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ABSTRACT

This thesis is concerned with the potential effect of the Multilateral Agreement on
Investment (MAL1) upon the environment. It is specifically concerned with whether
investment activity under the MAI will Icad to sustainable development. It explores the
relationship between international investment and the environment and determines three
criteria by which to judge whether the MAI will Icad to sustainabie development. These
.criteria are: 1) the MAI should provide a certair, liberalised and non discriminatory legal
regime for international investment, 2) it should govern international investor behaviour,
and 3) it should allow countrics latitude to regulate international investment when it .
becomes clcar that such investment is having a deleterious effect upon the environment.
This thesis analyses the draft provisions of the MAI to determine whether it meets these

criteria. It concludes that the agreement will meet the first criterion but not the final two

and therefore that it will not promote sustainable development.
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INTRODUCTION

In 1995 the countries who are part of the Organisation for Economic Co-operation and
Development (OECD)' began to negotiate an international agreement on investment
known as the Multilateral Agreement on Investment (MAI). OECD nations intended to
conclude and sign the MAI during 1997. However, in that year a coalition of non
governmental organisations (NGOs) protested against the MAI stating that it would lead
to both a breach of international labour standards and to environmentai degradation. The
protest was so powerful that it stalled the OECD negotiations and countries commenced
extensive inquiries which continue today into the potential impact of the MAI. This paper
is intended to add to the growing body of research on the potential effect of the MAI upon

the environment.

Commentators who have examined the potential impact of the MAI upon the environment
express widely varying opinions. For example, critics of the MAI such as Clarke and
Barlow state that “all countries seem to be willing to sacrifice their responsibility to the
environment to be players in a competitive world. The loss in the earth’s.”> And
Swenarchuk states that “the MAI suffers from a lack of balance between commercial
interests and the interests of citizens and the environment.... if signed, it will provide
corporations with powerful new tools to prevent regulation of their activities for social

"3

and environmental purposes.” However, supporters of the MAI believe that “a high

standard (investment) agreement and increased liberalisation can be consistent with a

'Australia, Austria, Belgium, Canada, Czech Republic. Denmark, France, Finland, Germany,
Greece, Hungary, Iccland, Ircland. Italy, Japan, Korea, Luxcmbourg, Mexico, the Netherlands, New
Zealand. Norway, Poland, Portugal, Spain, Sweden, Switzerland, Turkey. the United Kingdom, the United
States and the European Community.

2T. Clarke and M. Barlow. ALAl: the Multilateral Agreement on Investment and the Threat to
Canadian Sovereignty (Canada: Stoddarnt Books, 1997) at 101.

M. Swenarchuk, “The MAI and the Environment” in in A. Jackson and M. Sanger (eds.)
Dismantling Democracy (Canada: Canadian Center for Policy Alternatives, 1998) 120 at 134.



2

commitment to environmental protection and sustainable development™ as long as “sound
environmental policies are properly integrated with trade and investment policies.”* This
paper will consider the draft provisions of the MAI to determine whether it does in fact
incorporate sound environmental principles which make it compatible with the goal of
sustainable development, whether it will lead to the environmental degradation that the

critics predict, or whether the answer lies somewhere in between.

All human actions lead to some change and arguably some degradation of the
environment. The question then for those who must decide whether to sign the MAI or
not is whether it will lead to environmental degradation that is acceptable. This paper
utilises the concept of sustainable development to determine whether the MAI will lead to
acceptable environmental degradation. Sustainable development is development which
allows the current generation to develop but leaves a sufficient quantity and quality of
environmental resources to allow future generations to develop. It incorporates the idea
that to be sustainable, development activities must not use more resources or energy than
the earth can renew or produce more pollution than the earth can assimilate. Another way
of expressing this is that development activities must not take up an ‘ecological space’ or
‘footprint’ that exceeds the carrying capacity of the earth®. The concept of sustainable
development was chosen because it is the policy ideal of most countries involved in
negotiating the MAI” and therefore an analysis based on sustainable development will be

of the most use to those charged with determining whether to sign the agreement or not.

*B. GrifTiths. “The OECD Guidclines for Multinational Emcrpriscs. and Environment and
Labour Issues™ in OECD, Horking Papers No 51 (Paris: OECD. 1997) 42 a1 43.

OECD. Open Alarkets Alatter (1998) available at http://www.occd.org/cchv/cvents/sover.htm.
SW. Sachs et al, Greening the North (London: Zcd Books. 1998) at 12.

’s. Schmidhciny and B. Gentry. “Privatcly Financed Sustainabic Development” in M.R. Chertow
and D.C. Esty, Thinking Ecologically (New Haven: Yale University Press, 1997) 118 at 118.



The chapters of this paper are organised as follows. Chapter 1 examines the nature of
international investment and the impact that globalisation has had upon it. It notes that
most countries have traditionally regulated international investment to maximise the
economic advantages they receive from it and to minimise its unwanted, including
environmentally degrading, side effects. The result of this is that investors today are
faced with a myriad of different national investment laws and regulations. They are also
governed by international agreements such as the General Agreement on Trade in
Services (GATS) and the Agreement on Trade Related Investment Measures (TRIMs).
The chapter then explains that globalisation has led many countries to partially relax their
investment laws and to a dramatic increase in the level of investment. This chapter
concludes that an international agreement on investment is necessary to provide non
discriminatory treatment, stability and certainty to the growing number of international
investors. An international investment agreement is also necessary to regulate the
behaviour of multinational investors (who can escape the ambit of many national laws) by

setting standards for the conduct of international investors.

Chapter 2 deals with the question of whether international investment facilitated by an
international investment agreement such as the MAI will have a negative impact upon the
environment or not.  To determine whether international investment will have positive or
negative effects on the environment, the chapter uses the concept of sustainable
development. This chapter analyses the literature in several areas to determine whether
investment will result in development which has a reduced or enlarged ecological
footprint. It determines that in some areas, investment may lead to development which
has a reduced environmental intensity, but that this is far from certain. It determines that
in other areas investment is likely to lead to development with a greater ecologica!
footprint. This chapter also determines that some governments may reduce their
environmental standards in order 1o attract investment and therefore that pollution havens
may form in some countries in specific highly polluting industries. This chapter concludes

that if any international investment agreement is to lead to sustainable development, it



must include provisions which permit countries latitude to regulate investment to protect
the environment and some provision to disuade countries from lowering their

environmental standards and facilitating the creation of pollution havens.

Chapters | and 2 outline three criteria that commentators believe an international
agreement on investment which results in sustainable development should meet. First, it
should provide a certain, liberalised and non discriminatory legal regime for international
investment. Second, it should govern nuwiltinational investor behaviour. Third, it should
allow countries to regulate international investment when it becomes clear that investment

is having a deleterious effect upon the environment.

Chapter 3 examines the MAI to determine whether it meets the criteria of an international
investment agreement established in chapters 1 and 2. It concludes that the MAI
mandates extensive liberalisation of national investment regulations and will go a long way
to providing stability and certainty to international investors. However, the MAI does not
regulate the behaviour of multinational investors. It incorporates an OECD code on
multinational behaviour which does not bind investors and reinforces the non binding

status of that code.

Chapter 4 examines in detail the provisions of the MAI which relate to the environment.

It deals first with the not lowering standards provision and determines that this provision is
unlikely to influence investors’ behaviour. It then looks at the preamble to the MAIL. By
analysing a recent case decided by the dispute Panel and Appellate Body of the World
Trade Organisation (WTO) this chapter determines that the preamble will probably have a
limited effect upon promoting sustainability. It then analyses the environmental exceptions
to the performance obligations provision by considering the General Agreement on Tariffs
and Trade (GATT) jurisprudence which deals with a similar provision. This part of the
chapter concludes that the MAI environmental exception will not give countries the

latitude they need to regulate investment when it has a negative impact upon the



environment. Finally, this chapter considers some recent cases filed under the North
American Free Trade Agreement (NAFTA) which indicate that the investor-state dispute
resolution regime of the MAI may be used by investors to resist environmental laws or to
claim massive damages because they are affected by an environmental law. The chapter

concludes that the MAI will not iead to sustainable development.

Chapter 5 concludes this paper and recommends some ways in which the MAI as currently
drafted could be amended so that it has a greater capacity to lead to sustainable

development.



CHAPTER 1: INTERNATIONAL INVESTMENT

L Introduction

This chapter sets the scene for a discussion of the Multilateral Agreement on Investment
which is currently being negotiated in the OECD and its potential impact upon the
environment. It describes the traditional nature and scope of international investment and
explains that despite the benefits of international investment, most countries have
traditionally sought to regulate and restrict it in some way. This has led to a myriad of
different national investment laws and international initiatives to liberalise and codify the
national laws. Since the 1980s, globalisation has had a dramatic impact upon the field of
international investment, leading to pressure on countries to reduce their investment
restrictions and regulations and to a rapid increase in the amount of international
investment. Most commentators today believe that an international agreement on
investment is essential for two main reasons: first, to further liberalise national investment
rules so that foreign investors are not discriminated against and to provide them with
certainty in the face of the myriad of national investment rules, and second; to provide
international standards for investor behaviour to mitigate the effect of nations’ global race

to de-regulate their investment laws.

Part II of this chapter will define ‘international investment’. International investment has
traditionally been in the form of foreign direct investment (‘FDI'). FDI is investment
which enables an investor to have control or significant influence over an enterprise in
another country. However, since the 1980s the nature of international investment has
been changing and FDI is no longer the primary form of international investment. Short
term portfolio investment and debt financing now contribute substantially to the flows of
international investment. Investors no longer invest solely in enterprises, they also invest
in new forms of property such as intellectual property. The definition of investment in the

MAI has been drafted in response to the changing nature of investment. It is a broad



based definition with the scope to incorporate new and evolving forms of investment.

Part I of this chapter outlines the patterns of international investment. It details that
most international investment flows from developed OECD nations to other developed
OECD nations, though an increasing share is going to non-OECD developing nations. Of
the share that goes to developing countries, most is to Asian nations, and little is to the
least developed nations in Africa. International investment was originally directed to the
agricultural sector, then to the manufacturing sector, and is now beginning to become
concentrated in the services sector. Most investment is carried out by multinational

corporations.

Part IV explains that countries primarily seek international investment because it
stimulates their economic growth, and for this reason it is especially important to
developing countries. However, international investment can have negative consequences
in countries if it discourages local investors or involves unduly influential multinationals.
Most countries have therefore traditionally regulated foreign investment in an attempt to
maximise its benefits and minimise its disadvantages. Part V describes these regulations.
There are two main types of regulations - those relating to the establishment of
investments, and those which govern the performance of an investment. Some countries

also regulate investment by offering incentives to attract foreign investors.

