11.2. The EU experience in regulating State aid

The EU has attempted to coordinate policies in
the area of State aid to reduce the risk of harmful
competition within the Union. Under the Treaty of
Rome, the European Commission operates controls
over market-distorting, anti-competitive State aids to
investment. State aid includes grants, loans and
guarantees, tax exemptions and infrastructure projects
benefiting identifiable users. Pursuant to Article 87:

“any aid granted by a Member State or through
State resources in any form whatsoever which
distorts or threatens to distort competition by
favouring certain undertakings or the production of
certain goods shall, insofar as it affects trade
between Member States, be incompatible with the
common market” (TEC, 1997, p. 73).

Not covered by this ban are government
support measures of a general nature. This is the case if:
e there is no specificity in terms of sector, region or

category;

e the eligibility of the aid is based on objective
criteria, without any discretionary power of the
authorities; or

e the measure is in principle not limited in time or by
a predetermined budget.

However, the Commission may exempt the
following State support from the prohibition:

e aid to promote economic development in poor
regions;

e aid to promote an important project of common
European interest or to remedy serious economic
disturbance;

e aid to promote regional economic development, if
it does not negatively impact other regions’ trading
positions;

e aid to promote cultural and heritage conservation;
and

e other categories of aid as may be determined by the
Council.

Much in this list may be of relevance to
developing countries. Many of the above criteria are
development related criteria, or emergency criteria that
may well apply to the economic and social realities of
the developing countries.

Source: UNCTAD.
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d. Provisions on consultation or future
negotiations

To address the possible distortive effects
of incentives upon market conditions as related to
investment, several instruments provide for mutual
information and consultations between the parties.
Some I1As go one step further and stipulate that the
parties shall enter into future negotiations in order
to establish multilateral disciplines on incentives.
Thus, Article XV of the GATS states that:

“Members  recognize that, in certain
circumstances, subsidies may have distortive
effects on trade in services. Members shall
enter into negotiations with a view to
developing the  necessary  multilateral
disciplines to avoid such trade-distortive
effects. The negotiations shall also address the
appropriateness of countervailing procedures.
Such negotiations shall recognize the role of
subsidies in relation to the development
programmes of developing countries and take
into account the needs of Members,
particularly developing country Members, for
flexibility in this area. For the purpose of such
negotiations, Members shall  exchange
information concerning all subsidies related to
trade in services that they provide to their
domestic service suppliers.”

The OECD Declaration and Decisions on
International  Investment and  Multinational
Enterprises introduced consultations in the field of
investment incentives and disincentives through a
Ministerial Decision of May 1984. Such
consultations take place at the request of a member
country that considers that its interests may be
adversely affected by the impact, on its flow of
“international direct investment”, of measures
taken by another member country that provides
significant official incentives and disincentives to
FDI. Having full regard to the national economic
objectives of the measures and without prejudice to
policies designed to redress regional imbalances,
the purpose of the consultations is to examine the
possibility of reducing adverse effects to a
minimum. The Business and Industry Advisory
Committee (BIAC) and the Trade Union Advisory
Committee (TUAC) may be periodically invited to
express their views on these matters. It appears
that, up to now, these procedures have never been
used.

During the MAI negotiations, a suggestion
was made concerning the treatment of investment
incentives. The draft article provided for a

consultation mechanism between contracting
parties and for future negotiations on the
establishment of legally binding rules on the
granting of incentives. The draft provision reads as
follows:
“l. The Contracting Parties confirm that
Article XX (on NT and MFN) and Article XX
(Transparency) applies to [the granting of]
investment incentives.
2. [The Contracting Parties acknowledge that [,
incertain circumstances,] even if applied on a
nondiscriminatory basis, investment incentives
may have distorting effects on the flow of
capital and investment decisions. [Any
Contracting Party which considers that its
investors or their investments are adversely
affected by an investment incentive adopted by
another Contracting Party and having a
distorting effect, may request consultations
with that Contracting Party.] [The former
Contracting Party may also bring the incentive
before the Parties Group for its consideration.]]
3. [In order to further avoid and minimise such
distorting effects and to avoid undue
competition between Contracting Parties in
order to attract or retain investments, the
Contracting  Parties  [shall] enter into
negotiations with a view to establishing
additional MAI disciplines [within three years]
after the signature of this Agreement. These
negotiations shall recognise the role of
investment incentives with regard to the aims
of policies, such as regional, structural, social,
environmental or R&D policies of the
Contracting Parties, and other work of a
similar nature undertaken in other fora. These
negotiations shall, in particular, address the
issues of positive discrimination,
[transparency], standstill and rollback.]”
Recent free trade agreements addressing the issue
of regulatory incentives (by discouraging the
lowering of environmental and/or labour standards)
make use of general cooperation and consultation
mechanisms to deal with any matter arising under
such provisions. For example, chapter 18 on
Environment of the 2003 free trade agreement
between Singapore and the United States includes
language discouraging regulatory incentives
(article 18.2) as well as general provisions
requiring the pursuit of cooperative environmental
activities (article 18.6) and consultation to resolve
any matter arising under this chapter (article 18.7).
The above provisions consider incentives
as an important investment issue that requires a
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policy dialogue between the parties concerned.
However, some instruments also recognize that this
might not be sufficient, and that the granting of
incentives should be subject to additional rules.
However, the conclusion of binding regional or
multilateral disciplines controlling the availability
of investment incentives as a policy tool, including
simply increasing transparency, is controversial.
There does not seem to be interest among either
developed or developing countries to reach an
agreement on the use of incentives beyond what is
already addressed in the SCM approach.

E. Encouragement of development-
oriented incentives

I1As can explicitly encourage or even require the
use of incentives by host countries in order to
pursue development policies. One possibility in
this respect is to entitle host countries parties to
regional agreements to offer, under certain
conditions, incentives to certain categories of
companies established in one of the contracting
parties. This may include the harmonization of
domestic incentives. Another approach addresses
home country incentives (see further UNCTAD,
2003a, section VI). In this regard, some
instruments encourage the granting of incentives
by the home countries, with a view towards
increasing FDI flows and their benefits for
developing countries.

1. Host country incentives

Agreements that allow host countries to
grant incentives have been concluded between
developing country parties to regional agreements.
For example, Decision 292 of the Commission of
the Cartagena Agreement (article 12) provides that:

“Andean Multinational Enterprises shall be
eligible for export incentives under the same
conditions  contemplated  for  national
companies in their respective sector, provided
that they fulfil the requirements for said
companies in the corresponding legislation.
Likewise, Andean Multinational Enterprises
may make use of the special systems for
importation and exportation established in the
national legislation of the Member Country of
the principal domicile and of any branches.”
This provision is reserved for the treatment of
specialized regional enterprises established under
the particular supranational regime of the Andean
Multinational Enterprise.

On the other hand, certain agreements
extend incentives to all classes of investors from
within the region. Thus, article 4 of the 1981
Agreement on Promotion, Protection and
Guarantee of Investments Among Member States
of the Organisation of the Islamic Conference
provides that “[t]he contracting parties will
endeavour to offer various incentives and facilities
for attracting capitals and encouraging its
investment in their territories such as commercial,
customs, financial, tax and currency incentives,
especially during the early years of the investment
projects, in accordance with the laws, regulations
and priorities of the host state”. In a similar vein,
the Protocol Amending the 1998 Treaty
Establishing  the  Caribbean Community
(CARICOM) (Protocol HI: Industrial Policy)
provides rules on the harmonization of investment
incentives, including a positive statement to grant
incentives to investors in specific sectors. The
relevant provision, article XIV (inserting a new
article 49 into the Treaty), reads as follows:

“1. Member States shall harmonise national
incentives to investments in the industrial,
agricultural and services sectors.
2. The COFAP shall, consistent with relevant
international agreements, formulate proposals
for the establishment of regimes for the
granting of incentives to enterprises in the
sectors mentioned in paragraph 1. In particular,
such proposals shall accord support for
industries considered to be of strategic interest
to the Community.
3. In formulating the proposals mentioned in
paragraph 2, the COFAP shall give due
consideration to the peculiarities of the
industries concerned and, without prejudice to
the generality of the foregoing, may provide
for the following:

(a) national incentives to investment designed
to promote sustainable, export-led
industrial and service-oriented
development;

(b) investment facilitation through the removal
of bureaucratic impediments; and

(c) non-discrimination in the granting of
incentives among Community nationals.”
A further example comes from the

Customs and Economic Union of Central Africa.
According to chapter I, section 1, of the Common
Convention on Investments in the States of the
1965 Customs and Economic Union of Central
Africa, any investment falling into one of the
categories listed therein may benefit from a special
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decision admitting it to a preferential schedule.
These categories mainly cover activities in the
areas of agriculture, exploitation of natural
resources, power production and tourism. The
following criteria shall in particular be taken into
consideration during the examination of the
project: (a) importance of the investment, (b)
participation in the implementation of the
economic and social plans, (c) creation of
employment and vocational training, (d)
participation of nationals of the countries of the
Union in the formation of capital, (e) use of
technically guaranteed equipment, (f) priority use
of local raw materials and, in general, local
products and (g) registered office established in a
country of the Union. Approved undertakings may
benefit from various tax benefits and may be given
priority in the granting of foreign currency in order
to buy equipment goods and raw materials
necessary for their operations. Pursuant to chapter
I1, undertakings of cardinal importance to national
economic development, involving exceptionally
high investments, may also be granted the
stabilization of fiscal provisions. Chapter IV allows
for the possibility that undertakings considered as
being especially important to the social and
economic development plans of the member
country benefit from an establishment convention
granting to them certain guarantees and imposing
certain obligations. In addition to certain fiscal
guarantees, the government may grant guarantees
as to the financial, legal and economic stability and
stable conditions for financial transfers and the
marketing of goods, guarantees as to the entry and
movement of labour, freedom of employment, and
the free choice of suppliers and services, and
guarantees as to the renewal of lumbering and
mining permits if necessary. This approach is
echoed in article 23 of the Community Investment
Code of the Economic Community of the Great
Lakes Countries (CEPGL) which states that “[a]ny
enterprise as defined under article 2 which meets
the conditions for authorization under this Code
may benefit from the economic, financial and tax
advantages provided for under basic regime | as
hereinafter established”. A similar approach has
been taken with regard to tariff preference in the
context of an ASEAN industrial joint venture
according to the 1987 Revised Basic Agreement on
ASEAN Industrial Joint Ventures (article I11).

The above IlIAs are based on the
understanding that incentives can play a useful role
and should therefore be permitted. At the same
time, these I1lIAs - which are all regional

agreements — seek to minimize the risk of
investment distortions by establishing common
principles for the granting of incentives. To this
end, the 11As identify categories of companies that
are eligible for incentives or types of incentives
that may be offered.

2. Home country incentives

Technical assistance, technology transfer
requirements, financial and fiscal incentives and
investment insurance provided by some home
country governments for the purpose of
encouraging investment in developing countries
are recognized as positive instruments to encourage
and promote FDI flows to developing countries
(see chapter 22). While home country incentives
are usually of a hortatory nature, encouraging firms
from the home country to invest in developing
countries, certain stronger commitments have also
been used.