Part VI explains that there have been many international attempts to liberalise and codify
national investment laws in an international investment agreement so as to provide greater
freedom, certainty and predictability to investors. Most attempts have failed. This part
describes the main attempts. Of those which have been successful, none are
comprehensive. The Agreement on Trade Related Investment Measures (TRIMs) and the
General Agreement on Trade in Services (GATS) negotiated at the WTO Uruguay Round
do not comprehensively deal with investment. The OECD codes are not binding on non

OECD nations. While most countries use bilateral investment treaties (BITs), these are



too variable and weak to constitute a consensus on investment principles.

Part VII describes the impact that globalisation has had upon international investment.
Globalisation has been responsible for dramatic growth in international investment, growth
which is expected to continue well into the 21 century. It is also a major force behind
most countries’ moves to liberalise their investment regimes - and in any case,

globalisation reduces the impact of government regulation in the investment field.
Therefore if growing international investment is to be regulated at all, countries need to
negotiate an international agreement to set standards for investor behaviour in this field.
The MAI represents the most successful attempt made so far to create a comprehensive

international investment agreement.

1I. Definition of International Investment

A, Traditional Meaning of International Investment

The ‘international investment’ that is the subject of this paper is investment which enables
a foreign investor to establish a presence in a domestic economy. Such international
investment has traditionally been synonymous with foreign direct investment (“FDI”).
FDl is investment which enables an investor to have significant influence over or control
of a business or part of a business in a foreign country®. The OECD has developed a
benchmark definition of foreign direct investment, which states that “foreign direct
investment reflects the objective of a resident entity in one economy of obtaining a lasting
interest in an entity resident in an economy other than that of the investor. The lasting

interest implies the existence of a long-term relationship between the direct investor and

*MLJ. Trebilcock and R. Howse. The Regulation of International Trade (London: Routledge,
1995) at 274.
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the enterprise and a significant degree of influence on the management of the enterprise.”

A foreign investor is commonly thought to have long term influence or control over an
enterprise when it owns more than half of the voting equity in a firm. However, a foreign
investor may have control with a smaller shareholding'®. In fact, the OECD suggests that
a foreign investor has significant influence and control when it owns as little as ten percent
of the ordinary shares or voting power of an enterprise. It states that:

“The numerical guideline of ownership of ten percent of ordinary shares or voting
stock determines the existence of a direct investment relationship. An effective
voice in the management, as evidenced by an ownership of at least ten percent,
implies that the direct investor is able to influence or participate in the management
of an enterprise; it does not require absolute control by the foreign investor.”"!

Most OECD countries apply the ten percent threshold without exception to determine
whether an investor has significant influence or control of an enterprise'>. However, some
countries treat the rule flexibly and look to the specific characteristics of an enterprise to
determine whether an investor has significant control or influence, regardless of that

investor’s numerical share of stock'?.

The traditional method of determining whether an investor has established a presence in a
foreign economy by looking at its share in an enterprise is no longer appropriate because

the nature of investment is changing. The traditional method was appropriate when

OECD, OECD Benchmark Definition of Foreign Direct Investment, 3@ ed. (Paris; OECD,
1996) at 5.

'%.J. Buckley, “Introduction™ in P.J. Buckley. ed. /nternational Investment (London: Edward
Elgar Publishing Company. 1990) at xi.

"OECD. OECD Benchmark Definition of Foreign Direct Investment, 3 ed. (Paris: OECD,
1996) at 8.

2Including Australia. France, Canada. and the Unitcd Statcs.
BFor example Belgium and Luxcmbourg consider scveral charactcristics of an enterprise and

don’t exclusively usc the 10 percent rule. Germany and the United Kingdom usc a 20 percent rule. OECD
International Direct Investment Statistics Yearbook 1998 (Paris: OECD. 1998) at 393 and 427.
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foreign investors owned or controlled all the capital, technology, management and
marketing involved in an enterprise'. However, this is no longer common. Host countries
have become wary of foreign investors who are large enough to control or significantly
influence all aspects of an enterprise and have instigated regulations to counter this.
Investors now invest in a variety of different ways and place less emphasis on outright
ownership in an enterprise. Co-operative arrangements, joint ventures and limited
partnerships have all become common vehicles for foreign investors'®. Foreign investors
have begun to invest in things other than enterprises, such as real estate and intellectual
property'®. Ifa country wants to determine whether a foreign investor has a long term
interest in its economy, that country must now consider more than that investor’s share in

an enterprise.

Foreign direct investment is no longer the primary form of international investment. Two
other major forms of international private capital are portfolio investment'’ and debt
finance. These are both increasing in importance, especially in emerging markets.
Portfolio investment, which was virtually unheard of 10 years ago, now accounts for 13
percent of private capital flows'. Debt finance accounts for 33 percent. In 1995,

traditionally understood foreign direct investment accounted for only 54 percent of private

T D. Lairson and D. Skidmorc, /nternational Political Economy (Fort Worth: Harcourt Brace
Colicge Publishers, 1993) a1 271.

'SH. F. French. “Asscssing Privatc Capital Flows to Developing Countrics™ in L.R. Brown ef al..
State of the WWorld (New York: WW Norton & Co., 1998) 149 a1 271.

'F. Engering, “Keynotc Address™ in OECD. Il orking Papers No 51 (Paris: OECD, 1997) 6 at
17 Portfolio investment is indircct investment. such as the purchasc of bonds or stocks, or equity

participation. X. Musca, “Scope of the MAI" in OECD, IForking Papers No 96 (Paris: OECD, 1997) 9 at
9.

'®H. F. French, “Asscssing Private Capital Flows to Developing Countries™ in L.R. Brown ef al.,
State of the World (New York: WW Norton & Co., 1998) at 153.
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capital flows".
B. ‘Investment’ under the MAI

The traditional conception of international investment which focuses on FDI and
enterprises is no longer suitable for determining the presence of foreign investors in an
economy™. The definition of international investment in the MAI has been articulated in
response to this. The basis of the MAI definition is an investor’s assets, rather than its
share of an enterprise. This means that the definition includes new forms of investment
and that the MAI can cover all stages of investment from establishment to acquisition,
expansion, operation, management, maintenance, use, enjoyment and sale or other

disposition®*.

The definition of investment in the MAI? is found in Part 11, Scope and Application,

section 2. It states that investment means:

“Every kind of asset owned or controlled, directly or indirectly, by an investor,
including:
i) an enterprise (...including corporation, trust, partnership, branch, joint
venture, association or organisation);
ii) shares, stocks..;
ii) bonds, debentures, loans...;
iv) rights under contracts...,
v) claims to money and claims to performance;
vi) intellectual property rights;
vii) rights conferred pursuant to law or contract such as concessions,
licences, authorisations and permits; and
viii) any other tangible or intangible, movable or immovable property, and
any related property rights, such as leases, mortgages, liens and pledges.”

YOECD, Economic Globalisation and the Environment (Paris: OECD. 1997) at 39.
2°l?.iswajit et al., “"MAI - An Analysis™ (1998) 33 Economic and Political Weckly 837 at 838.
2!X. Musca. “Scopc of the MAI” in OECD, Working Papers No 96 (Paris: OECD, 1997) at 10.

ZDraf ext, April 1998. Availablc at hitp://www.occd.org/dal/cmis/mai/.
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This is much wider than the traditional conception of international investment. The
negotiating group intentionally drafted a broad definition so that the agreement would
have a comprehensive application®. The group forsook the certainty of an inclusive list
and used an open ended definition so that evolving forms of property could be included in
the future. Their intention was to include all forms of tangible and intangible investment
that created a significant stake in the host economy*. However, by incorporating such a
broad definition, the MAI covers many situations where an investor does not have a
significant stake in a host economy. For example, part (ji) includes any amount of shares
or stocks which are owned indirectly by a foreign investor, regardless of whether the
_amount is significant or negligible. Part (v) covers all claims to money, including any
short term claims to money arising out of purely financial transactions (such as an
obligation to pay damages) which are independent of the operations of a firm and do not

represent a significant stake in the host’s economy?.

In light of this, the negotiating group have discussed modifying the definition in the final
agreement so that it only includes investments which are associated with a significant
economic presence in an economy>® . A significant economic presence will be evidenced
by either an associated commitment of capital or other resources, an expectation of gain or
profit, or an assumption of risk. This will ensure that negligible investments that do not

create a significant stake in a host’s economy will not come within the ambit of the MAI.

SEM. Bun. “Developing Countrics and the Framework for Negotiations on Foreign Direct
Investment in the World Trade Organisation™ (1997) 12 Am. U. J. Int’l Pol'y 1015 at 1017.

M 1bid at 1041,

BBiswajit et al.. “MAI - An Analysis™ (1998) 33 Economic and Political Weckly 837 at 838 note
that other agreements which have a similarly wide definition of investment. such as the NAFTA and the
Energy Charter Treaty, specifically exclude claims 1o moncy unless they are associated with long term
investment interests.

25MAI draft text at 11,
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III.  Patterns of International Investment

As international investment has traditionally been comprised of foreign direct investment,
most of the data on international investment is solely concerned with FDI. Most of the
data has been collected by the OECD or the World Bank, both of which use traditional
definitions of investment. Although this thesis is concerned with all the forms of
investment covered by the MAL, the data on FDI is still useful. The trends exhibited by

FDI noted here are representative of trends in international investment generally.
A, Geographical Distribution of International Investment

Foreign direct investment is not evenly distributed around the world. The majority of
foreign direct investment moves from developed countries to other developed countries.
The countries who are responsible for the greatest outflows of international investment are
the United States, the United Kingdom, Japan, France and Germany. Companies based in
these countries provide 85 percent of FDI outflows”’. These countries also receive the
most investment. The ‘triad’ which consists of the European Community (EC), Japan and
the United States has received approximately 70 percent of investment inflows throughout
the 1990s*. Foreign investment began as an overwhelmingly United States
phenomenon®; for example, in the 1970s, the United States was the origin of 52 percent

of total foreign investment outflows. Today, while the United States still has a large share

4. F. French, “Asscssing Private Capital Flows to Devcloping Countries” in L.R. Brown et al.,
State of the IForid (Ncw York: WW Norton & Co., 1998) at 152. Most of the remainder of forcign capital
is provided by Hong Kong. Brazil. South Korca. Singaporc and Taiwan - R. Deigan, /nvesting in
Canada: The Pursuit and Regulation of FForeign Investment (Canada: Thomson Profcssional Publishing
Canada, 1991) at 23.