The only comprehensive, mandatory
international agreement addressing the issue of
home country incentives is the 2000 Partnership
Agreement between the Members of the African,
Caribbean and Pacific Group of States of the One
Part, and the European Community and Its
Member States, of the Other Part (the Cotonou
Agreement), the successor to the Fourth Lomé
Convention. The Cotonou Agreement includes
several provisions on different types of home
country incentives. The Agreement, for example,
reaffirms the importance of technology transfer
objectives by calling for cooperation in the
“development of scientific, technological and
research infrastructure and services; including the
enhancement, transfer and absorption of new
technologies” (article 23). More generally, the
Agreement provides a list of investment promotion
measures to be undertaken by the parties to the
Agreement, including the home countries. Article
75 states that:

“The ACP States, the Community and its

Member States [...] shall:

(@) implement measures to  encourage
participation intheir development efforts
by private investors [...];

(b) take measures and actions which help to
create and maintain a predictable and
secure investment climate as well as enter
into negotiations on agreements which will
improve such climate;

(c) encourage the EU private sector to invest
and to provide specific assistance to its
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counterparts in the ACP countries under
mutual  business  cooperation  and
partnerships;

(d) facilitate partnerships and joint ventures by
encouraging co-financing;

(e) sponsor sectoral investment fora to
promote  partnerships and  external
investment;

(f) support efforts of the ACP States to attract
financing, with particular emphasis on
private  financing, for infrastructure
investments and  revenue-generating
infrastructure critical for the private sector;

(9) support capacity-building for domestic
investment  promotion agencies and
institutions involved in promoting and
facilitating foreign investment;

(h) disseminate information on
opportunities and business
conditions in the ACP States;

(i) promote [...] private-sector business
dialogue, cooperation and partnerships
[...].”

The Agreement recognizes, moreover, the
role that financing measures play in development
objectives. Article 76 on “Investment finance and
support” states that:

“Cooperation shall provide long-term financial
resources, including risk capital, to assist in
promoting growth in the private sector and
help to mobilise domestic and foreign capital
for this purpose. To this end, cooperation shall
provide, in particular:

investment
operating

(@ grants for financial and technical
assistance tosupport policy reforms,
human resource development,

institutional capacity-building or other
forms of institutional support related to a
specific investment, measures to increase
the competitiveness of enterprises and to
strengthen the capacities of the private
financial and non-financial
intermediaries, investment facilitation
and promotion and competitiveness
enhancement activities; [...]

(c) risk-capital for equity or quasi-equity
investments, guarantees in support of
domestic and foreign private investment
and loans or lines of credit on the
conditions laid down in Annex Il “Terms
and Conditions of Financing” to this
Agreement; [...]”

Finally, the Cotonou Agreement affirms the
importance of investment protection through

investment guarantees. In this regard, article 77 of
the Agreement states in part that:

“1. Investment guarantees are an increasingly
important tool for development finance as
they contribute to reducing project risks
and inducing private capital flows.
Cooperation shall therefore ensure the
increasing availability and use of risk
insurance as a risk-mitigating mechanism
in order to boost investor confidence in the
ACP States.

2. Cooperation shall offer guarantees and
assist with guarantees funds covering risks
for qualified investment. [...]

3. Cooperation shall also provide support to
capacity-building, institutional support and
participation in the core funding of
national and/ or regional initiatives to
reduce the commercial risks for investors
[...]

4. [...] The ACP and the EC will within the
framework of the ACP-EC Development
Finance Cooperation Committee undertake
a joint study on the proposal to set up an
ACP-EC Guarantee Agency to provide and
manage investment guarantee
programmes.”

Aside from the Cotonou Agreement, there
are other IlAs that address the issue of home
country incentives albeit not on such a
comprehensively basis. Among the international
agreements requiring home countries to grant
incentives to promote technology transfers, the
leading example is the WTO Agreement on Trade-
Related Aspects of Intellectual Property Rights
(TRIPS Agreement). According to article 66.2 of
that Agreement, “[d]eveloped country Members
shall provide incentives to enterprises and
institutions in their territories for the purpose of
promoting and encouraging technology transfer to
least-developed country Members in order to
enable them to create a sound and viable
technological base.” Although it does not specify
what type of technology transfer is to be supported
and how, this mandatory provision potentially
strengthens the position of technology buyers in
least-developed countries (UNCTAD, 2003a, pp.

131-134).
Certain intra-regional cooperation
agreements  between  developing  countries

introduce various home country commitments to
promote investment in host countries party to the
agreement. For example, the Treaty Establishing
the Caribbean Community differentiates between
the more and less developed countries among its



Incentives 67

membership, establishing a special regime for
financial assistance “with a view to promoting the
flows of investment capital to the Less Developed
Countries” (chapter VII, article 59(1)). The
Agreement on Investment and Free Movement of
Arab Capital Among Arab Countries endorses a
policy in article 1(a) that “Every Arab state
exporting capital shall exert efforts to promote
preferential investments in the other Arab states
and provide whatever services and facilities
required in this respect” (see further UNCTAD,
2003a, chapter V1).

Furthermore, regional investment
agreements among developing countries often
contain provisions on fiscal incentives that
guarantee tax-free asset transfers or provide
reduced tax levels for qualifying preferred
investors. In its formulation of a draft provision on
the  “promotion and  encouragement  of
investments”, the Asian-African Legal
Consultative Committee suggested under article
2(1) the use of “appropriate incentives, wherever
possible, which may include such modalities as tax
concessions and investment guarantees”. Tax-
sparing provisions in double taxation treaties can
alleviate the problem of home country taxation
nullifying the FDI incentive effect of fiscal
privileges granted to foreign investors by host
countries. Many developed countries, with the
notable exception of the United States, have been
willing to accept tax-sparing provision in double
taxation treaties signed with developing countries
(see chapter 21). The International Chamber of
Commerce (ICC) essentially endorsed tax-sparing
provisions in its 1972 Guidelines for International
Investment, proposing under paragraph 2(e) of
chapter IV that home country governments “should
refrain from frustrating the effects of development
reliefs granted by host countries in respect of new
investment by affording appropriate matching
reliefs” (see chapter 22).

The World Bank Guidelines suggest that
developed and capital surplus States should not
obstruct flows of investment from their territories
to developing countries; rather, they are
encouraged to adopt appropriate measures to

facilitate such  flows, including taxation
agreements, investment guarantees, technical
assistance, and the provision of information

(section 111.10).

* * %

This section has highlighted the variety of
provisions that exist in 11As covering investment
incentives, and investment-related trade incentives.

Outside the trade field, these are not very
comprehensive and fall short of a developed
international code on incentives. Nonetheless, a
certain level of control already exists through the
general non-discrimination provisions common to
most IlAs. However, governments remain
relatively free to use investment incentives, subject
to non-discrimination standards (to which a
number take exceptions) and to their obligations as
members of the WTO under the TRIMs and SCM
Agreements. Whether future 11As will contain
more developed rules on incentives is open to
discussion. These could go in a number of
directions, from a positive encouragement of what
may be seen as development friendly incentives,
offered not only by host, but also by home
countries, to increased controls over incentives. In
this process, consultation and exchanges-of-
information mechanisms over incentive policies
and their effects may become stronger.

Section llI
Interaction with other Issues
and Concepts

This section examines and explains how the issue
of incentives interacts with other issues and
concepts commonly found in I1As. Table 1 shows
the range of interaction with the most common
investment issues. The most important interactions
concern the issues of admission and establishment,
home country measures, host country operational
measures, MFN treatment, national treatment, state
contracts, taxation and transparency.

e Admission and establishment. Incentives
may be granted to encourage foreign investors
to make an investment in a host country. To
the extent that I1As include rules on admission
and establishment of foreign investors, they
may apply to such incentives. Indeed, the
availability of incentives may be made
conditional on the investor complying with
certain conditions of entry specified at the
point of entry. The scope of a host country’s
discretion in the granting of incentives at this
stage will depend on the extent of its treaty
obligations in applicable 11As. Thus, where the
host country accords pre-entry rights to
investors, the range and availability of
incentives will need to accord with general
standards of treatment and guarantees given to
investors under such an agreement. On the
other hand, where the relevant 1A applies
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only to the post-entry phase, the host country
retains considerable discretion to design its
FDI incentive programme, as treatment of
investors at the point of entry would fall
outside the coverage of the IIA (see further
chapter 4).

Table 1. Interaction across issues and concepts

Issue Incentives
Admission and establishment ++
Competition +
Dispute settlement: investor-State 0
Dispute settlement: State-State 0
Employment +
Environment +
Fair and equitable treatment +
Home country measures ++
Host country operational measures ++
Ilicit payment 0
Investment-related trade measures +
MFN treatment ++
National treatment ++
Scope and definition 0
Social responsibility +
State contracts ++
Taking of property +
Taxation ++
Transfer of funds 0
Transfer of technology +
Transfer pricing 0
Transparency ++

Source: UNCTAD.

Key: 0 = negligible or no interaction.
+ = moderate interaction.
++ = extensive interaction.
e Home country measures. The issue of

incentives has a strong potential for interaction
with home country measures. As discussed in
section I, some agreements have provisions
encouraging or requiring home developed
countries to take active steps in promoting
outward direct investment in host developing
countries by firms from such home countries.
The value of such provisions lies in the
enhancement of investment conditions in
developing host countries, to the extent that
investment costs can be mitigated through
financial ~ support, technical  assistance
investment, risk insurance and other support
measures provided by home countries
(UNCTAD, 2003a; see also chapter 22). In
addition, such provisions in 11As can serve to
place home country measures on a footing of
greater transparency, stability and security
than unilateral measures of this kind, which
tend to be offered at the discretion of the home

country concerned. Indeed, where such
measures are based on positive legal duties
they can add to the development effect of an
I1A by coordinating host country obligations
to guarantee certain investor rights with home
country commitments to offer support to
investors. This may encourage investment in
host developing countries and increase the
likelihood that such countries benefit more
fully from it (see further UNCTAD, 2003a,
chapter VI.A). Even where commitments to
home country measures are hortatory in
nature, positive effects could ensue in that they
can serve to create a more investment friendly
environment of cooperation between parties to
the agreement in question, from which
stronger obligations could grow over time.
Host country operational measures. Host
country operational measures include all
measures implemented by host countries
concerning the operation of foreign affiliates
inside their jurisdictions. They usually take the
form of either restrictions or performance
requirements (see chapter 14). The fulfilment
of such requirements may be a condition for
the granting of incentives. For example, a host
country might offer incentives in order to
encourage the transfer of technology into its
territory. 11As may deal with this issue in the
context of host-country operational measures.
Equally, investment-related trade measures,
such as export financing programmes or
export processing zones, can also function as
an incentive for attracting export-oriented FDI
(see chapter 25). The objective behind such
kinds of policies may be to balance the aim of
attracting internationally mobile investment,
through the use of incentives, with a degree of
conditionality imposed through host country
operational measures, with a view to
encouraging investors to contribute as much as
possible to national development objectives.
National treatment/MFN treatment. As
discussed in section Il, the principle of non-
discrimination is central to the treatment of
incentives in I1As.

State contracts. An incentive may be granted
on the basis of an individual investment
contract concluded between an investor and a
host country, as is often the case in connection
with major investment projects. Incentives in
State contracts may not only include fiscal and
financial aid, but likewise regulatory
incentives. The State party to a contract may
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establish a special legal regime for the
investment in the contract that is more
favourable to the investor than the “normal”
regulatory  framework. Such preferential
treatment may include stabilization clauses
according to which the State party commits
itself for example not to amend existing
legislation to the disadvantage of the foreign
investor. The failure by a host country to
provide the incentive in accordance with the
terms of the contract would constitute a breach
of its contractual obligations. In addition,
foreign investors might be protected under an
I1A. It may include a provision according to
which each contracting party will respect any
other commitment (i.e. a commitment other
than those in the I1A) it has entered into with
regard to an investment of an investor of
another contracting party. This means that the
breach of the individual investment contract
would become a violation of the I1A.

In addition, the issue arises whether the
principle of non-discrimination applies to
incentives granted under an investment
contract. 11As do not explicitly address this
question. The application of the non-
discrimination principle could mean that a host
country that has promised an incentive in an
investment contract to one investor is obliged
also to grant incentives in other investment
contracts that it concludes. Such an outcome
might, however, be in contradiction to the
principle of freedom of contract. In addition,
even if the non-discrimination principle
applied, foreign investors may find it difficult
to prove that they are in like circumstances to
the competitor who initially received the
incentive (see chapter 13).

Taxation. Fiscal incentives are among the
most commonly used types of incentives.
Their underlying purpose is to reduce the
effective tax rate applicable to foreign
investment, thus increasing its rate of return
(UNCTAD, 1996a). The applicability of 11As
with regard to fiscal incentives is usually very
limited (see chapter 21). The principal
provisions of IlAs as they relate to fiscal
incentives have been already considered in
section Il above.

Transparency. As highlighted in section I,
transparency is of crucial importance in the
context of incentives, and some IlAs contain
express provisions on this matter (see chapter
10).

Conclusion: Economic and
Development Implications and
Policy Options

A. Economic and development
implications®

Incentive packages have been justified on the
grounds that the attraction of one or a few
“flagship” firms would signal to the world that a
location has an attractive business environment and
lead other investors to follow. From a dynamic
perspective, incentives can reflect potential gains
that can accrue over time from declining unit costs
and learning by doing. They can also compensate
investors for other government interventions, such
as performance requirements, or correct for an anti-
export bias in an economy arising from tariffs or an
overvalued exchange rate. And they can
compensate for various deficiencies in the business
environment that cannot easily be remedied
(UNCTAD, 1996c¢, pp. 9-11).

On the other hand, countries give
incentives in order to benefit from FDI. This can be
done by wusing incentives to influence firm
behaviour with a view to achieving objectives
related to development, or to correct for the failure
of markets to capture wider benefits from
externalities of production. Such externalities,
which may be the result of economies of scale, the
diffusion of knowledge or the upgrading of skills,
may justify incentives to the point that the private
returns equal the social returns.

The use of locational incentives to attract
FDI has considerably expanded in frequency and
value. The widespread and growing incidence of
both fiscal and financial incentives is well
documented until the mid-1990s (UNCTAD,
1996¢; Moran, 1998; Oman, 2000). Anecdotal
evidence since then suggests that this trend has
continued (UNCTAD, 2002a; Charlton, 2003). In
general, developed countries and economies in
transition frequently employ financial incentives,
while developing countries (which cannot afford a
direct drain on the government budget) prefer
fiscal measures (UNCTAD, 1996¢, 2001c).

The expanded use of incentives reflects
more intense competition, especially between
similar and geographically proximate locations.
Governments seeking to divert investments into
their territories often find themselves part of
various “bidding wars”, with investors playing off
different locations against each other, leading them
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to offer ever more attractive incentive packages to
win an investment. Bidding wars are typically
regional or local, reflecting competition between
different countries, or between regions, provinces
or cities within a country. For example, in the
United States, more than 20 states have sometimes
competed for the same FDI project, and more than
250 European locations competed for a BMW
plant, which in 2001 ended up in Leipzig,
Germany. For developing countries and economies
in transition, bidding wars have been documented,
for example, in Brazil and among ASEAN
countries, among provinces of China as well as in
the Central and Eastern European countries
(Charlton, 2003).

An emerging trend in certain industries, in
which investment projects can be located
anywhere, is that competition over investment
incentives has become global, adding a new layer
to such competition.”® A further consequence of
global investment competition has been the
increased use of regulatory concessions, frequently
used in export-processing zones. Such zones often
create “policy enclaves” in which the normal
regulatory rules and practices of the host country
may not apply to reduce investment costs.

There is a long-standing debate on the
economic benefits of locational incentives
(UNCTAD, 1996c; Charlton, 2003). Do they
distort the allocation of resources (and so reduce
global welfare, including that of developing
countries)? And do their costs to particular host
countries offset their benefits? They may be
economically justifiable if they offset market
failures — that is, if they allow a host country to
close the gap between social and private returns,?*
to overcome an initial “hump” in attracting a
critical mass of FDI or a flagship investor that
attracts other investors or to attract investors to
efficient but otherwise little known locations.

Locational incentives can be economically
inefficient if they divert investment from other
locations that would have been selected on
economic grounds. And once an incentive ends, the
investor may move on if the underlying cause for
poor competitiveness still persists. If the offer of
incentives by one country leads to a “bidding war”
for FDI, host countries lose to the TNC (or to its
home country, if it can tax away the concessions).
If incentives are used to address market failures,
the first best policy may often be to correct the
failure rather than to compensate for it; for
example, if an incentive intends to overcome an
overvalued exchange rate, it may be better to

realign the currency than to add a new distortion
through the incentive. Moreover, if an incentive
tries to offset a decline in the locational advantages
of a country (such as rising wages in a labour-
intensive activity), it just delays adjustment at
considerable cost to the taxpayer.

Another problem is that the asymmetry
between developed and developing countries can
bias FDI flows, at least where they compete for the
same investment. Rich countries can afford to offer
more incentives, and in more attractive (upfront
grant) forms, than poorer countries. In other words,
the richer can out-compete the poorer, or force
them into an expensive competition for FDI
projects.

Next comes the issue of whether locational
incentives are effective in attracting significant
new FDI. It is generally accepted that location
incentives are seldom the main determinant of
location decisions by TNCs. But where all else is
equal, incentives can tilt the balance in favour of a
particular location. This is most likely for export-
oriented projects seeking a low-wage location in
export-processing zone facilities, where many host
countries offer similar conditions and other
attributes (UNCTAD, 1996¢, 2001c; Wells et al.,
2001; Morisset and Pirnia, 2001).

Still, some evidence suggests that
locational incentives have become more important
as the mobility of firms has increased. Econometric
studies that previously found incentives ineffective
now find that they have become more significant
determinants of FDI flows (Clark, 2000; Taylor,
2000).” For domestic market-seeking or natural
resource-seeking  FDI,  however, locational
incentives are not as important—and they are
harder to justify. More generally, there is an
emerging consensus among economists that
countries should try to attract FDI not so much by
offering incentives but by building genuine
economic advantages (and offering stable and
transparent tax rates). Incentives should not be a
substitute for building competitive capabilities.
Many governments realize that incentive
competition can be costly (particularly against
better-endowed rivals).

Activity-specific and behavioural
incentives are generally considered more effective.
Export subsidies have been frequently used to
promote export-oriented FDI, particularly in
export-processing zones (UNCTAD, 2002a).
Incentives to encourage foreign affiliates to
increase employee training and assistance to local
suppliers seem to have worked well in Hungary,
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Malaysia, Republic of Korea, Singapore and South
Africa (UNCTAD, 2001b, 2003c). But this does
not mean that they should be used indiscriminately.
Some incentives can be wasted if foreign affiliates
would have undertaken the activity anyway, or if
they would have been happy with much smaller
incentives. Yet even generous incentives may not
have much effect if the setting is wrong. For
example, research and development incentives are
unlikely to raise affiliate spending on research and
development in an economy without the local
capabilities and technical skills to undertake design
and innovation. In general, incentives alter slightly
the ratio of benefits to costs of a particular
activity—they cannot change it dramatically.

For regulatory concessions, labour and
environmental standards are sometimes lowered in
export-processing zones to attract FDI. Wages on
average tend to be higher in the zones than in the
rest of the economy, but working conditions are at
times affected by lax labour, safety and health
regulations. Trade unions are often barred from
organizing to improve those conditions (ILO,
1998a; UNCTAD, 1999b, box 1X.5). But there is
no systematic evidence suggesting that lowering
standards helps to attract quality FDI. On the
contrary—the cost of offering regulatory
concessions as incentives is that countries may find
themselves trapped on a “low road” of cost-driven
competition involving a race to the bottom in
environmental and labour standards.

Countries that pursue more integrated
approaches for attracting export-oriented FDI—
placing FDI policies in the context of their national
development  strategies and focusing on
productivity improvements, skills development and
technology upgrading—have tended to attract
higher quality FDI. Ireland and Singapore have
pursued such integrated policy approaches, and
both made efforts to promote training, facilitate
dialogue between labour and management and
provide first-class infrastructure for investors. They
have demonstrated that good labour relations and
the upgrading of skills enhance productivity and
competitiveness (UNCTAD, 2002a).

In sum, incentives can be effective in
attracting and influencing the location and
behaviour of TNCs. But the economic desirability
of locational incentives is not clear, particularly if
they detract from building competitive capabilities
and encourage bidding wars. The case for
incentives at the site, activity and behavioural level
is stronger, but only when the setting is
appropriate. To increase the chances of efficiently

applying both locational and behavioural
incentives, governments also use “claw back”
provisions that stipulate the return of incentives
awarded if conditions are not met.”® Moreover,
behavioural incentives are more likely to be
effective in inducing benefits from FDI when
complemented with other policy measures aimed,
for example, at enhancing the level of skills,
technology and infrastructure quality.

B. Policy options: alternative
approaches and formulations

The above overview has shown that international
instruments deal with incentives in different ways.
Parties to an IlIA have various choices. The
concrete option that a country chooses depends on
the general policy that it pursues vis-a-vis
attracting FDI and benefiting from it, and the role
that it accords to incentives in the framework of its
development strategies.

Against this background a number of
choices present themselves as to the form and
content of IIA provisions relating to incentives.
The discussion begins with the prevailing
approach, namely, the omission of provisions
dealing with incentives in 1lAs. The discussion
continues by highlighting a number of further
options that may arise should countries decide to
include rules on incentives in an I1A. These are
discussed in an order that considers, first, the issue
of definition; second, the types of provisions that
could be employed to preserve governmental
discretion in the wuse of incentives through
exclusions to the non-discrimination principle;
third, linking incentives and performance
requirements; fourth, provisions on transparency;
fifth, provisions addressing incentives competition
by limiting the lowering of regulatory standards;
and sixth, by establishing an international regime
of policy co-ordination over incentives; and finally,
provisions that seek to encourage development-
oriented incentives.

Option 1: No specific rules on incentives

The most important effect of this option is
that the principle of non-discrimination may apply
to the granting of incentives. Through this policy,
contracting parties confirm not to treat foreign
investors less favourably with regard to incentives
than their domestic counterparts or other foreign
investors. It reflects the actual practice followed by
most countries, namely, not to differentiate in their
incentive programmes between domestic and
foreign investors or between different foreign
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investors, in accordance with the national treatment
and MFN principles.

There is the issue of how the principle of
non-discrimination would relate to a host country’s
economic and development strategies. Host
countries would retain the right to develop and
apply their incentive programmes. In particular,
they would not be impeded from granting aid to
investments in specific economic sectors, regions
or to certain categories of investments, provided
that they do not infringe on the national treatment
and MFN standards. In addition, investors claiming
non-discriminatory treatment would have to prove
that they are “in like circumstances” as those
investors who actually receive the incentive. This
gives host countries considerable discretion in
conducting their development policies in that a
number of factors need to be taken into account
when  deciding  what  constitutes  “like
circumstances”, including the relevant business
sector, relative firm size and geographical location.
Furthermore, host countries would, in principle,
remain free to grant incentives in State contracts
with individual investors.

Option 2: Specific provisions on incentives
Option 2(a): Definition of incentives

As noted in section Il, most 11As do not
define this term as they do not cover the issue.
Even those that refer to “subsidies”, such as the
GATS and NAFTA, have not defined that term. On
the other hand, the SCM Agreement offers a
comprehensive trade-oriented definition. But it too
does not deal with certain questions relevant to
investment incentives, notably the lowering of
regulatory standards. Thus there is little precedent
as to how to deal with this important matter. The
choice lies in essence between a wide definition
that covers all possible types of incentives and a
narrower definition that covers only certain types
of incentives. In the latter instance, the criteria for
selection may include whether to cover both
general and specific incentives, or only one type or
the other; whether or not to cover financial, fiscal
and other (including regulatory) incentives or only
some of these; and whether to cover only direct
assistance from governmental sources or to include
non-governmental assistance as well.