*D.C. Esty and B.S. Gentry. “Forcign Investment, Globatisation and Environment” in OECD,
Globalisation and Environment Preliminary Perspectives (Paris: OECD. 1997) at 145.

T D. Lairson and D. Skidmorce, /nternational Political Economy (Fort Worth: Harcourt Brace
Collcge Publishers. 1993) at 82.
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of the investment market, its share has decreased™.

In the 1980s, only 20 percent of FDI went to developing nations™. This figure has been
steadily rising - in 1992 30 percent went to developing nations*, while in 1995 they
received 38 percent”. This figure is expected to increase further in the future as the
improved growth prospects of many developing countries combined with an improving
macro-economic environment, liberalisation policies and privatisation programs make
them increasingly attractive to foreign investors in the future*. Of the money that does
reach developing nations, most of it goes to a relatively small group of countries -
generally the middle income countries, rather than the poorest countries. Seventy five
percent of the flows go to just ten countries®, none of which are African®®. The Asian
region attracts the majority of foreign investment which flows to developing countries - it

received 61 percent in 1992. Most of the Asian investment inflow goes to China*’, and

YR, Dcigan. Investing in Canada: The Pursuit and Regulation of Foreign Investment (Canada:
Thomson Profcssional Publishing Canada. 1991) at 28. In fact. Japan cclipsed the United States as the
greatest provider of global FDI in 1988-1991. Chia Siow Yuc. “Trade and Forcign Dircct Investment in
East Asia” in W. Dobson and F. Flatters (cds.). Pacific Trade and Investment: Options for the 90s
(Kingston: Qucens University. 1994) 49 at 63.

n, Startup. “An Agenda for International Investiment™ in OECD. The New Ilorld Trading
Svstem (Paris: OECD. 1994) 189 at 190,

21

¥p.c. Esty and B.S. Gentry, “Forcign Investment. Globalisation and Environment” in OECD,
Globalisation and Environment Preliminary Perspectives (Paris: OECD. 1997) at 148.

HUnitcd Nations Transnational Corporations and Managcment Division, Ii'orld Invesiment
Report - 1992 (New York: United Nations. 1992) at 2.

”Argcnlina. Brazil. China. India. Indoncsia, South Korca, Malaysia. Mexico, Thailand and
Turkey.

%H. F. French, “Asscssing Privatc Capital Flows to Developing Countries” in L.R. Brown et al.,
State of the IWorld (Ncw York: WW Norton & Co., 1998) at 150.

W. Dobson. “Canada and Pacific Dynamisin: An Introduction to the Issues” in W. Dobson and
F. Flatters (cds.). Pacific Trade and Investment: Options for the 90s (Kingston: Quccns University, 1994)
Lat2.
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investment to India is expected to increase in light of its recently liberalised investment
policy™. Latin America and the Carribean receive 32 percent, Africa 7 percent and the

least developed countries 0.7 percent™.
B. Sectoral Distribution of International Investment

Large scale sectoral movement of foreign direct investment dates from the beginning of
the twentieth century. It was initially focused in the agricultural and raw materials sectors,
and rarely in manufacturing or industrial sectors®. After World War I, however,
multinational corporations began to invest in the manufacturing sectors in some African,
South American and Asian countries'’. Today the services sector which includes the
construction, electricity distribution, finance and telecommunications industries is

becoming the dominant recipient of foreign investment®.

The vast majority of foreign direct investment is carried out by companies®, primarily
multinational enterprises*. The relationship between FDI and multinationals is so close

that foreign direct investment is the most commonly used measure of the activities of

%Unitcd Nations Transnational Corporations and Managememt Division. H'orld Investment
Report - 1992 (New York: United Nations. 1992) at 82.

Y1bid a 22.

“*T.D. Lairson and D. Skidmorc, /nternational Political Economy (Fort Worth: Harcourt Brace
Colicge Publishers, 1993) at 252

Y bid a1 254.

“2H. F. French. “Asscssing Private Capital Flows to Developing Countrics™ in L.R. Brown et al.,
State of the World (New York: WW Norton & Co.. 1998) at 153. The services scctor receives more than
onc third of the forcign direct investment dirccied to the developing world. and up to 50% of that which
goes to the developed world.

Yp . Bucklcy, “Introduction™ in P.J. Buckley, cd. /nternational Investment (London: Edward
Elgar Publishing Company, 1990) at xii.

Yd.
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multinational corporations*’. A small number of multinationals conduct the bulk of
investment. The largest 100 multinational companies own 20 percent of global foreign

assets and employ over 6 million people'S.

In summary, international investment primarily flows between developed nations, with
developing nations receiving a small but increasing share. Much investment flows to the
manufacturing sector and in increasing amounts to the services sector. It is largely carried
out by multinational firms. This chapter will now examine why countries seek foreign
investment, why investors wish to operate outside of their home country, and some of the

reasons countries may wish to regulate international investment.

IV. Advantages and Disadvantages of International Investment

A. Advantages of International Investment

1. Advantages to Host Countries

The main reason countries seek foreign investment is to stimulate their economic growth -
in fact, the WTO states that countries cannot expect any sustained economic growth
unless they receive foreign investment'’. The technology and information that flow as a
result of foreign investment are thought to provide an important spur to productivity
increases. In addition, foreign direct investment often combines capital, technology,

training and trade in an integrated package of tangible and intangible assets to host

*Unitcd Nations Transnational Corporations and Management Division, orld Investiment
Report - 1992 (New York: United Nations. 1992) at 54.

46, Burns and E. Chrysler. “Multinational Corporatc Growth: The Need for Multinational
Control” (1997) 141 Forcign Investment in Canada Report Bullctin | at 2.

Y'world Trade Organisation, Trade and Foreign Direct Investment (Geneva: WTO, 1996) at 56.
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countries”. Nations which have low rates of domestic savings*® depend on outside flows

of capital to augment their own scarce capital resources.

The Canadian experience is a good example of the value of international investment to a
country. The Canadian Department of Foreign Affairs and International Trade estimates
that Canada attracts an average of $10 billion new foreign investment dollars each year.
For every $1 billion increase in foreign investment, 45,000 jobs are created for S years.
Overall, one job in 10 is derived from foreign investment. The Department states that
“over the past decade foreign direct investment in Canada has become one of the principal

sources of growth and job creation.”*

Developing nations have additional reasons to seek FDI. While developing nations receive
a relatively small proportion of total direct foreign investment, what they do receive is

very important to them®'. The WTO states that “without an increased flow of foreign
direct investment in (developing) countries, it is difficult to imagine how a major
improvement in their economic prospects can be achieved. Foreign direct investment
brings resources that are in critically short supply in poor countries, including capital and
other such intangible resources as organisational, managerial and marketing skills.”*

Receiving foreign investment facilitates the transfer of western technology to developing

“*Unitcd Nations Transnational Corporations and Managcment Division, Il 'orid Investment
Report - 1992 (New York: United Nations. 1992) at §.

Such as the United States. and many devcloping nations. T.D. Lairson and D. Skidmore,
International Political Economy (Fort Worth: Harcourt Brace Collcge Publishers, 1993) at 258.

5"D«:partmcnl of Forcign AfTairs and Intcrnational AfTairs, FFureign investment: an engine for
Jobs and growth availablc at hup://www.dfait-macci.ge.ca/english/trade/rationa2-c.lum at 1.

*'Unitcd Nations Transnational Corporations and Management Division. Ii'orld Investment
Report - 1992 (New York: United Nations. 1992) at 2.

World Trade Organisation. Trade and Foreign Direct Investment (Geneva: WTO, 1996) at 56.
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nations as foreign firms transfer their technology to foreign affiliates in host countries®.
Technology is transferred to a developing nation both when it is licenced there and when

local workers learn the skills, knowledge and techniques associated with it*.

The foreign investment that developing nations receive is becoming steadily more
important to them in light of falling foreign aid levels, which have fallen in real terms since
1992 and fell nearly a quarter between 1995 and 1996 alone**. The United Nations passed
a resolution “noting the need for the expansion of private capital flows and for broader
access by developing countries to these flows™* after it “noted with concern the
continuous decline of the official development assistance to developing countries™’. FDI
is so important to developing nations that the United Nations states * foreign direct
investment.... has become the primary means by which a growing number of countries are

integrated in the international economy.™*

2. Advantages to Investors

Lairson and Skidmore suggest a variety of factors which motivate firms in developed

United Nations Transnational Corporations and Managcment Division, l'orld Investment
Report - 1992 (New York: United Nations. 1992) at 1.

*T.D. Lairson and D. Skidmorc, /nternational Political Economy (Font Worth: Harcourt Brace
College Publishcers, 1993) at 258-9.

**H. F. French, “Asscssing Privatc Capital Flows to Developing Countrics” in L.R. Brown et al.,
State of the World (Ncw York: WW Norton & Co., 1998) at 149.

%-Global financial Nows and their impact on the devcloping countrics™ GA. Res 52/180, UN
GAOR (18 December 1997) A/52/626/Add. )

$TGiobal panncrship for development high level international intcrgovernmental consideration
of financing for developmicnt™ GA Res 52/179. UN GAOR. (18 Dccember 1997) A/52/626/Add. |

**United Nations Transnational Corporations and Management Division, IWorld Investment
Report - 1992 (New York: United Nations, 1992) at 2.
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nations to invest in developing nations®. With sustained economic growth at home,
investors face labour and land shortages, rising wage and labour costs, erosion of
competitiveness and profits - pressures they can alleviate by investing overseas. Investors
in countries with strong balance of payments can take advantage of currency appreciation
if they invest overseas®. Investors may directly invest in a country so they can produce
goods locally and take advantage of the lowered barriers in free trade areas®' rather than
face barriers by importing goods. Investors may hope to create new markets for their
products or services by operating in another country. Investors in developed countries can
spread their risks by diversifying their capital. Foreign investors are attracted to and have
sufficient capital to take part in overseas privatisation schemes where governments sell

. utilities such as telecommunications and transport systems. Technological advances have
made it much easier for investors to shift vast sums of money and invest in previously

remote locations®>.

While these are some general reasons explaining why investors are attracted to invest
overseas, the primary reason a particular firm invests overseas depends upon the particular
activity it is engaged in“’. For example, extractive industries are attracted to the presence
of raw materials and mineral deposits. Food producers are attracted to the climate in

developing nations which supports cash crops. Manufacturing firms are attracted by new

**T.D. Lairson and D. Skidworc, /nternational Political fconomy (Fort Worth: Harcourt Brace
Collcge Publishers. 1993) at 257.