Option  2(b): Exclusions from the non-
discrimination principle

The principle of non-discrimination might,
in certain circumstances, impede the discretion of
host countries to reserve incentives for their
domestic investors only. This may be dealt with by
way of a country-specific exception to national

treatment, should the 11A in question offer such a
choice. A host country that wants to adopt
exceptions has several alternatives. For example, it
may design a limited list of domestic companies or
industries to which it wants to grant preferential
treatment concerning incentives. Likewise, a host
country may decide that only specific incentive
programmes should be exempted from the non-
discrimination principle. However, these options
have the disadvantage that they are static and may
not allow taking into account possible future
changes in the incentive schemes. Another
possibility is to include into an 1A a phase-out
provision concerning the preferential treatment of
domestic companies. Foreign investors could
therefore claim non-discriminatory treatment with
regard to incentives once this transition period has
expired. This option might be preferred by
developing countries seeking, in particular, to
assist their infant enterprises. To this end, they may
wish to take over fully or partially their start-up
costs and terminate incentives once the infant
industries have matured.

As noted in section II, many I1As exempt
taxation matters from the application of the treaty.
The possible options range from a complete
exclusion of taxation to more limited approaches,
such as the non-application of the MFN treatment
or national treatment obligations in respect of
advantages granted in an agreement on the
avoidance of double taxation. These limitations
could likewise cover fiscal incentives. Host
countries opting for this alternative would therefore
have the right to support their domestic investors
by reserving fiscal benefits exclusively to them.
Preferential tax treatment may, particularly, be an
option for developing countries that do not have
the financial means for other kinds of incentives
(e.g. cash grants). It needs to be underlined,
however, that the special treatment of taxation
issues in 1lAs is not intended to allow for
discrimination against foreign investors. Rather,
this approach reflects the wish of governments to
deal with international taxation  matters
predominantly or exclusively in taxation
agreements, thereby avoiding possible conflicts
between these types of treaties and I1As.

Option 2(c): Linking incentives to performance
requirements

As noted in section |1, host countries may
condition the award of incentives upon the
fulfilment of certain performance requirements by
investors. This is, as noted above, subject to the
limits placed upon host country discretion by
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adherence to the TRIMs Agreement, which
prohibits outright certain types of performance
requirements. On the other hand, outside such
prohibited requirements, host countries remain free
to pursue such a linkage policy in Il1As, subject to
other international agreements they have
concluded. The main development effect of such
an approach is to allow for some direction as to the
manner in which an investor can operate their
investment, with the aim of enhancing its
development effects. Hence the emphasis may be
on requirements that enhance the transfer of
technology, encourage *“spill over” effects of
technology and good business practice to domestic
firms, promote employment and ensure adequate
investment in less developed regions of the host
country. This could be seen as the “price” to be
paid for access to incentives. However, the linking
of incentives to such requirements could also act as
a disincentive for investors, where they may be
seen as imposing excessive compliance costs upon
firms, thereby making the host country location
less attractive than one where fewer or no such
requirements are imposed. Thus host countries
need to weigh up carefully the projected positive
development effects of performance requirements
combined with incentives against the possible
disincentive to investment that such conditionality
might introduce.

On the other hand, in order to discourage
the potentially distorting effects of such linkage,
countries may decide to include provisions in 11As
restricting their discretion to offer such conditional
incentives. This may be done in at least two
alternative ways. First, following the example of
the TRIMs Agreement, through the prohibition of
import or export-related performance requirements
and incentives connected to them. By contrast, host
countries continue to have the right to impose non-
trade related performance requirements (e.g.
research and development requirements, minimum
level of domestic employment). Secondly, host
countries could clarify the extent to which they
restrict their power to condition the granting of
incentives upon performance requirements. To this
purpose, they could include a list of prohibited
performance obligations in the 11A.

Option 2(d): Transparency

Host countries wishing to improve
transparency could do so by establishing
transparency obligations in 1lAs that explicitly
cover incentives. Host countries would commit
themselves to publish or make otherwise publicly
available information about their incentive

programmes. Investors would therefore have the
possibility of informing themselves as to what
programmes are available and under what
conditions they would be eligible to take advantage
of them. This approach could also be followed at
the regional level, including through incentive
reviews (UNCTAD, 1995, p. 302).

There arises the further difficult issue of
whether a transparency obligation would extend to
incentives granted in individual investment
contracts. Whatever the answer to that question
may be, host countries have the possibility of
publishing investment contracts on a voluntary
basis, provided that the investors parties to the
agreements agree. It is not clear whether such
contracts can be considered as having the character
of a “law or regulation”, thereby raising a degree of
uncertainty as to whether the transparency
obligation covers such instruments.

Option 2(e): Addressing incentives competition by
limiting the lowering of regulatory standards

As noted in section I, countries may hold
the view that certain social, health, labour and
environmental conditions are an integral part of
their development strategies. Such countries may,
however, be concerned that other countries could
undermine their efforts by seeking to lower
standards of protection in these areas thereby
possibly diverting FDI flows and causing so-called
“social/environmental dumping”. Such behaviour
could weaken the formers’ position in the global
competition for FDI, and could result in a
“regulatory chill”. To diminish the risk of this type
of incentives competition, countries would have
the option of including, in an IIA, a clause
prohibiting the lowering of standards in the
designated regulatory fields as an instrument to
attract FDI. Equally, a legally non-binding political
declaration on the avoidance of lowering
regulatory standards to specific investments or
investors could be adopted. Contracting parties
could also commit themselves to work towards a
constant improvement of standards to protect
environment and labour rights. One example of
such an approach is the NAFTA where this
commitment has been made in the form of “Side
Agreements”.

Option 2(f): Addressing incentives competition by
establishing international control or consultation
mechanisms for the granting of incentives

Another option to address the negative
effects of incentives competition is for countries to
deal comprehensively with incentives in 11As. One
approach would be to establish a mutual
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information or consultation mechanism, especially
for locational incentives. It could be invoked if a
contracting party were of the opinion that
incentives granted or considered by another
contracting party could have a negative impact on
its own competitive position. Since competition for
FDI can involve many countries, it may be the case
that such information or consultation efforts would
need to be undertaken at a regional or even global
level in order to be effective. Although Il1As have
not, to date, explicitly prohibited the use of
incentives through, for example, a blanket ban on
the granting of advantages to investors, certain
approaches aimed at dealing with incentives can be
envisaged on the basis of international and national
practices.

a. Conditional incentive-limitation clause

One option would be for governments to
include in their IlAs a conditional incentive-
limitation clause that would only become operative
if a specified number or set of countries adopted
the same clause. For example, a developing
country facing its stiffest competition from, say,
four neighbouring countries, could be reluctant to
accept a bilateral discipline on incentives on its
own, but might be willing to abide by such a
discipline if its competitors had also agreed to such
a clause. In this example, bilateral treaties would
not have to be negotiated simultaneously; clauses
would be activated only upon the signing of the
required minimum number of treaties. Such an
approach might be more promising if the principal
home countries were to agree on a common
incentive-limitation clause that each would insert
into its model treaty (UNCTAD, 1995, p. 302).

b. Limiting the amount of financial assistance
available through incentives

A further method of controlling or limiting
the operation of incentives may be to set upper
limits on the amount of financial assistance that a
host country can give to foreign investors in an
I1A. This could help avoid “incentives races” by
limiting the final amount that a country could offer
to an investor. On the other hand, this would also
raise  significant questions concerning the
definition of an “incentive”, as a narrow definition
could permit considerable discretion in the
avoidance of the limit through the use of devices
not normally considered incentives but which

could have the same economic effect as an
incentive, as discussed in section | above. Equally,
there may be difficulties in determining the
applicable limits, and the criteria by which these
are to be set. A further option may be for
governments to agree on criteria to discontinue
gradually some of the most distorting incentives
and, based on the agreed-upon criteria, to make the
granting of incentives subject to approval by a
regional or multilateral entity (UNCTAD, 1995).
The discouragement of economically harmful
incentives is a policy that would be attractive to
countries that wish to control the amount of public
expenditure on FDI projects and to limit their
discretion in such fields so as to enhance the
operation of market forces in investment decisions.
Other countries may prefer to preserve their
discretion in these matters.

c. Limiting incentives to essential social and
economic objectives

Following the example of the European
Union state aid provisions, briefly discussed in box
I1.2, an A may restrict the award of incentives to
those cases in which an overriding social need (for
example, the provision of essential infrastructure)
or economic exigency (for example, the need to
regenerate an economically underdeveloped region
or other identifiable entity) requires a level of
economic risk reduction to ensure that the required
investment takes place.

A variation of this approach is to make the
grant of incentives to foreign investors conditional
upon the unavailability of sufficient private sector
finance to make the project viable in the absence of
public sector subsidy. Where private sector finance
is available, the foreign investment in question
most probably does not require a public subsidy
given that the rate of return on the investment
would be sufficient to attract private investment
capital. However, certain investments, that may be
highly desirable from a social, economic and
developmental perspective, may offer too lengthy a
period of return to generate sufficient private sector
interest. In such cases it may well be important for
the government to underwrite part (in exceptional
cases possibly all) of the investment capital
required for the investment. This could be made
subject to the fulfilment of performance targets so
that the risk of wasted subsidy can be minimized
(see further Muchlinski, 1999, chapter 7).
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d. Checklist of FDI incentives

The evaluation of incentives is a difficult
matter. Countries could agree on a checklist of
points that governments may want to take into
account in their incentives policy and practices. It
could help to assess the costs and benefits of using
incentives and provide operational criteria for
assessing their effects (UNCTAD, 1995, pp 303-
304).

Option 2(g): Encouraging development-oriented
incentives

As noted above, certain types of incentives
may be useful tools for the economic development
of developing countries. Behavioural incentives in
particular can fulfil this role, if they are part of a
wider development policy. Accordingly, I[IA
provisions could seek to promote such
“development  friendly incentives”, through
permissive clauses that preserve the host country’s
discretion to offer such incentives. For instance,
incentives for the transfer of technology and skills
could be expressly encouraged, by making them
“non-actionable”, i.e. making them secure against
legal action.

In addition, provisions could be included
to extend to the activities of home countries. These
can be divided into two types: first, provisions that
limit the use of financial incentives on the part of
host developed countries to attract FDI, so as to
avoid unfair competition over internationally
mobile investment to the detriment of developing
host countries that may be unable to afford such
incentives;  second, provisions encouraging
development friendly home country incentives.

The main development effect of such
provisions, as explained in sections Il and Il
above, is to act as a spur to investment in
developing host countries. The latter, in particular,
could be considered as part of the range of home
country measures to encourage FDI flows to
developing countries and increase the benefits from
them (see further UNCTAD, 2003a, chapter VI).
Such provisions would incorporate home country
measures into I1A obligations. Such home country

provisions could be hortatory in nature and could
encourage “soft” cooperation in such areas as
information exchange, assisted outreach to home
country business groups and seminars and other
educational activities geared to improving
awareness of investment opportunities in host
developing countries. On the other hand, binding
obligations could also be included, though this may
be a more difficult step. Such provisions could
require financial commitments on the part of
developed home country parties to 1lAs through
e.g. assistance programmes. In  addition
commitments could be linked to follow up
programmes that seek to ensure the fulfilment of
such commitments. Finally such provisions would
need to take into account possible extraterritorial
effects of home country measures and ensure that
the obligations contained therein do not contradict
but complement host country incentives measures.
Thus a degree of cooperation between countries
party to an agreement containing home country
incentives measures may be necessary.