“Chia Siow Yue, “Trade and Forcign Dircct Investiment in East Asia” in W. Dobson and F.
Flauers (cds.). Pacific Trade and Investment: Options for the 90s (Kingston: Qucens University, 1994) 49
at 70. For cxample. the sharp ycn appreciation against the US dollar between 1985 and 1988 led to
increased levels of Japancsc forcign investinent.

$'For example. thosc in Europc and in North America.

S2R. Barnet and J. Cavanagh “Elcctronic moncy and the casino cconomy™ in J. Mander and E.

Goldsmith (eds.) The Case Against the Global Economy (San Francisco: Sierra Club Books, 1996) 360 at
361.

*T.D. Lairson and D. Skidmore, /nternational Political Economy (Fort Worth: Harcourt Brace
Collcge Publishers. 1993) at 257-8.
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markets in developing nations and invest there to take advantage of local tastes and lower

wages.

B. Disadvantages of International Investment and the Reason for Regulation

Despite the advantages of international investment, many countries traditionally limited
international investment or at least sought to regulate it. Some of their reasons for doing

so are explained below.

Critics of foreign investment argue that foreign investors earn excessive profits in
developing nations because of their oligopolistic position. They return the majority of
these profits to their shareholders at home, rather than re-investing them locally®. This
negates one of the benefits commonly associated with FDI - a greater pool of sustained
capital. In addition, foreign investors may borrow from the already scarce supply of
capital, rather than actually bring any in. This will occur when foreign investors are given
preferential treatment from local banks because of their size and resources®. Foreign
investors may discourage entreupeneriaiship in developing countries because they use
superior resources and drive local competitors out of business. Sometimes foreign
investors do not transfer technology, or if they do it is at a greater price than expected -
some studies have shown that multinational companies overcharge for technology transfer

to their own subsidiaries in foreign countries®.

Some countries are simply not ready to receive large influxes of foreign investment, and
doing so would seriously destabilise their economies. A recent study by the International

Monetary Fund (‘IMF’) found that many developing countries should conduct macro-

S 1bid a1 259.
1bid at 260.

/d.
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economic stabilisation and financial sector reform before they begin to receive large
inflows of foreign investment®’. Even those developed countries which have adapted to
large amounts of international investment may want to regulate some international
investment so that they can control the impact of large movements of primarily short term
capital upon their foreign exchange™. Barnet and Cavanagh® state that it is important
that countries retain the ability to regulate investors as the globalised economic system in
which money moves rapidly and freely puts many countries at risk of financial meltdown if

investors pull out without warning.

Countries also have non economic reasons to regulate foreign investment. These include
the simple fact of nationalistic concern or a desire to preserve a local culture from outside
influences™. For example, in 1949 the Indian government policy on foreign investment
stated that the major interest in ownership and effective control of any undertaking should
be in Indian hands™. The Canadian F-oreign Investment Review Act™ was enacted “in
recognition that the extent to which control of Canadian industry, trade and commerce has
become acquired by persons other than Canadians and the effect thereof on the ability of
Canadians to maintain effective control over their economic environment is a matter of

national concern””. Further, most nations believe that some activities such as nuclear

6"Bismljil et al.. "MAI - An Analysis™ (1998) 33 Economic and Political Weckly 837 at 846
citing IMF. International Capital \larkets, 1995,

%Sec W. Cranc. “Corporations Swallowing Nations: The OECD and the Multilatcral Agreement
on investment” (1998) 9 Col. J. Int’] Env. Law and Pol’y 429 at 455,

“R. Barnct and J. Cavanagh. “Elcctronic moncy and the casino cconomy” in J. Mander and E.

Goldsmith (cds.) The Case -Against the Glubal Economy (San Francisco: Sicrra Club Books, 1996) 360 at
373.

R, Dcigan. Investing in Canada (Canada: Thomson Profcssional Publishing, 1991) at 406.
"'M.J. Kust. Foreign Enterprise in India (USA: University of North Carolina Press, 1964) at 63.
s, 1973-74, ¢.46, no longer in force.

PScction 2.
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power, telecommunications and airlines should be domestically run because of their

strategic nature and importance to national security.

Some countries decide to regulate investment so that they can control the influerice of the
multinationals who carry out most international investment. Lairson and Skidmore state
“the sheer size of many multinational corporations™, combined with their economic
efficiency and international mobility, not only provides such firms with a key place in the
world economy but also endows them with considerable political power and influence.””®
Clarke goes so far as to say that “multinational corporations have consolidated their

power and control over the world.... it is now the multinationals that effectively govern the
lives of the vast majority of the people on the Earth.” ™ This issue is of particular

concern to some developing nations”’, who believe that if they do not regulate investment

they may lose control over their economic, social and ecological future™.

No country, even the most economically powerful, completely allows foreign investors to
enter their economic system and maintain a presence there without at least monitoring

them. Few countries, developed or developing, pursue a policy of complete non-

MOrthe 100 biggest cconomiics in the world, 51 arc corporations. In 1994, Mitsubishi soid
US$175.8 billion worth of producc. whilc the GDP in Indoncsia was $174.6 billion, in Iran was $63.7
billion. and in Bangladcsh was $26.8 billion. Unitcd Nations. iFor/d Investment Report 1996 (New York:
United Nations, 1996).

T.D. Lairson and D. Skidworc, International Political Iconomy (Fort Worth: Harcourt Brace
Collcge Publishcrs. 1993) at 251.

"6T. Clarke. “Mcchanisms of Corporatc Rulc” in J. Mander and E. Goldsmith (cds.) 7he Case
Against the Global Fconomy (San Francisco: Sicrra Club Books. 1996) 297 at 298.

"Dcvcloping nations have continually called for the development of an international code to
regulate the behaviour of multinationals.

™. Clarke. “Mcchanisms of Corporate Rulc” in J. Mander and E. Goldsmith (cds.) The Case
Against the Global Economy (San Francisco: Sicrra Club Books. 1996) 297 at 307.
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intervention in the area of international investment™. Whatever the specific advantages or
disadvantages of foreign investment to a country, most regulate it to ensure that they get
the most benefit from it. The United Nations Transnational Corporations and
Management Division states that “measures adopted by governments with varying degrees
and coverage have as their objective to increase the benefits of FDI to host economies or

to minimise negative economic or non-economic impacts.™®

V. National Investment Regulations

States have traditionally regulated foreign investment in two ways. One is to regulate
incoming foreign investments by reviewing and screening applications and placing
restrictions on the areas foreign investors can invest in. The second is to regulate existing
investments by placing performance requirements upon them. Although many of the laws
described below have now been repealed and states have adopted more liberal laws
regarding international investment, the following discussion provides examples of the

types of regulations which led to the MAI negotiations.
A. Establishment Reguiations

Establishment regulations included regulations which excluded foreign investment
altogether in crucial sectors such as mining, insurance and banking. For example, in
Uganda the "oreign Investments Protection Act 1964 and Foreign Invesiments Decree
1977 excluded foreign investors from investing in the coffee, cotton, tea and tobacco

industries and from participating in the banking sector®. The United States continues to

"®United Nations Transnational Corpor:tions and Management Division. I1'orld Invesiment
Report - 1992 (New York: Unitcd Nations. 1992) a1 272.

% bid a1 272.

%"The Law Reform Comimission and Ministry of Justice of Uganda, Foreign Investment in
Uganda (Uganda: Government Publisher, 1977).
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restrict foreign investors in areas of key national concern such as nuclear power

generation®?,

Establishment regulations also set up bodies to review all foreign investment applications.

An example is the Foreign Investment Review Agency®, which was established in Canada
to monitor and restrict foreign investment during a period of great public concern over the
extent to which control of Canadian industry and natural resources had been acquired by

non Canadians®*.

Foreign investors have been required to form joint ventures with local partners who
maintain a majority control. For example in Brazil no company could exploit natural
resources unless 51 percent of its capital was locally owned and controlled®. Investors
were sometimes required to indicate what benefit the host country would gain from
permitting a particular foreign investor to establish an operation. In Uganda until 1977 the
Minister would not permit foreign investment unless the investor showed that the chosen

enterprise would further the economic development of Uganda *.

B. Performance Requirements

Performance regulations cover a wide range of areas. Foreign investors have been

required to export a stated percentage of production (to increase the country’s balance of

%215 CFR pt 806 (19930 and 31 CFR pt 129 (1993).

BCreated by the Forcign Investment Review Act SC. 1973-74, ¢.46 (which has since been
repealed).

HR. Dcigan, /nvesting in Canada: The Pursuit and Regulation of Foreign Investment (Canada;
Thomson Professional Publishing Canada. 1991) at 1.

E.I. Nwogugu. The Legal Problems of Foreign Investment in Developing Countries (UK:
Manchester University Press. 1965) at 11.

%The Law Reform Commission and Ministry of Justicc of Uganda, Foreign Investment in
Uganda (Uganda: Governinent Publisher. 1977).
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payments), to hire a certain percentage of local labour, and to place a level of this labour
in management positions. For example, the Egyprian Company Law Act 1954 stipulated
that a minimum of 75 percent of administrative, technical, clerical and accounting
personnel in the offices of foreign investors must be employed by foreign investors, and
that these people must receive more than 65 percent of the total wages paid by the office.
The Haitian Labor Code 1952 stated that 95 percent of the total staff in all foreign

enterprises must be Haitian"’.

In Eastern Europe there were often severe restrictions placed upon companies who wished
to set up a local office, and foreign investors were totally prohibited from setting up local
offices in Albania®™. Some countries imposed higher taxes on foreign investors than on
local businesses. In Argentina, a 24 percent tax on local companies was raised to 30
percent for foreign investors™. Foreign investors have been required to transfer
technology, to maintain a certain level of domestic content in their products, to purchase a
certain level of domestic goods and services, and to conduct a certain level of research in

their host country.

International investment is characterised by a mass of different national laws and
regulations. Foreign investors have continually complained that most investment laws
discriminate against them and have called for liberalisation, certainty, predictability and
uniformity in the area. In response, the developed countries which most foreign investors
call home have made several efforts at an international level to liberalise and codify the

myriad of national regulations. Developing nations have also favoured a codification of

YEL Nwogugu. The Legal Problems of Fureign Investment in Developing Countries (UK:
Manchester University press, 1965) at 13.

%8).T. Connor. Legal Aspects of Doing Business with the USSR and Eastern Europe (New York:
Practising Law Institute, 1977) at 45.

“E.L Nwogugu. The Legal Problems of Foreign Investment in Developing Countries (UK:
Manchester University Press. 1965) at 10.
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international investment practices to provide them with international protection from
powerful foreign multinationals. A summary of these international efforts follows.