* * %

The foregoing discussion has highlighted
issues concerning the use of incentives to attract
FDI and benefit more from it. A number of
alternative approaches exist in this respect. There
may be strong reasons, especially of a
developmental nature, for adopting special
treatment of foreign or domestic investors (as the
case may be). Where such reasons are strong, it
may be important to preserve the policy space of
host countries in appropriate provisions in 11As. On
the other hand, such reasons must be balanced
against possible distortions of market mechanisms
that may ensue from governmental intervention in
this area. Thus, the challenge for negotiators of
[1As, should they wish to include provisions on
incentives in future agreements, is to find ways of
enhancing market mechanisms while accepting
that, in certain circumstances, the use of incentives
may be justifiable. However, this issue remains
highly sensitive and so the development of IIA
provisions in this field is likely to be approached
with considerable caution.
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Notes

A variation of locational incentives are site
incentives seeking to influence the choice of a site
within an economy, for instance, inducing investors
to locate in a backward area or away from a
congested area. Similarly, incentives can be used to
attract FDI into certain industries.

The application of the corporate tax regime in
Ireland has never explicitly distinguished between
foreign and domestic companies. However, most
analysts agree that it was more beneficial to
transnational corporations (TNCs), because of their
greater level of exports and profits (UNCTAD,
2003a, p. 141).

Employment and environment are analyzed in detail
in other chapters in this volume.

See further Daly, 1998.

Unless otherwise noted, all instruments cited herein
may be found in UNCTAD, 1996a, 2000a, 2001a,
2002a and 2004c; the texts of the BITs mentioned in
this chapter may be found in the collection of BITs
maintained online by UNCTAD at
www.unctad.org/iia.

Similar provisions are also contained in Annex | of
the 1997 BIT between Canada and Lebanon (section
I11, paragraph 5(b)).

See e.g. 1994 BIT between Indonesia and Malaysia
(article 111).

See the 1998 BIT between Chile and South Africa
(article IV, paragraph 4) and the 1995 BIT between
South Africa and The Netherlands (article 4,
paragraph 4).

See also a provision in the BIT between Mauritius
and South Africa granting parties the freedom to
adopt "any law, the purpose of which is to promote
the achievement of equality in its territory, or
designed to protect or advance persons, or
categories of persons, disadvantaged by unfair
discrimination in its territory" (article 3, paragraph
4(c)).

In this context, it should be noted that Argentina,
Colombia, Malaysia, Mexico, Pakistan and
Thailand were granted extensions to their
transitional period for compliance with the TRIMs
Agreement until 31 December 2003, the Philippines
until 30 June 2003 and Romania until 31 May 2003
under the provisions of article 5.3 of the TRIMs
Agreement. Performance requirements are analysed
broadly in chapter 14. For a recent study of the
effects of performance requirements, see UNCTAD,
2003c.

See further Guisinger and Associates, 1985.

See in this regard also the free trade agreements
between Mexico and Costa Rica (1994, article 13-
06), between Mexico and Nicaragua (1992, article
16-05) and between Mexico and Chile (1998, article
9-07); also the 1990 Free Trade Agreement between
Colombia, Mexico and Venezuela (article 17-04)
and the 1988 Free Trade Agreement between
Canada and the United States (article 1603).

In a spirit similar to that of the NAFTA, the draft
MAI did not preclude a party from conditioning the
receipt or continued receipt of an advantage, in
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connection with “an investment in its territory of an
investor of a Contracting Party or of a non-
Contracting Party...” on compliance with a number
of listed requirements, commitments or
undertakings.
Note however, that the 1996 Free Trade Agreement
between Canada and Chile has been supplemented
by the 1997 Agreement on Environmental
Cooperation and an Agreement on Labour
Cooperation.
For other examples of 11As dealing with this type of
environmental regulatory restrictions, see the free
trade agreements between Mexico and Costa Rica
(1994, article 13-16), between Mexico and
Nicaragua (1992, article 16-14) and between
Mexico and Chile (1998, article 9-15); also the 1990
free trade agreement between Colombia, Mexico
and Venezuela (artic le 17-13).
See the 2003 free trade agreement between Chile
and the United States (articles 18.2 and 19.2) and
2003 free trade agreement between Singapore and
the United States (articles 17.2 and 18.2). See also
the 2003 model BIT of the Belgian-Luxemburg
Economic Union (articles 5 and 6).
Article 18.2 of the 2003 free trade agreement
between Singapore and the United States.
In this regard, reference should be made to the 2003
OECD?’s checklist on FDI incentives agreed upon
by the Committee on International Investment and
Multinational Enterprise to serve as a tool to assess
the costs and benefits of using incentives to attract
FDI (UNCTAD, 20033, pp. 127128).
Pursuant to article 27.1, members recognize that
subsidies may play an important role in the
economic development programmes of developing
member countries and thus the SCM Agreement
contains a number of significant exceptions/
modifications to the “normal” WTO regime on
subsidies. The prohibitions concerning export/
import-related subsidies (article 3) do not fully
apply to developing countries:

e As far as subsidies for export performance are
concerned (article 3.1 (a)), Annex VII of the
SCM Agreement lists a number of developing
countries for which the prohibition shall not
apply. These are the least developed countries
as designated by the United Nations. According
to article 27.2(b), other developing countries are
exempt from the prohibition for a period of
eight years from the date of entry into force of
the WTO Agreement (i.e. until 1 January 2003).
For the following countries, the obligation to
respect the prohibition after eight years applies
only once the annual gross national product
(GNP) per capita has reached $1,000: Bolivia,
Cameroon, Congo, Cote d'lvoire, Dominican
Republic, Egypt, Ghana, Guatemala, Guyana,
India, Indonesia, Kenya, Morocco, Nicaragua,
Nigeria, Pakistan, Philippines, Senegal, Sri
Lanka and Zimbabwe (see Annex VII of the
SCM Agreement). According to article 27.4,
further extensions may be granted where it is
necessary to apply such subsidies (see the
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"Procedures for Extensions under Article 27.4
for Certain Developing Country Member"
adopted by the SCM Committee on 20
November 2001, WTO document G/SCM/39
and subsequent decisions by the SCM
Committee).

e With regard to subsidies concerning import
substitution (article 3.1 (b)), the prohibition did
not apply to developing countries for a period of
five years from the date of entry into force of
the WTO Agreement (i.e. until 1 January 2000).
For the least developed countries, the period
was eight years (i.e. until 1 January 2003).

%0 Special provisions for developing countries also

exist with regard to actionable subsidies. According
to article 27.8, there shall be no automatic
presumption that certain subsidies granted by a
developing country (i.e. those listed in article 6.1)
result in serious prejudice. Rather, such prejudice
needs to be demonstrated. With regard to other
actionable subsidies (i.e. those where not even
article 6 provides for an automatic presumption of
serious prejudice), article 27.9 establishes less
stringent dispute-settlement procedures.
Furthermore, according to article 27.13, none of the
WTO provisions on actionable subsidies shall apply
to direct forgiveness of debts or subsidies to cover
social costs when such subsidies are granted in the
framework of a privatisation programme of a
developing country. Both such a programme, and
the subsidies involved, need to be granted for a
limited period and notified to the Committee, and
the programme needs to result in eventual
privatisation of the enterprise. Finally, article 29
granted exemptions for transition economies.
Members in the process of transformation from a
centrally planned into a market, free-enterprise
economy could apply programmes and measures
necessary for such a transformation. For such
members, subsidy programmes falling within the
scope of prohibited subsidies and notified
accordingly had to be phased out or brought into
conformity with the SCM Agreement within a
period of seven years from the date of entry into
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force of the treaty (i.e. until 1 January 2002). In
exceptional circumstances, the Committee may
permit to those members departures from their
notified programmes, measures and their time frame
if such departures are deemed necessary for the
process of transformation.

This section draws on UNCTAD, 2003a, pp. 124-
126.

Central and Eastern European countries tend to use
a mix of fiscal and financial incentives (Mah and
Tamulaitis, 2000).

For example, when Intel decided to locate its sixth
semiconductor assembly and test plant in Costa
Rica, it did so after having evaluated sites not only
in Latin America but also in China, India,
Indonesia, Singapore and Thailand (Spar, 1998).
These gaps may arise from the general benefit of
attracting TNCs to integrate the host economy more
closely into global value chains, from specific
technological and skill benefits of FDI, the stimulus
to local competition or from launching a cumulative
process of building industrial capabilities or
agglomerations.

On the other hand, investments that are largely
determined by incentives are more likely to leave as
soon as the financial or fiscal benefits expire. In
Botswana, for example, which offered generous
investment incentives for the duration of five years
for individual projects, many companies, both
domestic and foreign, decided to close down their
activities after the incentives had expired
(UNCTAD, 2003d).

For example, economic development agencies in the
United States have included claw back clauses in
incentive agreements, stating that, if the company
concerned did not maintain this many jobs or spend
that much capital, then the development agencies
had the right to ask for the money back. While this
right has traditionally seldom been exercised, there
are signs that things are changing. For example, in
response to such claims, Alltel, a large telecom
company, volunteered to repay $11.5 million of the
$13 million it got from the state of Georgia two
years ago to set up a call centre in the state (Oliver,
2003).



78 International Investment Agreements: Key Issues




Chapter 16. Environment*

Executive summary

The issue of the environment touches all areas of
human endeavour. Its preservation and sustainable
utilization is an important component of
development. Nonetheless, this issue has only
recently caught the attention of national and
international  rule-makers. Therefore, it is
increasingly beginning to find its way into a wide
variety of international agreements. When it comes
to international investment agreements (l1As),
however, mention of environmental protection and
related matters has, to date, been largely absent.
This may not be surprising, because 11As might not
be considered as the primary instruments with
which to address environmental matters. Yet,
linkages between environmental concerns and
international investment rules do exist, including
where there is intent to ensure that investment rules
do not frustrate host countries’ efforts to protect the
environment. Moreover, IlAs can provide for a
framework to encourage the transfer of clean
technology and environmentally sound
management practices to host countries, which
could contribute to development objectives.

Since the present volumes focus on I1As,
this chapter concentrates on the few such
instruments containing environmental references.
Nonetheless, where appropriate, other relevant
international instruments are also discussed. The
following are key issues that have been addressed
in them: the general protection of the environment
through general references to the desirability of
safeguarding the environment; preserving national
regulatory space for environmental protection
and/or avoiding to attract foreign direct investment
(FDI) through a lowering of environmental
standards; and the transfer of environmentally
sound technology and management practices.

I1As mention the environment mostly by
making reference to the need to protect the
environment, sometimes linked to the principle of
sustainable development. They address the issue in
general terms, primarily in the preamble or general
provisions. These references are typically

expressed in hortatory language, often in the form
of mere “string references”, where the environment
is simply mentioned in a clause along with other
concerns. Beyond such general references to the
environment, and in the context of environmental
regulation, provisions in 11As sometimes take the
form of assertions (or assurances) that the
agreements’ provisions will not be injurious to the
environment or will not prevent the parties from
regulating environmental matters. Alternatively,
such provisions may actually affirm the right of a
host state to regulate environmental matters. A
close corollary to the last approach is that of urging
compliance with already existing environmental
legislation or international agreements and
undertaking to not lower environmental standards
in order to attract FDI. With respect to the latter,
concerns go beyond the actual lowering of
environmental  standards, and include lax
implementation of such standards, or halting
improvements thereto. Yet, certain developments
in 1lAs could run counter to such assertions,
affirmations and undertakings, for example, where
[1As provide for mechanisms through which
private investors could directly challenge all
governmental measures that affect their
investments. Such challenges, or even the threat of
a challenge, might discourage host countries from
adopting or enforcing measures to protect the
environment.

Going beyond these more general
approaches, 1lAs are sometimes designed in a
manner that encourages transnational corporations
(TNCs) to utilize more fully the potential they have
to contribute especially to the transfer of clean
technologies and  environmentally  sound
management practices, particularly to developing

countries. The wider diffusion and use of
environmentally sound technologies, in part
achieved through environmentally sensitive

management, could help to reduce the damaging
effects of certain activities. In this connection, the
discussion in this chapter also draws on the Rio
Declaration and its Agenda 21, which is
particularly significant in that it has informed —
and been specifically referred to in — a number of

* The present chapter is based on a 2001 manuscript prepared by S.M. Bushehri and Cynthia Wallace.
Substantive contributions were made by Jake Werksman. The final version reflects comments received from Victoria
Aranda, Charles Arden-Clarke, Werner Corrales, William Dymond, Harris Gleckman, Felipe Jaramillo, Joachim Karl,
Grace King, Mark Koulen, Barton Legum, Mansur Raza, Maximo Romero Jimenez, Homai Saha, Rupert
Schlegelmilch, Chak Mun See, Sabrina Shaw, Marinus Sikkel, A.J.W. Van der Linde and Andreas R. Ziegler.
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important instruments since its adoption. However,
where relevant provisions are included in Il1As,
they are typically formulated in non-binding
language. In addition, a few IIAs prohibit host
countries from imposing requirements on firms to
transfer technology. Such prohibitions, without
safeguards or qualifications, could be construed to
include transfer of environmentally sound
technologies.

Environmental protection interacts with
several other topics covered in these volumes. In
particular, there are interactions with admission
and establishment, especially in terms of screening
investments for their environmental impacts; with
incentives geared to attract FDI; and the promotion
of transfer of technology, of  which
environmentally sound technologies and possibly
management practices are a sub-group. Another
interaction arises in relation to takings of property,
if protection granted in an IIA against
expropriation is  construed to encompass
environmental regulation that could result in a loss
of the value of a covered investment. In some
instances, a further interaction might be with issues
concerning social responsibility, a concept that
includes core values with respect to the protection
of the environment.

A number of options exist with respect to
the way in which environmental matters could be
dealt with in IlAs. Parties could choose not to
address environmental protection issues. Secondly,
an 1A may include general, hortatory provisions
that stress the importance of environmental
preservation. Thirdly, specific clauses that affirm
or preserve the regulatory powers of host countries
with respect to environmental protection could be
included in Il1As. Equally, an 1A might contain
carve-put clauses for environmental measures.
Fourthly, parties could address environmental
protection through provisions that oblige them not
to lower standards in order to attract FDI. Finally,
IIAs could include mandatory legal duties,
addressed to actors in FDI, to observe certain
environmental standards, including those related to
environmentally sound technology and
management practices, which could be provided
for, or incorporated by reference, in the respective
IAs.

Introduction

The area of environmental concerns gained in
importance in relations between host countries and

TNCs over the decade of the 1990s. At that time,
there was a growing awareness, on the part of
countries, of the importance of environmental
protection and the need for the restoration, in some
countries, of degraded environments.
Simultaneously, there was a heightened
consciousness of the possible linkage between
some of these concerns and the activities of TNCs,
without  however implying an inherent
incongruence between measures taken by a host
country to protect the environment and to attract
FDI.

Environmental issues cover a broad scope
of activities and are dealt with in a wide spectrum
of instruments beyond those specific to FDI. The
concept of environmental protection is wide, and
includes among other issues, the quality of air,
water and soil; the sustainable use of natural
resources; human, animal and plant health; as well
as macro- and micro-ecosystems. Environmental
regulations cover all firms, domestic and foreign-
based. It is recognized that what is good as regards
TNCs is also good as regards domestic firms.
However, in light of the specific objectives of these
volumes, the present chapter concerns itself only
with the interface between the environment and
FDI. Since few IlAs actually contain provisions
that refer directly to the environment or
environmental protection, this chapter also cites
environmental agreements with direct reference to
FDI or TNCs, as the relevant provisions are useful
to 1A negotiators grappling with the same
concerns. This is all the more important as future
1A negotiators may well need to address
environmental concerns.

Section |
Explanation of the Issue

The internationalization of production of goods
and services through FDI increases the likelihood
of the extension of any related environmental
damage to a greater number of countries and,
therefore, to a larger part of the world’s
environment. At the same time, this process offers
an opportunity for the improvement of the
environment in many countries through the
diffusion and use of environmentally sound
technologies and management practices that are at
the disposal of TNCs. Thus, the role that FDI and
TNCs can play in abating environmental
degradation and promoting sustainable
development is of considerable importance.
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Efforts with regard to environmental
preservation are taken primarily at the national
level through regulation that apply mandatory,
statute based, rules of conduct (UNCTAD, 1999b,
p. 291 and UN/DESD/TCMD, 1992b, pp. 235-
237). Increasingly, however, private enterprises
and non-governmental organizations (NGOs) are
also making efforts to contribute to the
preservation of the environment® At the
international level, and with particular reference to
I1As, the question arises of how such instruments
have addressed the responsibility of the relevant
actors concerning environmental protection.
Several key issues can be identified, which have
informed discussions and provisions that address
the interface between the environment and FDI:

e General protection of the environment. An
important component of development is
environmental welfare and sustainability. It is
now generally accepted that, to be effective,
environmental protection — from reversing
environmental degradation to increasing
environmental welfare through the
development and use of environmentally
sound technologies and management practices
— is a matter that has to be pursued by both
public and private actors at all levels. At the
international level, cooperation on the
preservation of the environment has included
efforts to develop working models of
sustainable  development that integrate
economic, social and environmental concerns
(UN/DESD/TCMD, 1992b). The pace and
breadth of such efforts increased significantly
during the 1990s, highlighting the importance
of environmental preservation in general.

e Preserving national regulatory space for
environmental protection. From a regulatory
perspective, the need to accommodate national
environmental concerns could sometimes be
construed to conflict with obligations
contained in I1As. Without the preservation of
some flexibility to regulate for the protection
of the environment, therefore, a number of
measures could be construed as triggering a
State’s breach of its obligations under 11As.?
One way in which the general protection of the
environment can be addressed in IIAs is,
therefore, to ensure that Governments seeking
to protect the environment cannot be
challenged as acting contrary to their
obligations under 1lAs, i.e. have sufficient
national regulatory space for environmental
protection.

Discussions on international investment rule-
making also include concerns relating to
environmental measures that might be seen as
constituting arbitrary means of discriminating
against foreign investors. Home countries may
also be seen as attempting to impose their
environmental standards beyond their own
borders through legislation aimed at the
operations of their nationals abroad. (The latter
issue of extra-territorial measures is being
discussed in more detail in chapter 22)
Moreover, concerns do not necessarily relate
solely to actual environmental damage, but
could also encompass serious threats or
irreversible damage to the environment under
the “precautionary principle”.?

Attracting FDI through a lowering of
environmental standards. All countries seek
to attract FDI because of the tangible and
intangible assets it can bring to a country to
advance its development process. In their
eagerness to attract such investment, host
countries may sometimes be tempted to lower
their environmental standards to increase their
locational advantages to TNCs — or TNCs
may sometimes suggest that such a lowering
would positively influence their locational
decision making. The issue goes beyond the
actual lowering of environmental standards.
The non-application or lax implementation of
such standards might have the same effect.
Equally, there may be concerns that countries
would not improve their environmental
regulations out of concern for the impact this
might have on their locational advantages to
TNCs. This “chilling-effect” is therefore
another component of the concept of the
relaxation of environmental standards in the
interest of attracting FDI.

Transfer of environmentally sound
technology and management practices.
Beyond these general questions, a key issue
concerns the extent to which the transfer of
environmentally  sound technology and
management practices to developing countries
can be encouraged. Today, there is growing
recognition that protecting the environment
requires that the entire range of production
processes and products be environment-
friendly. One problem in this respect is the
continued use, in many countries, of obsolete,
environmentally damaging industrial
production techniqgues and management
practices. The response of TNCs to
environmental issues differs in one important
respect from that of uninational firms. In



82 International Investment Agreements: Key Issues

addition to managing the environment through
pollution-abatement practices, environmental
management systems, education and training,
TNCs must also manage these issues in
relation to affiliates located in different
countries. Hence, an added dimension for
them is cross-border environmental
management, which is a key issue in assessing
their impact on the environment in host
developing countries. Thus, the specific
decisions that TNCs take with regard to the
application and transfer of environmentally
sound technologies and management practices
can play an important role in the overall
environmental health of a host country. One
recent study showed that it is even cost-
effective to do so (UNCTAD, 1999b).

One possible spin-off of such transfers is a
“demonstration effect” on other enterprises, as
expressed in the Commentary on the recent
2000 OECD Guidelines for Multinational
Enterprises (OECD Guidelines). It states that
TNCs “often have access to technologies or
operating procedures which could, if applied,
help raise environmental performance overall.
Multinational  enterprises are frequently
regarded as leaders in their respective fields,
so the potential for a ’demonstration effect’ on
other enterprises should not be overlooked”
(OECD, 2000b, p. 9).*

* k%

The key issues with the most direct
relevance to the interaction between FDI and TNCs
on the one hand and environmental protection on
the other, have been sketched out above. Several
other issues have also received attention, including
assessing the environmental impact of production
and environmental financial and non-financial
reporting standards. Typically, however, these
issues are not elaborated in I1As and therefore, will
only be briefly documented in this chapter. Finally,
issues related to the implementation and
enforcement of environmental obligations in 1lAs
are not addressed here. (For a general discussion of
such issues, see UNCTAD, 2000b.)

Section Il
Stocktaking and Analysis

As previously mentioned, environmental concerns
are largely addressed at the national level (box 1).
However, countries are now increasingly pursuing
ways to enhance environmental protection and the

contribution of TNCs thereto at the international
level.

Indeed, efforts at the national level are
being reflected in instruments at the international
level. Interestingly, though, while many investment
related  regulatory  developments  progress
internationally from bilateral to regional, and
regional to multilateral levels, this is typically not
the case with respect to environmental matters. In
fact, bilateral investment treaties (BITs) are largely
silent on the issue of the protection of the
environment. Instead, the efforts at the national
level in this respect have been internationalized
primarily in regional and multilateral fora.

Box 1. Protection of the environment at the national
level

Efforts to address environmental concerns at
the national level often involve Governments,
enterprises and civil society. With respect to
governmental regulation, many countries have adopted
measures related to the protection of the environment.
Their scope and level of sophistication varies, which
creates stark differences between national frameworks
for the protection of the environment. Most
Governments rely on regulatory frameworks that apply
mandatory, statute based, rules of conduct, as well as
the imposition of taxes and charges. Increasingly,
however, some positive incentives and market-based
policies are introduced, which include reliance on
environmental impact assessment studies and providing
for financial guarantees against environmental damage.

Complementing  governmental  regulation,
some enterprises, including TNCs and industry
groupings, have also contributed to efforts regarding
environmental protection through the adoption and
maintenance of relevant corporate/industry codes of
conduct. Such codes are internal rules and, as such, are
typically not enforced by national authorities. Through
the adoption and observance of these environmentally
friendly codes of conduct throughout their operations,
TNCs — by improving their own environmental
performance — can enhance the environmental
performance of their host countries and, in particular,
make up for implementation deficits that might exist in
some countries in which they operate. In addition,
TNCs are quite familiar with the need for
environmental assessments in project planning, design
and implementation, and often undertake such studies
themselves.