VL. The History of Investment Agreements
A, Failed Agreements

In Havana in 1948 several countries signed the Charter of International Trade
Organisation (‘the Charter’). This laid down general rules regarding the treatment and
protection of foreign investment™. It stated that countries receiving foreign investment
.should “avoid unreasonable or unjustifiable action injurious to the rights of foreign
investors” and “give due regard to the desirability of avoiding discrimination as between

investments™®'

. It never became a legally binding instrument, due in part to the fact that
the agreement did not receive the endorsement of the US senate. Kronfol states that this
was partly because the obligations in the Charter were too uncertain as they were based on

vague terms such as “due regard” and “reasonable”™*.

The International Chamber of Commerce issued the /mernational Code of Fair Treatment
Jor Foreign Investments in 1949”. This prohibited “discriminatory, political, legal or
administrative measures designed to hamper investments™ based on the nationality of
investors™. Subject to obligations imposed on them by the International Monetary Fund,

states were to allow foreign investors to freely transfer capital, interest, dividends and

P Articles 8 - 15.
" Anticle 12.

927 A. Kronfol. Protection of Foreign Investment (Nctherlands: A.W. SijthofT Intcrnational
Publishing Company. 1972) at 31.

Bibid at 32.

HAnticle 3.
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other funds related to their business enterprise’®. This too never received official

recognition from governments.

In 1959, the Abs Shawcross Draft Convention on Investments Abroad was prepared by
Lord Shawcross. It was an effort by Western European countries to negotiate a
multilateral treaty to protect their investors’ foreign investments™. It obliged parties to
observe any undertakings they had given any foreign firm in relation to that firm’s
investments®’, set limits on lawful expropriation, required fair and equitable treatment of
the property of foreign investors, and provided a scheme for the settlement of disputes. It
did not become adopted because, according to Schwarzenberger, the political price of

forsaking nationalist policies was too high for most countries®™.
B. The General Agreement on Tariffs and Trade

The General Agreement on Tariffs and Trade (GATT)”, which deals comprehensively
with international trade and the national regulations which may affect international trade,
makes no reference to international investment. Investment issues are excluded from the
GATT because this agreement deals only with trade in goods, not with international

capital flows or with trade in services'®™.

Some GATT countries argued that investment regulations which affected trade (‘TRIMs’)

B Anticies 9 - 10.

%Z.A. Kronfol. Protection of Foreign Investment (Netherlands: A.W. SijtholT Intcrnational
Publishing Company. 1972) at 33.

9 Anticle 2.

%G. Schwarzenberger. Forcign Investments and International Law (New York: Frederick A.
Pracger. 1969) at 134.

P(1947) as amended. (Marrakesh. April 15 1994)

'N. Grimwadc. /mternational Trade Policy (London: Routledge, 1996) at 323.
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were GATT illegal, while others (usually those who imposed such regulations) did not
accept they were'®. The only case which has dealt with this issue is the GATT Panel

report Canada - Administration of the Foreign Investment Review Act'®.

Under the administration of the Canadian I'oreign Investment Review Act, US investors
were required to sign written undertakings that they would give preference to purchasing
Canadian goods and that they would export a certain level of the goods they produced in
Canada before they were permitted to invest in Canada. The US asserted that these
performance requirements were GATT illegal. The GATT panel began its findings by
stating that “nothing in the GATT prevented Canada from exercising its sovereign right to
regulate foreign direct investment.”'™ It held that the GATT did not prohibit a country
from requiring a foreign firm to export a certain level of the goods that it produced
locally'®. However, the panel did find that an undertaking without qualification to
purchase Canadian goods excluded the possibility of buying other imported goods, and
therefore provided less favourable treatment to imported goods contrary to Article 111
(4)'. This decision indicates that generally the GATT will not apply to a state’s foreign
investment regulations, but that if a specific investment measure is found to affect trade in

goods in a discriminatory way it will be GATT illegal'®.

l‘“Dc\'cloping nations argucd that they had to implement the mcasurcs to protect themselves
from abusc by forcign multinational investors. E.M. Burt. “Developing Countrics and the Framework for
Negotiations on Forcign Dircct Investiment in the World Trade Organisation™ (1997) 12 Am. U. J. Int’l
Pol'y 1015 a1 1034,

'Y92Canada - Administration of the Foreign Investment Review AAct. GATT pancl decision (GATT
30* Supplement BISD 140, panc! report adopted February 7 1984).

103415.1.

'™-There is nothing in the GATT which forbids requirements to scll goods in forcign markets in
preference to the domcstic market.” - at 5.18.

a158

1%E M. Bun. “Devcloping Countrics and the Framework for Negotiations on Forcign Direct
Investment in the World Trade Organisation™ (1997) 12 Am. U. J. Int’l Pol’y 1015 at 1030.
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C. Agreement on Trade Related Investment Measures

GATT parties established the Agreement on Trade Related Investment Measures
(“TRIMs")' in the Uruguay Round of multilateral trade negotiations. This was the first
time that GATT rules were applied explicitly in the investment field'™, albeit only in
relation to investment measures which affect trade in goods. A TRIM is any investment
restriction that directly affects trade in goods'®. The TRIMs is primarily aimed at
removing trade related investment measures so as to promote and expand the liberalisation
of world trade'"’. It confirms that GATT Articles Il and XI apply to certain trade related
measures, which means that no GATT member may impose a trade related investment
measure so as to afford protection to domestic production of goods or to restrict imports.
Members are required by TRIMs Article 6 to be transparent in their application of trade
related investment measures. Article 9 states that by 2000 the parties shall consider

whether to amend the agreement to incorporate provisions on investment policy and

competition policy.

TRIMs are not defined, rather an illustrative list is provided in the appendix to assist
members in determining what constitutes a TRIM. This list includes laws which require an
investor to purchase domestic goods, laws which limit an investor’s use of imported
products, and laws which restrict the level of goods an investor can export. It therefore
only includes the preferential purchasing requirement that the US complained of in
Canada - Administration of the I'oreign Investments Review Act. 1t does not include the

requirement that Canada imposed upon investors to export a certain level of goods.

197(Marrakesh. April 15 1994)

"% United Nations Transnational Corporations and Management Division. Horld Investment
Report - 1992 (New York: United Nations, 1992) at 70.

'%E.M. Buni. “Devcloping Countrics and the Framework for Negotiations on Forcign Direct
Investment in the World Trade Organisation™ (1997) 12 Am. U. J. Int'l Pol’y 1015 at 1033.

Hoprcamble.



30

The TRIMs Agreement is limited to dealing with investment measures which affect trade

in goods'"!

» and therefore does not deal comprehensively with investment. This was a
disappointing outcome for many of the OECD countries who had hoped to negotiate a
complete investment agreement'"”. They were particularly disappointed by the limited list
of WTO illegal TRIMs'". Developed countries argued that a more expansive list should
be adopted, but the developing nations led by India successfully rejected this. The list does
not include requirements to export a specific level of goods, technology transfer
requirements, screening and establishment regulations, expropriation and compensation,
restrictions on movement of personnel or repatriation of capital. In addition, the WTO
lacks the regulatory framework as well as the substantive rules to govern state policies
regarding foreign direct investment'". In summary, Wong describes the TRIMs
agreement as “important in recognising the trade restrictive and distortive effects of
certain investment measures. But it falls short of providing a full set of rules and

disciplines.”"'

D.  General Agreement on Trade in Services

Some commentators consider a second agreement negotiated in the Uruguay Round, the

General Agreement on Trade in Services (“GATS™)'™ to be the true investment

YN, Grimwadc. International Trade Policy (London: Routlcdge. 1996) at 327.

g, Raby. “Introduction” in OECD. 7he New World Trading Svstem (Paris: OECD. 1994) 13 at
21.

13E M. Bunt. “Developing Countrics and the Framework for Negotiations on Forcign Dircct
Investment in the World Trade Organisation™ (1997) 12 Am. U. J. Int'l Pol’y 1015 at 1016.

"R K. Paterson and M.N. Band. /nternational Trade and Investment Law 2 cdition (Canada:
Carswell, 1994) at 1-8.

''3J.W. Wong. “Overview of TRIPs, Services and TRIMs” in OECD, The New Horld Trading
Svstem (Paris: OECD. 1994) 173 at 175.

HSMarrakesh. April 15 1994)
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agreement of the WTO'"". The GATS deals with national regulations made concerning
trade in services. It defines section a trade in a service as occurring when a body supplies
a service in a country after it has established a commercial presence there''"*. The GATS
therefore applies to the increasing number of investors who provide services in a foreign
country. GATS members must accord all foreign service providers with most favoured
nation treatment, that is, treatment that is no less favourable than that they accord other
foreign investors who provide services in that member’s country''®. However, countries
only need provide national treatment'* to domestic and foreign investors in the specific
service sectors they list in national schedules'?'. Therefore the GATS’ effect on
liberalisation of investment may vary from negligible to substantial'** depending upon
whether a country includes any of the specific service sectors which foreign investors are
involved in its national schedules. In summary, Burt states that “with the national
schedules of commitments qualifying most of the obligations of the agreement, FDI
liberalisation through the GATS agreement, in effect, is limited to the extent that members

choose to enter into specific liberalisation commitments.”"
E. The Development of Investment Codes

In the absence of a global treaty on investment countries have sought to develop standards

'"E M. Bun. “Developing Countrics and the Framework for Negotiations on Forcign Direct

Investment in the World Trade Organisation™ (1997) 12 Am. U. J. int’] Pol’y 1015 at 1031.
"anticle 1(2) (c).
" Anicle I1.

2Treatment that is no Icss favourable to forcign investors than it is to domestic investors.

2 Anicle XVII.

Zynited Nations Transnational Corporations and Management Division, I'orld Investment
Report - 1992 (New York: Unitcd Nations. 1992) at 69.

'ZE M. Bun. “Developing Countrics and the Framework for Negotiations on Foreign Direct
Investment in the World Trade Organisation™ (1997) 12 Am. U. J. Int'l Pol ‘y 1015 at 1033.
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for foreign investments by developing international codes. Negotiations on an investment
code began in the United Nations Center on Transnational Corporations in the late 1980s.

They were unsuccessful'>*. Negotiations in the OECD have been more successful.

The OECD’s goal is to promote economic growth by reducing and abolishing obstacles to
the exchange of goods and services and to maintain and extend the liberalisation of capital
movements'?. In pursuit of this goal, OECD members have become parties to several

codes dealing with liberalisation of investment. These codes have the status of an OECD

Decision which is binding on all members'*.