Moreover, the involvement of civil society,
including NGOs, coupled with increasing consumer
demand for environment-friendly products and
processes, are factors that are providing additional
incentives for protection of the environment.

Source: UNCTAD.
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The remainder of this section takes stock
of how IlIAs have addressed the issue of
environmental protection. In doing so, attention is
also being given to international agreements that,
although not 11As, address TNCs specifically. This
is particularly the case in the 1992 Rio Declaration
on Environment and Development and the related
Agenda 21 (UNCED, 1993) adopted by the
1992United Nations Conference on Environment
and Development. This international commitment
contains a number of provisions directly addressed
to TNCs and explicitly meant to protect the
environment in the context of FDI. Its clauses
relate  to global corporate environmental
management, environmentally sound production
and consumption patterns, risk and hazard
minimization, full-cost environmental accounting,
and international environmental support activities.”

A. General protection of the
environment

1. General references to the environment

References meant to ensure the general
protection of the environment take a number of
forms in IlAs, including “string” references and
other similar hortatory language in the preamble or
general provisions that merely mention the issue.
They address both Governments and enterprises.

a. Provisions relating to the responsibility of
Governments

An example of a string-type reference
addressed to Governments is that appearing in the
Treaty Establishing the Latin American Integration
Association.® Article 14 of the Treaty exhorts
member countries to “take into consideration,
among other matters, scientific and technological
cooperation, tourism promotion and preservation
of the environment”.

During the negotiations of the Multilateral
Agreement on Investment (MAI), certain
preambular language had been proposed by the
Chairperson of the negotiations as part of the
“package” of environmental provisions, as follows:

“Recognising that investment, as an engine of
economic growth, can play a key role in
ensuring that economic growth is sustainable,
when accompanied by appropriate
environmental and labour policies; ...

Re-affirming their commitment to the Rio
Declaration on Environment and Development,

and Agenda 2land the Programme for its
Further  Implementation, including the
principles of the polluter pays and the
precautionary approach; and resolving to
implement this Agreement in a manner
consistent with sustainable development and
with environmental protection and
conservation; . ..’
Notes that accompany the MAI Draft Negotiating
Text suggest there was still considerable
disagreement among the negotiators as to whether
these provisions had struck the right balance
between the investment liberalization objectives
and the various environmental instruments and
principles cited.®

References to environmental preservation
have also been included in general provisions of
other instruments. In the Fourth ACP-EEC
Convention (Lomé 1V), under article 77, actual
mention is made of investment in connection with
environmental concerns:

“In order to facilitate the attainment of the
industrial development objectives of the ACP
States, it is important to ensure that an
integrated and sustainable  development
strategy, which links activities in different
sectors to each other, is evolved. Thus sectoral
strategies  for  agricultural and  rural
development, manufacturing, mining, energy,
infrastructure and services should be designed
in such a way as to foster interlinkages within
and between economic sectors with a view to
maximizing local value added and creating,
where possible, an effective capacity to export
manufactured products, while ensuring the
protection of the environment and natural
resources.
In pursuit of these objectives the Contracting
Parties shall have recourse to the provisions on
trade promotion for ACP products and private
investments, in addition to the specific
provisions on industrial cooperation”.
Here, though a binding agreement, Lomé 1V does
not include mandatory environmental provisions.
Even the “shall” language is not linked to a clearly
identifiable  obligation but only indicates
“recourse” to other provisions.

Lomé IV was replaced in 2000 by the
Cotonou Agreement, which introduces a number of
clauses that link economic development and the
environment. The link, more specifically, between
FDI and the environment in the Cotonou
Agreement may not be apparent at first glance. It is
provided for, however, at the outset, in article 1 of
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the Agreement entitled “Objectives of the
partnership”. Article 1 states that efforts to
integrate  “the ACP countries into the world
economy in terms of... private investment”, which,
in the context of this Agreement, includes FDI,
shall apply and integrate, at every level, the
“principles of sustainable management of natural
resources and the environment” (Cotonou
Agreement, 2000). While the number of references
with regard to environmental protection have
increased significantly in this instrument,® they
nevertheless comprise statements of objectives,
political commitments on cooperation and general
references to the environment.
An example of a provision with stronger
language in article 51 (1)(b) of the Treaty for the
Establishment of the Economic Community of
Central African States, where its member States
have agreed “to arrange for an appropriate
application of science and technology in the
development of agriculture ... and preservation of
the environment; ...”. It should be noted that,
while the provision is in mandatory language, its
effectiveness might be diminished to the extent that
the obligation extends only to the arrangement for
appropriate application of science and technology.
I1As occasionally go beyond general
references and address environmental protection in
more detail.
An example including particulars on the
environment can be found in the Cotonou
Agreement. Article 32 entitled “Environment and
natural resources”, provides for cooperation in
relation to the protection of specified areas of the
environment.® According to the principles that
underlie the Agreement, these must be taken into
account in all joint efforts by the Parties, including
efforts to channel FDI to ACP countries. It is
interesting to note that the Agreement also takes
into account the special needs of some of the
Cotonou partners.
In stronger language, the Convention on
Environmental  Impact Assessment in a
Transboundary  Context, signed by over25
European countries, Canada and the United States,
provides, in article 2(1), that:
“1. The Parties shall, either individually or
jointly, take all appropriate and -effective
measures to prevent, reduce and control
significant adverse transboundary
environmental  impact from  proposed
activities” (ICEL, 1995, p. 12).

While this Convention is not an llA, its

significance in terms of FDI — in the context of

transboundary environmental harm — should not be
overlooked. This is because according to its article
1(v), ... “Proposed activity ” means any activity or
any major change to an activity subject to a
decision of a competent authority in accordance
with an applicable national procedure” (ibid.), a
definition which is broad enough to include
activity arising from FDI.

b. Provisions relating to the responsibility of
TNCs

Some international instruments also
address directly, through general references, the
responsibility of enterprises concerning the
environment. An example of a string reference is
furnished by the original 1976 and revised 1991
OECD Guidelines, which were the precursors to
the 2000 OECD Guidelines. Enterprises were
exhorted, under “General Policies” (paragraph 2),
to “give due consideration to [member] countries’
aims and priorities with regard to economic and
social progress, including industrial and regional
development, the protection of the environment
and consumer interests, the creation of
employment opportunities, the promotion of
innovation and the transfer of technology ”.**

In the 2000 OECD Guidelines, the string
reference was replaced by a dedicated (albeit one-
line) paragraph 1, which, again under “General
Policies”, states:

*“... enterprises should:

1. [clontribute to economic, social and

environmental progress with a view to

achieving sustainable development; 7

(OECD, 20004, p. 3).
Paragraph 2 of the Commentary on the 2000
OECD Guidelines, under  the heading
“Commentary on General Policies”,
unambiguously states that “[o]beying domestic law
is the first obligation of business” (OECD, 2000b,
p. 3). Thus, the recommendations seek to promote
corporate action and results that go beyond those
envisioned under domestic law. This demonstrates
how the Guidelines have evolved on the subject of
environmental protection. The Guidelines are
addressed to TNCs, not to Governments. They are
non-binding commitments. Nevertheless, it should
be noted that the 2000 OECD Guidelines’
implementation procedures — an important
component of the instrument — were strengthened
as compared to its predecessors.

Section V of another OECD instrument,
the Principles of Corporate Governance,*? states
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that one of the responsibilities of a company’s
board is “to implement systems designed to ensure
that the corporation obeys applicable laws,
including tax, competition, labour, environmental,
equal opportunity, health and safety laws”.

Beyond general references, provisions in
I1As sometimes address, with some specificity, the
responsibility of TNCs with respect to the
environment. The United Nations draft Code of
Conduct on Transnational Corporations does so in
some detail (box 2).

Box 2. The United Nations draft Code of Conduct on
the issue of environment

In its section on the “Activities of
Transnational Corporations”, subsection “Economic,
financial and social”, paragraphs 41-43 deal with
“Environmental protection”:

“Transnational corporations shall/should carry
out their activities in accordance with national laws,
regulations, administrative practices and policies
relating to the preservation of the environment of the
countries in which they operate and with due regard to
relevant  international ~ standards.  Transnational
corporations shall/should, in performing their activities,
take steps to protect the environment and where
damaged to [restore it to the extent appropriate and
feasible] [rehabilitate it] and should make efforts to
develop and apply adequate technologies for this
purpose.

Transnational corporations shall/should, in
respect of the products, processes and services they
have introduced or propose to introduce in any country,
supply to the competent authorities of that country on
request or on a regular basis, as specified by these
authorities, all relevant information concerning:

Characteristics of these products, processes and
other activities including experimental uses and
related aspects which may harm the environment
and the measures and costs necessary to avoid or at
least to mitigate their harmful effects;

Prohibitions, restrictions, warnings and other
public regulatory measures imposed in other
countries on grounds of protection of the
environment on these products, processes and
services.

Transnational corporations shall/should be
responsive to requests from Governments of the
countries in which they operate and be prepared where
appropriate  to  cooperate  with international
organizations in their efforts to develop and promote
national and international standards for the protection
of the environment”.

Source: UNCTAD, 1996, vol. I, pp. 169-170.

NGOs have been particularly active in
addressing environmental matters. An example is
the  “Principles” of the Coalition for
Environmentally Responsible Economies
(CERES), a document that was drafted by an
investor grouping. The endorsers of the CERES
Principles affirm in the introduction, their “belief
that corporations have a responsibility for the
environment, and must conduct all aspects of their
business as responsible stewards of the
environment by operating in a manner that protects
the Earth”. This includes a pledge to “update ...
practices constantly in light of advances in
technology and new understandings in health and
environmental science” (ibid.). The document
highlights the commitment to reduce or eliminate
damage to certain areas of the environment, such
as the biosphere and natural resources. In addition,
certain practices related to waste disposal, energy
conservation, human health hazards, production
processes and products and their relevant
management practices, environmental restoration,
and information management are addressed. While
the CERES Principles address TNCs indirectly, the
draft NGO Charter on Transnational Corporations
prepared by The People’s Action Network to
Monitor Japanese TNCs, does so directly, in a
section entitled “Protection of nature, the
environment and natural resources” (box 3).

Box 3. The draft NGO Charter on Transnational
Corporations

“13. The TNC shall take full account of its effect and
impact on the environment and natural resources and
fully conform to national/ local laws and regulations
regarding protection of the environment and the
ecosystem, and the conservation of natural resources in
the country/region where it operates while conforming
to the relevant international standards. When doing so,
the TNC shall observe the following:

(1) Implement an environmental
follow up with a review.

(2) Establish an environmental/conservation policy
and guideline and develop a pro-environmental
management system.

(3) Freely disclose information on the company’s
environmental policy.

14. When any environmental destruction or other

negative impact due primarily to the operations of the

TNC, it shall take the appropriate measures including

compensation for the damage caused by the

environmental damage and restore the environment to
its original state”.

Source: UNCTAD, 2000a, vol. V, p. 403.

assessment and
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Thus, these instruments reflect that the
responsibility of TNCs with respect to
environmental protection goes beyond compliance
with relevant national or international standards.
Responsibilities extend to, among others, the
development and maintenance of best practices on
environmental restoration, conservation, risk and
impact assessment and information dissemination,
as well as cooperation with national authorities.

* * *

The preceding discussion shows that a
limited number of IIAs address environmental
protection issues through general references
addressed either at Governments or TNCs. The
language is mostly hortatory but, in some cases,
mandatory language has been used. The remainder
of this sub-section turns to more specific issues that
arise in the context of [lAs concerning
governmental  measures that affect the
environment.