The OECD Code on Liberalisation of Capital Movements and Current Invisible'”
Operations 1991 states that members should remove restrictions on capital movements so
that residents of member countries are as free to transact business with each other as are
residents of a single country'®*. Annex A of the this code lists the sectors members
undertake to liberalise and includes direct investment, real estate, operations in capital and
money markets, and debt services. The Committee on Capital Movements and Invisible
Operations monitors members’ compliance with the codes through a regular process of
notification, examination and consultation'”. Jackson er al state that the scrutiny of the

Committee has been an important factor in the code’s success in bringing about

2QECD. Guidelines for A fultinational Enterprises (Paris: OECD. 1997) at 7.
125§cc OECD home page at hutp://www.occd.org.

1260ECD. Introduction to the OFECD Codes of Liberalisation (Paris: OECD. 1995) at 9.

27 1nvisible opcrations” arc transactions and exchangcs in which no merchandisc is involved -

for examplc transactions in the insurince. banking and transport industrics.
2 Anticle 1.

129 Anticles 11 - 18.
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liberalisation'*.

A related OECD code is the Draft Convention on the Protection of Foreign Property
1976. This provides that each state shall accord fair and equitable treatment to the
property of foreign investors. States should not impair the management, maintenance,
use, enjoyment or disposal of property by unreasonable or discriminatory means'”. This
code was drafted to respond to foreign investors’ concern that developing countries were
able to nationalise their property without paying them compensation. The Hull rule of
international law requires that any expropriation be accompanied by prompt, adequate and
effective compensation, but in the early 1970s some developing countries rejected it as a

_ rule of international law and denied they had to pay compensation for expropriation'*?.
This code deals specifically with this issue and does not require member countries to

liberalise their investment regulations.

The OECD Declaration on International Investment and Multinational Enterprises and
Guidelines for Multinational Enterprises was signed in 1976. The declaration states that
OECD countries should adhere to the principles of national treatment with respect to the
investments of multinational corporations - that is, they should treat the established

investments of multinational foreign investors no less favourably than they treat domestic

133

investors'>. The declaration incorporates the OECD Guidelines for Multinational

Enterprises (‘the guidelines’). These guidelines are essentially recommendations from

1305 H. Jackson. W.H. Davey and A.O. Sykes. Legal Problems of International Economic
Relations 3™ cdition (USA: West Publishing. 1995) at 901,

3 Anicle 1.

132 § H. Jackson. W.H. Davey and A.O. Sykcs. Legal Problems of International Economic
Relations 3" cdition (USA: West Publishing. 1995) at 273. Forcign investors werc also concerned that
gencral intcrnational law could nol assist them as it docs not apply to individuals per se, but to states. M.
P. Avramovich. “The Protcction of Intcrnational Investiment at the Start of the Twenty-First Century: Will
Anachronistic Notions of Busincss Render Irrelevant the OECD™s Multilateral Agreciment on
Investment?” (1998) 31 The John Marshall Law Review 1201 at 1224,

13The national trcatment standard docs not apply o establishinent mcasurcs.
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OECD members to multinational corporations on how multinationals should conduct their
operations'*. They do not bind multinationals to any code of conduct, to the
disappointment of developing nations who had hoped the OECD would develop a strict
binding global code of conduct for multinational corporations'*. The guidelines are

therefore not supported by developing nations.

The guidelines generally provide that multinational enterprises should take a country’s
policies, aims and objectives with regard to economic and social progress into account

when operating in that country'*

. They were reviewed by the OECD Council of
Ministers in 1991 and as a result of the review, a chapter on environment was added'?’.
The guidelines are not binding upon corporations and there are no sanctions if they breach

them.

There have been many other attempts by various countries to negotiate multilateral or
regional investment agreements; UNCTAD lists 73 between 1948 and 1996'*. Section A-
E has been a discussion of the main ones. Perhaps the greatest impact on the liberalisation
and codification of international investment has been the creation of bilateral treaties on

investment.

1MOECD. Guidelines Jor Multinational Enterprises (Paris: OECD. 1997) at §.

135T.D. Lairson and D. Skidmorc, International Political Economy (Fort Worth: Harcourt Brace
College Publishers. 1993) at 263.

16Sce scction entitled *General Policics'.

37United Nations Transnational Corporations and Management Division, Il'orld Investment
Report - 1992 (New York: United Nations. 1992) at 75. The content of the cnvironment chapter will be
discussed in chapter 2.

'“Sl:lnding Committec on Forcign Afairs and Intcrational Trade. Canada and the MAI
(Canada: Canadian Government. 1997) at 47.
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F. Bilateral Investment Treaties

In the absence of an international treaty on investment, many countries have made bilateral
investment treaties (“BITs”) to ensure their foreign investors receive non discriminatory
treatment and have protection from expropriation. These treaties are always made
between a developed and a developing country'”®. The first BIT was signed in 1959
between Germany and Pakistan'”. Several European countries followed suit, and then the
USA and Japan began negotiating BITs to protect their investors. By the late 1970s, over
170 bilateral agreements between 65 states had been negotiated. In the 1980s, 199
treaties were signed"'. In the 1990s the number of treaties dramatically increased. In
1995 alone, 172 were signed'** and by the end of 1996, there were over 1,300

concluded'®®. Over 160 countries have at least one BIT.

BITs were created largely in response to international investors’ demand for a treaty
program to protect their investments from expropriation without compensation'*.
Investors often made contracts with states to deal with this and other matters, but were

concerned that the contracts were unenforceable'**. And even if these contracts were

AT Guzman. “Why Less Developed Countrics Sign Treatics that Hunt Them™ (1998) 38 Va.

1 Int'LL. 639 at 642.

HOK ). Vandevelde. “Investment Liberalisation and Economic Devclopment: the Role of Bilatcral
Investinent Treatics™ (1998) 36 Columbia Journal of Transnational Law 501 at 503.

"!'United Nations Transnational Corporations and Managcment Division. Iforld Investment
Report - 1992 (New York: United Nations. 1992) at 3.

2A T. Guzinan. “Why Less Developed Countrics Sign Treatics that Hurt Them™ (1998) 38 Va.
J. Int’L L. 639 at 640.

43K J. Vandevelde. “Investment Liberalisation and Economic Devclopment: the Role of Bilateral
Investment Treatics™ (1998) 36 Columbia Journal of Transnational Law S01 at 503,

144Scc discussion of this in part E.
"3M. P. Avramovich. “The Protcction of Intcrnational Investment at the Start of the Twenty-

First Century: Will Anachronistic Notions of Business Render Irrclevant the OECD's Multilateral
Agrcement on Investiment 7™ (1998) 31 The John Marshall Law Review 1201at 1234.
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enforceable in the host’s jurisdiction, investors worried that their claim would be heard
before a tribunal biased in favour of the host country. BITs were developed to ensure
foreign investors could enforce their agreements and to provide them with access to a
neutral tribunal. A BIT is a treaty between two governments which contains a clause
requiring a host country to comply with any contracts it has with an investor from the
other country. Therefore a contract between a state and an investor becomes binding in

international law'*

. If a state breaches a contractual obligation it makes to an investor, it
will be breaching an international treaty obligation. Dispute settlement clauses are

included to enable an investor to sue the host state directly in an independent tribunal.

BITs around the world are very similar'"’. Bilateral treaties usually provide for
compensation in case of expropriation'**, protection for current and future investment, and
a specific forum for dispute resolution. Most also provide for national treatment and
most-favoured nation treatment of investors and of their investments. They may also
provide specific standards for sensitive issues, such as foreign investment in cultural

industries'’.

A common form of treaty is the Canadian standard BIT. It provides generally in Article Il
that foreign investors shall be accorded fair and equitable treatment and that their
investments should have the full protection and security of the law once they are
established. Articles 11l and IV require that investors be given most favoured nation

treatment and national treatment after they have established an investment, except in areas

H6A.T. Guzman, “Why Less Developed Countrics Sign Treatics that Hurt Them™ (1998) 38 Va.
J. Int’IL L. 639 at 654.

Y 1bid a1 653.

'“Allllougll outright expropriation is quitc rarc in the 1990s - A.T. Guzman, “Why Less
Developed Countrics Sign Treatics that Hurt Them™ (1998) 38 Va. J. Int’I L. 639 at 644,

"%United Nations Transnational Corporations and Management Division, iorld Investment
Report - 1992 (New York: United Nations. 1992) at 78.
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such as telecommunications, aviation and financial services'*. Cultural industries are also
exempted from most favoured nation and national treatment in Article VI. Article V
forbids performance requirements such as limits on freedom of hiring, domestic content
restrictions, requirements to export a particular amount, domestic purchase restrictions
and technology transfers. Dispute settlement between an investor and a state are to be
carried out under the Convention on the Settlement of Investment Disputes between States
and Nationals of other States (ISCID)"* or the Arbitration Rules of the United Nations
Commission on International Trade Law (UNCITRAL)'®.

Vandevelde states that BITs fail to provide investment liberalisation because they do not
require the host state to grant access to the state’s market. They only require equality of
treatment after an investment has been established and therefore allow countries to
continue to restrict market access and regulate the establishment of investment'**.
Further, BITs often exclude tax treatment from most favoured nation and national
treatment principles. While a BIT can protect an investor from a state reneging on an
agreement, a BIT does not require a host to pass laws to protect the investor from

disputes with private parties'*' and does not provide an investor with a non domestic
p private p p

150 Article 11 (3) also requircs the host state to permit the cstablishment of a ncw busincss

enterprise or acquisition of an existing onc on the same basis as it perimits domestic and other forcign
investors to do. It is unusual for a BIT to have an obligation in regard to cstablishment.  Such obligations
arc only found in the BITs of the USA and Canada.

13! Convention on the Sctticment of Investment Disputes between States and National of other
Statcs (Washington, 1965) ILM 532

52Th¢ Arbitration Rulcs of the United Nations Commission on International Trade Law (15
Dccember 1976) UN GAOR 314 session. Suppl. no. 17 at 46. scction C.

13301her than those made by the USA or Canada. K.J. Vandevelde. “Investment Liberalisation
and Economic Development: the Role of Bilateral Investment Treatics™ (1998) 36 Columbia Journal of
Transnational Law S01 at 513.

Sfor cxample. BITS do not require a nation 10 pass comprelicnsive corporations or intcllcctual
property Icgislation which could protcct forcign investments.
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alternative in case of a private dispute'*’. In general, Vandevelde states that “BITs are very

weak instruments for promoting investment neutrality.”'*
VII. The Impact of Globalisation

The process of globalisation is linked with two dramatic changes that have taken place in
the field of international investment since the mid 1980s. First, globalisation has facilitated
a remarkable growth in the level of foreign investment. Second, globalisation has

pressured governments to liberalise their investment regulations.
A, What is Globalisation?