2. Preserving national regulatory space for
environmental protection

The protection of the environment requires
a systemic undertaking by all actors concerned.
With respect to Governments, such an undertaking
typically comes through environmental regulation.
The ability to take environmental measures is an
issue addressed in some I1As.

Sometimes the language of an agreement
simply provides that its provisions should not
prevent the parties from regulating their own
environment. For example, the 1992 North
American Free Trade Agreement (NAFTA, article
1114, paragraph 1) stipulates that:

“Nothing in [Chapter Eleven on investment]
shall be construed to prevent a Party from
adopting, maintaining or enforcing any
measure otherwise consistent with this Chapter
that it considers appropriate to ensure that
investment activity in its territory is undertaken
in a manner sensitive to environmental
concerns”.
Similar language is contained in the 1994 World
Trade Organization (WTQO) General Agreement on
Trade in Services (GATS, article XIV: General
Exceptions) and in article G-14(1) of the 1996
Canada-Chile Free Trade Agreement, which
actually uses the NAFTA language verbatim.

Other agreements go further to affirm the

right of a host state to regulate environmental

matters. In other words, the same substantive right
can be expressed in a more positive manner, as was
recommended for inclusion in the MAI Draft
Negotiating Text by the Chairperson of the
negotiations:
“A Contracting Party may adopt, maintain or
enforce any measure that it considers
appropriate to ensure that investment activity is
undertaken in a manner sensitive to health,
safety or environmental concerns, provided
such measures are consistent with this
agreement” .

Both of the above treaty texts fall short of
using mandatory language to oblige a party to take
the measure described. However, they also appear
to limit the scope of the “guarantees” or of the
“affirmative right” to regulate, by requiring that
measures be otherwise “consistent” with an 11A’s
substantive obligations.

An example of the right to regulate on
environmental ~ protection, free of  this
conditionality, is found in article 18 of the 1994
Energy Charter Treaty (ECT) on sovereignty over
energy resources:

““Each state continues to hold in particular the
rights to decide the geographical areas within
its Area to be made available for exploration
and development of its energy resources, the
optimalization of their recovery and the rate at
which they may be depleted or otherwise
exploited, ... and to regulate the environmental
and safety aspects of such exploration,
development and reclamation within its Area
The legal nature and the limited scope of the first
two examples not withstanding, all three examples
underline the negotiators’ intent not to unduly
restrict, or even discourage, the discretion of
Governments to regulate investment activities for
environmental purposes.

The Tratado de Libre Comercio entre
Centroamérica y Republica Dominicana, though
not an IlA, illustrates that obligations to adopt
measures to assure the observance of domestic
environmental legislation, with specific reference
to investors, can exist as part of a binding
agreement. This Treaty, while specifically
excluding environment from the scope of the
application of its investment chapter (Chapter 1X,
article 9.15), provides that:

“Each Party shall adopt, maintain or take
whatever measures, consistent with this
chapter, that it considers appropriate to assure
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that the investments in its territory observe the

legislation in matters of the environment ...”

[author’s translation].
However, the conditionality — “consistent with
this chapter” — still limits a broader application.
Moreover, the obligation extends to measures that
each party considers appropriate, which implies
that each party retains wide discretion in
addressing the observance of its existing
environmental regulation by investors. Thus, the
practical effect of the provision to ensure the
protection of the environment depends upon the
commitment of the parties to the environment,
within the confines of the legal structure of the
chapter.

Another approach is evident in the BIT
between Costa Rica and the Netherlands, where an
investment is covered under the agreement if it has
been made “in accordance with the laws and
regulations” of the host country, which includes
“its laws and regulations on environment”
(article 10). Here, compliance with, inter alia,
environmental laws, is an explicit prerequisite for
the application of the BIT to an investment.
(Presumably however, such an explicit reference in
not needed when a treaty refers to “in accordance
with laws and regulations” of the host country, as
these include also those on the environment.) Upon
entering as an investor, all environmental laws
have to be observed and, it goes without saying,
that the new legislation will likewise have to be
adhered to in cases in which a duly qualified
investment under article 10 is confronted with a
subsequently enacted, more stringent
environmental regulation.

The inclusion of the right to regulate for
environmental protection in an I1A often actually
takes the form of certain exclusions or general
exceptions, whereby environmental matters are
carved out of an agreement and are thereby not
subject to its provisions. This can provide a legal
basis for justifying investment-related
environmental measures that might otherwise be
precluded by the agreement. Articles XX of the
General Agreement on Tariffs and Trade (GATT)
and XIV of GATS provide good examples of direct
and indirect implications for TNCs, not only in the
area of trade in goods and services, and investment
in services (e.g. article XVI1.2 (f) of the GATS), but
also in investment activity generally. Both the
GATT and the GATS, while safeguarding their
well-entrenched principle of non-discrimination,
allow an exception for measures “necessary to
protect human, animal or plant life or health”

(WTO, 19954, p. 455). However, they are not to be
“applied in a manner which would constitute a
means of arbitrary or unjustifiable discrimination
between countries where the same [GATS: “like”
(ibid., pp. 296-297)] conditions prevail, or a
disguised restriction on international trade [GATS:
“trade in services”]” (ibid.).

At the same time, NAFTA ’s article 2101
provides that:

“GATT Article XX and its interpretative
notes, or any equivalent provision of a
successor agreement to which all Parties are a
party, are incorporated into and made part of
this Agreement. The Parties understand that
the measures referred to in GATT Article
XX(b) include environmental measures
necessary to protect human, animal or plant
life or health, and that GATT Article XX(g)
applies to measures relating to the conservation
of living and non-living exhaustible natural
resources” (ILM, 1993a, p. 699)."

This whole area of general exceptions is
important in that it has been a principal mechanism
for dealing with environmental matters where they
appear in 1lAs and other agreements with
environmental components or ramifications. Thus,
measures under environmental exceptions, whether
they are based on multilateral environmental
agreements (box 4) or more general environmental
objectives, provide a kind of safety valve for
environmental protection in the context of
investment and trade liberalization agreements.

Box 4. Multilateral environmental agreements

Multilateral environmental agreements
(MEAS) need to be specifically mentioned, since the
potential for conflict between MEAs and international
investment rules may have been heightened by the use,
in some MEAs, of mechanisms that seek to require or
promote the transfer of environmentally friendly
technologies, to regulate access to and investment in
natural resources, and to stimulate investment in
particular countries or categories of projects. Each of
these initiatives may require individual states or
international organizations to promote certain kinds of
investments or investors for environmental purposes, in
a way that may directly or indirectly discriminate on the
basis of country of origin (Werksman and Santoro,
1998).

Faced with concerns about potential conflicts
with trade rules, the NAFTA parties have agreed that,
should any conflict arise between their investment or
trade obligations under that agreement and “specific
trade obligations” set out in selected MEASs, the
obligations in these MEAs “shall prevail” to the extent
of the inconsistency, provided that, where a party has a

/...
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Box 4 (concluded)

choice among equally effective and reasonably
available means of complying with such obligations,
the party chooses the alternative that is the least
inconsistent with the other provisions of this Agreement
(article 104, paragraph 1). This specific exception
would not apply, however, unless it is shown that the
party defending the measure, if faced with an “equally
effective and reasonably available means of
complying” with its obligation under the MEA, has
chosen “the alternative that is the least inconsistent”
with the NAFTA (ibid.). This explicit subordination of
an IlA to an MEA was unprecedented when the
NAFTA text was agreed. It reflected the recognition, by
the parties, of the importance of these particular MEAs,
the wide support these agreements have received from
the international community, and the very specific
nature of the trade measures that they authorize. The
NAFTA exception is, however, drawn very narrowly. It
applies only with respect to specified treaties and would
not extend to any investment (or trade-related)
measures that a party might choose to use to meet its
international environmental commitments.
Furthermore, it appears to place the burden of proving
that the measure was the “least trade inconsistent”
measure possible, on the responding party (Johnson and
Beaulieu, 1996).

Source: UNCTAD.

These exceptions allow a country the
opportunity to defend a challenged environmental
measure that might otherwise have been found to
violate an I1A. It should be noted, however, that, in
the context of a formal dispute, when exceptions
have been invoked, they have been interpreted
narrowly by dispute settlement bodies. For
example, the use of exceptions in the context of
GATT disputes panel proceedings have led to the
conclusion that, generally, such clauses have been
strictly construed (Hudec, 1993).

This conclusion also holds with specific
reference to the application of general exceptions
clauses to environmental measures in the context
of not only the GATT, but also the 1988 Canada-
United States Free Trade Agreement (the precursor
to NAFTA)(box 5). Thus, the concern arises as to
whether or not general exceptions provide for an
adequate protection against possible challenges to
measures taken to protect the environment.

Another form of including exceptions to
particular substantive provisions is through a
specific clause contained in such provisions, as is
exemplified by the MAI Draft Negotiating Text, in
its section relating to performance requirements,
which states:

Box 5. General exceptions and environmental
measures in international trade disputes

There are no provisions in GATT directly
prohibiting member countries to enact environmental
protection measures. A number of GATT articles are,
however, relevant to such measures. These include
article I on most-favoured-nation treatment, article 11l
on national treatment on internal taxation and
regulation and article XI on the general elimination of
quantitative restrictions, as well as certain sections of
article XX on general exceptions. Specifically, article
XX, in its relevant parts, states that:

“Subject to the requirement that such measures
are not applied in a manner which would constitute a
means of arbitrary or unjustifiable discrimination
between countries where the same conditions prevail,
or a disguised restriction on international trade, nothing
in this Agreement shall be construed to prevent the
adoption or enforcement by any contracting party of
measures:

... (b) necessary to protect human, animal or plant life
or health;

... (g) relating to the conservation of exhaustible
natural resources if such measures are made effective in
conjunction with restrictions on domestic production or
consumption (WTO, 19953, p. 455)”.

Thus, with  particular  reference to
environmental measures, paragraphs (b) and (g) of
article XX allow WTO members to adopt GATT-
inconsistent policy measures provided that the
measures do not result in arbitrary or unjustifiable
discrimination between countries where the same
conditions prevail and, do not constitute disguised
restriction on international trade (general requirements
of article XX).

In general, the interpretation of GATT panels
in disputes where parties have sought to rely on
paragraphs (b) and (g) of article XX to justify their
measures have focussed on the terms “necessary” in
paragraph (b) and “relating to” in paragraph (g). For
example, the GATT Panel on Section 337 of the United
States Tariff Act defined the term “necessary” in
paragraph (b) in a two-level analysis. First, it decided
that “necessary” implies that no GATT-consistent
measure could reasonably be undertaken. Second, it
held that the measure undertaken had to be shown as
having the “least degree of inconsistency with other
GATT provisions™.” In the United States-Mexico Tuna-
Dolphin case,’ the panel held that the necessity of the
protective measure related to the product and not the
production method, and further, that an unilateral,
extra-territorial measure did not benefit from the article
XX (b) exception.

With respect to article XX (g) of the GATT,
the panel in the Herring and Salmon® dispute held that
a measure “relating to” conservation would be
justifiable under article XX(g) only if it is primarily
aimed at conservation. A follow-up case was submitted
to a dispute settlement panel under the Canada-United
States Free Trade Agreement, which incorporated into

/...
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Box 5 (continued)

the Agreement the relevant GATT articles. Here, the
CUSFTA Panel® concluded that the measure in question
should not be broader in scope or application than
necessary for achieving the specific conservation aims
to which it relates.

Thus, under the jurisprudence of GATT and
CUSFTA panels, no contested measure was found to be
either “necessary” or “relating to” environmental
protection. The general requirements of article XX
were analyzed implicitly through the legal definitions
of the terms “necessary” and “relating to”, but were not
specifically addressed.

However, the WTO Appellate Body (AB), in
its first decision