Globalisation is the process in which economic markets, technologies and communications
gradually exhibit more global characteristics and less national or local ones'®’.
Governments are taking part in globalisation because they believe it will lead to economic
growth in their countries'®*. The OCED states that “the globalisation of the economy....
gives all countries the possibility of participating in world development, and all consumers
the assurances of benefitting from increasingly vigorous competition between

producers.”'*®® Globalisation is driven by technological advance'®, by the creation of an

13K .J. Vandevelde. “Investment Liberalisation and Economic Development: the Role of Bilateral
Investinent Treaties™ (1998) 36 Columbia Journal of Transnational Law 501 at 514,

1% 1bid a1 513.
STOECD. Fconamic Glohalisation and the Environment (Paris: OECD. 1997) a1 19.

1585, Mander and E. Goldsmith (cds.). The Case :Against the Global Economy (San Francisco:
Sicrra Club Books. 1996) at 295.

1591, Joncs. “Globalisation and the Environment: Main Issucs™ in OECD, Globalisation and the
Environment (Paris: OECD. 1997) 7 at 11.

0spid at 8.
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unrestricted free market and by the removal of government regulation'®'. Proponents of
globalisation aim to facilitate a market in which capital moves frictionlessly with as little

economic loss as possible due to the heterogeneity of places.

Advances in the technological and communication sectors have spurred globalisation and
have led to a transformation of the global financial market. Investors can and do invest in
another country at the stroke of a key. Electronic transfers of money account for five out
of every six dollars that move in the world economy'®>. The ease with which investors can

become foreign investors has led to a dramatic increase in the level of foreign investment.

Globalisation means that countries deregulate their economic systems so that their
financial markets begin to exhibit similar global characteristics rather than varying national
characteristics'®. As markets become alike, investors have a larger and more level market
place in which to operate and therefore increase their economic activity. Countries believe
this will spur their own economic growth and are consequently liberalising and
deregulating their investment regimes'®. Another reason countries relax the restrictions
they place on investment is so that they do not imperil the competitiveness of their own

16$

investors by taking unilateral action'*® and so that they can attract foreign investors.

161]. Mander, “Facing the Rising Tidc" in J. Mandcr and E. Goldsmith (cds.). The Case Against
the Global Economy (San Francisco: Sicrra Club Books. 1996) 3 at 4 - 5.

162R. Barnct and J. Cavanagh. “Elcctronic moncy and the casino cconomy™ in J. Mander and E.
Goldsmith (cds.). The Case :Igainst the Global Economy (San Francisco: Sicrra Club Books, 1996) 360 at
361.

1637 Joncs. “Globalisation and the Environment: Main Issucs” in OECD, Globalisation and the
Environment (Paris: OECD. 1997) 7 at 10.

18R, Barnct and ). Cavanagh. “Elcctronic moncy and the casino cconomy” in J. Mander and E.

Goldsmith. (cds.) The Case . Igainst the Global Feonomy (San Francisco: Sicrra Club Books. 1996) 360 at
365.

1$5QECD. Economic Globalisation and the Environment (Paris: OECD., 1997) at 21.
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The effects of investment liberalisation and growth are mutually reinforcing. As countries
liberalise their investment regimes, it becomes easier for investors to operate in foreign
countries, and investment increases. And as investment increases, countries further
liberalise their investment regime in an effort to compete for the increase in investment.
Some commentators believe that globalisation “involves arguably the most fundamental
redesign of the planet’s political and economic arrangements since at least the industrial

revolution.”'®  This is certainly true in the investment sector.

B. Growth in International Investment

_Since the mid 1980s, world wide flows of foreign direct investment have been growing at
unprecedented rates'"’, faster than either trade or domestic investment. In the 1980s, FDI
grew an average of 16 percent per year, compared to a 6 percent growth in trade and a 7

percent growth in domestic investment'®

. In the 1990s, the change has been even more
dramatic. Between 1990 and 1996 it increased threefold'””. Flows of foreign direct
investment reached record levels in 1997, and the process of globalisation that is fueling it
shows little sign of slowing down'”. Foreign direct investment is expected to increase by

20 percent each year until 2001'"", and 7 to 10 percent per year after that'”.

165}, Mander. “Facing the Rising Tidc™ in J. Mandcr and E. Goldsmith (cds.) The Case -Against
the Global Economy (San Francisco: Sicrra Club Books. 1996) 3 at 3.

'“"United Nations Transnational Corporations and Management Division, lorid Investment
Report - 1992 (New York: United Nations, 1992) at 1.

1685, Startup. “An Agenda for International Investiment™ in OECD. The New Horld Trading
Svstem (Paris: OECD, 1994) 189 at 190.

'>H. F. French. “Asscssing Privatc Capital Flows to Developing Countrics” in L.R. Brown ef al.,
State of the IWorld (Ncw York: WW Norton & Co.. 1998) at 152.

19OECD. International Direct Investment Statistics Yearbook 1998 (Paris: OECD, 1998) at 9.

"5 Burns and E. Chrysicr. “Multinational Corporatc Growth: The Need for Multinational
Control” (1997) 141 Forcign Investmient in Canada Report Bullctin 1 at 2, citing United Nations World
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As noted in part IV, most countries in the world are trying to attract as great a share as
possible of the increase in foreign investment because they believe it will facilitate their
economic growth'”. In their attempts to attract international investment, most developed
countries and a majority of developing countries have liberalised their investment

regulations'™.

C. Liberalised National Regulations

Globalisation has led to what Barnet and Cavanagh describe as the “global race to
deregulate™*. In the 1980s countries began to compete for foreign investment to
stimulate their economic growth and become internationally competitive'” and to replace
declining levels of aid. To attract investment they began to relax the enforcement of their
investment regulations. Therefore while the regulations appeared strict they often were not

enforced'”. In fact Lairson and Skidmore state that “impressively strict regulations

Investment Report,

112, Schmidhciny and B. Gentry. “Privatcly Financed Sustainable Development™ in D. Chertow
and D.C. Esty. Thinking licolugically (New Haven: Yale University Press. 1997) 118 at 121.

"Clarke and Barlow statc that this belicf has stemmed from the *Washington Consensus’, a
modcl of devclopment which has become globaliscd and is not prescntly being scriously chalienged. The
Washington Conscnsus is bascd on the belicf that libcral markcet cconomics arc the onc and only ecconomic
hope for all countrics, including poor countrics. T. Clarkc and M. Barlow, ALA/: the Afultilateral
Agreement on Investment and the Threat to Canadian Sovereigniy (Canada: Stoddant Books, 1997) at 14-
1.

ECosocC. “Fostcring an cnabling environment for devclopiment: financial flows, including
capital flows; investment; trade™ at page 8. available at hitp://www.un.org.

13R. Barnct and J. Cavanagh. “Elcctronic moncy and the casino cconomy™ in J. Mander and E.
Goldsmith, (cds.) The Case . 1gainst the Glohal Fconomy (San Francisco: Sicrra Club Books. 1996) 360 at
370.

1"%Chia Siow Yuc. “Trade and Forcign Dircct Investment in East Asia™ in W. Dobson and F.
Flaucrs (cds.). Pacific Trade and Investment: Options for the 90s (Kingston: Qucens University, 1994) 49
at 73.

'"'T.D. Lairson and D. Skidmorc. International Pulitical Economy (Fort Worth: Harcourt Brace
Collcge Publishers. 1993) at 262.
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designed to enhance local control often had surprisingly little effect on multinational
corporation practice in general.™'™ For example, when foreign investors were required to
operate in a joint venture, the local partner in some cases borrowed from the foreign
investor to contribute its share, so that the foreign investor actually had complete control.
Even when a local partner legitimately provided capital, they may not have exercised real
control if the foreign investor controlled the vital equipment, spare parts, financing,
technology, managerial skills and marketing services. Laws requiring foreign investors to
hire local labour were sometimes waived if the investor argued that the local labour could

not meet its skill and expertise requirements.

As globalisation continued and countries became even more competitive for foreign
investment in the late 1980s and 1990s, it appeared to most countries that openness to
international investment and trade led to faster rates of growth than otherwise'™. For
example, India had extensive restrictions on foreign investment in the 1980s. During this
time it received only one fortieth of investment that was going to Singapore and one
thirteenth of that going to China, both of which had less restrictive laws'**. Vandevelde
states that all the evidence suggests that states which choose an illiberal path with regard
to foreign investment will encounter enormous difficulties with economic development
beyond a certain point'*"'.  An ECOSOC report states “it is well understood and generally
accepted that the key characteristics of an enabling environment (for international

investment) are stability, predictability, adaptability, growth orientation and transparent

18E. Weinstcin, “Understanding Development and EfTorts to Control Multinational

Corporations™ in Modclski (¢d.) . Transnational Corporations and World Order: Readings in
International Political Ficonomy (San Francisco: WH Freeman and Co.. 1979) in T.D. Lairson and D.
Skidnore, /nternational Political I:‘conomy (Fort Worth: Harcourt Brace Collcge Publishers. 1993) at 262.

195 F. Helliwell. *Asian Economic Growth™ in W. Dobson and F. Flaucrs (cds.), Pacific Trade
and Investmeni: Options for the 90s (Kingston: Qucens University. 1994) 17 at 27

"%United Nations Transwational Corporations and Management Division. Horld Investment
Report - 1992 (New York: United Nitions. 1992) i 83.

'91K.J. Vandevelde. “investment Liberalisation and Economic Development: the Role of Bilateral
Investment Treatics™ (1998) 36 Columbia Journal of Transnational Law 501 at 526.
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»ig2

legal and regulatory frameworks. And the United Nations generally “recognises the
potential benefits for the world economy of greater freedom of capital movement™'. In
light of this, many countries decided that they would not only sparingly enforce their

investment laws, but that they would also repeal them.

Investment regulation in all developed countries has been liberalised to a very large
extent'™. The United States places little restriction on the number of investors or the
magnitude of foreign investment, except in areas of key national concern such as nuclear
power facilities'. Similarly the /ivestiment Canada Act'™ places little restriction on
foreign investors. The OECD observes that “liberalisation of capital movements (of
members) has been nothing short of spectacular over the past 30 years.... Apart from
outstanding sectoral restrictions on inward direct investment and non-resident acquisition
of real estate, virtually all member countries had dismantled their controls on capital

movements by the end of 1992"™"".

Many developing countries have liberalised their investment laws too. “More and more
countries have opened up their economies to direct foreign investment..... of 82 policy

changes made in relation to foreign direct investment by 35 countries in 1991, 80 were in

1ECOSOC. “Fostering an cnabling cavironment for development: financial flows. including
capital flows: investment: trade™ at page 8. available at htp://www.un.org.

183« Global financial flows and their impact on the developing countrics™ GA Rcs 52/180,
GAOR (18 Dccember 1997).

"MOECD. Foreign Direct Investiment: Policies and Trends in the OECD Area (Paris: OECD,
1992) at 14.

"There arc reporting requircments for forcign investors over a certain size. Sce for cxample 15
CFR pt 806 (1993) and 31 CFR pt 129 (1993).

186RSC 1985 ¢.I-22

WQECD. Intraduction 1o the OFECD Codes ¢ W Liberalisation (Paris: OECD. 1995) at 10.
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the direction of liberalisation."'* For example, in Argentina, the foreign investment
regime introduced in 1989 made approval of foreign investments virtually automatic, and
investment registration is now only required for statistical purposes'®®. India radically
relaxed its investment laws in the early 1990s in an effort to attract a greater share of
.

foreign investmen In Laos in 1992 the government drastically altered its economic

system from a centrally controlled system to a market based system in the hope of

attracting foreign investment'”'

. Several African countries have reduced or are removing
legal and regulatory restrictions on the activities of foreign investors'®2. In South-East
Asia there has been dramatic policy relaxation toward foreign investment in the past 10

years'”.

Some states have begun to offer incentives in an effort to attract investors as well as
liberalising their laws. Incentives include the creation of industrial estates and industrial
parks with provision of various industrial facilities and fiscal incentives such as tax

holidays, depreciation allowances and exemption from import and export duties'®*.

"*8Unitcd Nations Transnational Corporations and Management Division. il'orld Investment
Report - 1992 (New York: United Nations. 1992) at 3.

9 1bid a1 27.
0rbicl at 83.

1915 D. Nolan. “A Comparative Analysis of Laotian Law on Forcign Investment, the World Bank
Guidclines on Forcign Dircct Investiment and the Normative Ruics of Intcrnational Law on Forcign Direct
Investment™ (1998) 15 Ariz. J. Int’l & Comip. L. 659 a1 661.

®2Unitcd Nations Transnational Corporations and Management Division. !l'orld Investment
Report - 1992 (New York: United Nations. 1992) at 30. Howcver. it has not helped them increasc their

sharc of forcign investment. because the cconomic advantages of the region arc not great cnough.

193S¢c discussion in Chia Siow Yuc. “Trade and Forcign Dircct Investment in East Asia” in W.
Dobson and F. Flawters (cds.). Pacific Trade and Investment: Options for the 90s (Kingston: Qucens
University. 1994) 49.

"Ibid a1 73. For example. the Uganda Foreign Investments Decree 1977 exemps forcign
investors from paying import dutics and salcs tax on plant machinery and production malcrial which is
not availablc in Uganda (s1(1)). and forcign investors of a ccrtain size arc cxempiced from paying
corporation tax (s1(2)).
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D. The Problem of Globalisation

Governments pursue the associated goals of globalisation, increased levels of foreign
investment and investment liberalisation, to facilitate their economic growth. However, as
noted in part IV, foreign investment may have some negative consequences which
governments may seek to regulate. Similarly, globalisation also may have negative
consequences. It is not within the scope of the paper to explore these, and it will suffice
to list them to illustrate the areas national governments may wish to regulate in. Some of
the negative effects of globalisation that commentators have articulated are'*: the
homogenisation of cultures, the homogenisation of education systems, increases in labour
market uncertainty, increases in the gap between high and low income earners, instability
in developing nations’ economies dependent upon international monetary flows,
technological displacement of labour, the spread of infectious diseases, environmental
degradation (which will be discussed further in this paper) and muitinational corporation

control of economic systems and financial markets.

While the negative and positive effects of globalisation are widely debated, it is foreseeable
that governments may want to retain the regulatory competence to legislate in the
investment field if and when it becomes clear that globalisation or international investment
has negative consequences. They may also wish to retain the ability to control powerful
multinational investors. Therefore several commentators believe that countries should not
liberalise their laws to such an extent that they lose the ability to limit the potential

negative effects of liberalised investment'®.

193Scc for example. J. Mander and E. Goldsmith (cds.) The Case -gainst the Global Economy
(San Francisco: Sicrra Club Books. 1996). and N. Chomsky. Horid Orders Old and New (New York:
Columbia University Prcss. 1994).

" Biswajit ef al.. "MAI - An Analysis™ (1998) 33 Economic and Political Weekly 837 at 843,
J. Mander and E. Goldsmith (cds.) The Case -lgainst the Cilohal Economy (San Francisco: Sicrra Club
Books, 1996). and T. Clarkc and M. Barlow. AL AL the Multilateral .\greement on Investment and the
Threat to Canadian Sovercigniv (Canada: Stoddart Books. 1997).
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However, at the same time as some commentators note that national governments should
preserve some ability to regulate investment, they note that globalisation reduces the effect
of national government regulation'””. It does so in two ways. First, in a globalised world
the decisions of governments have a reduced effect upon investors. If an investor does
not like the regime in one country it may move with relative ease to another. Second,
governments are put under increasing pressure not to imperil the competitive position of
their own investors by placing unilateral restrictions upon them that foreign investors do
not face. Despite this, governments will still be able to regulate investor behaviour by
negotiating an international agreement which sets common standards for international
investor behaviour and responsibility. An international investment agreement could
impose binding obligations upon international investors so that these investors are bound

to conduct their activities in responsible ways wherever they invest.

Some countries may however wish to regulate investors more than an international
agreement based upon consensus may allow them to. Therefore an investment agreement
should also include some latitude for national governments to regulate investment
unilaterally. If investors are bound to a certain level of behaviour by an international code
which reduces the differences in countries’ investment regimes, globalisation will not
reduce individual national governments’ ability to regulate to reduce the negative effects
of investment to the extent it otherwise would. Any international investment agreement
should include international standards to regulate investors’ conduct and allow countries

some latitude to regulate investment unilaterally.

VIIl. Conclusion

International investment has increased dramatically since the 1980s and today is one of the

main facilitators of economic growth. Countries traditionally sought to regulate foreign

YOECD. liconamic Glohalisation and the Environment (Paris: QECD, 1997) at 8.
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investment strictly in order to maximise its advantages and to minimise the negative
economic and non economic effects it has. However, globalisation has pressured many
countries to liberalise their investment laws. The rapid increase in investment and its
impact upon the global financial market, and the rapid changes in the regulatory regimes
which govern it, have strengthened calls for an international agreement to set basic rules

for international investment.

There are two main lines of argument in favour of the negotiation of an international
investment agreement. The first is that national investment laws and BITs are too
discriminatory, restrictive, uncertain and unpredictable, and do not provide investors with
_the freedom or stability they need to continue to increase their level of investment. The
current international investment regime made of bilateral agreements, OECD codes and
limited WTO agreements does not adequately protect existing forms of investment, let
alone evolving forms such as portfolio investment and intellectual property'**. The World
Investment Report states “the overarching rationale for a comprehensive multilateral
investment framework is that it would create a stable, predictable and transparent enabling
framework, which would facilitate the growth of investment flows and their contribution
to development.”'” The United Nations “expresses with conviction that a stable and
transparent environment for commercial transactions in all countries is essential for the

mobilisation of investment.”*"

Most commentators acknowledge that international investment, while enhancing economic

growth, has the potential to impact negatively upon countries. It is because of this that all

18M. P. Avramovich, “The Proicction of Intcrnational Investment at the Start of the Twenty-
First Century: Will Anachronistic Notions of Busincss Render Irrelevant the OECD's Multilateral
Agrcement on Investment?” (1998) 31 The John Marshall Law Review 1201 at 1277.

United Nations Commission on Tradc and Development. Iforld Investment Report 1996
(USA: United Nations. 1996) at 4.

200Busincss and development” GA Res. 52/209 GAOR ( 18 December 1997).
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countries have regulated international investment in the past. While most countries have
now liberalised their investment laws due to globalisation, the potential of international
investment to have negative impacts remains. At the same time, globalisation has reduced
countries’ ability to regulate investors. Therefore the second argument in favour of an
international investment regime is that it could impose binding international obligations
upon investors thereby allowing countries to continue to regulate investors’ conduct
through an international code without the fear of losing international investment or
disadvantaging their own investors. Yet some countries may wish to regulate investors
more than an international agreement based upon consensus may allow them to. An
international investment agreement should permit states’ the latitude to regulate
investment if and when it becomes clear that it has had a negative effect upon that state.
This paper focuses on the potential negative effects of international investment upon the

environment.

The next chapter will examine whether international investment, and especially the
increase in international investment that an international investment agreement which

liberalises the field is expected to facilitate, will lead to environmental degradation or not.
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CHAPTER 2: SUSTAINABLE DEVELOPMENT AND INVESTMENT

I Introduction

This chapter deals with the question of whether international investment results in
development that is damaging to the environment. The immediate and instinctive answer
is simple - all modern human behaviour leads to some damage to environment?”. The
more refined question to ask then is whether investment induced development results in
acceptable damage to the environment™. The most widely known concept for
determining what level of damage is acceptable is sustainable development?®. This
chapter will explain the origin and meaning of sustainable development before moving to
discuss whether international investment results in sustainable, or unsustainable,

development.

Part 11 examines the concept of sustainable development. The concept incorporates the
principle that development is unacceptable when it degrades the environment to such an
extent that it impinges upon the ability of future generations to pursue their own
development. The concept notes that most development in the past has been conducted
without heed to the overall ‘ecological footprint’ of that development. This has led to
such environmental degradation that the ability of future generations to develop is
threatened. Sustainable development aims to ensure that development in the future has a

reduced ecological footprint and therefore does not cause unacceptable damage to the

2The World Commission on Environment and Development Qur Common Future (Oxford:
Oxford University Press. 1987) at 40.

2921 acknowledge that 1 have taken an anthropocentric approach and further acknowledge the
validity of other approaches including ccological approaches. 1 chosc to usc the concept of sustainable
devclopiment as an cvaluative tool as it is the most comnon onc used by the governments who will decide
whether or not to sign the MAL

2K .E. McSlarrow. “Intcrnational Trade and the Environment: Building a Framcwork for
Conflict Resolution™ (1991) 21 Enviromnental Law Reporter 10589 at 10590,
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environment.

Part 11 considers whether foreign investment that is facilitated by an international
investment agreement such as the MAI will promote development which has an increased

or decreased environmental footprint. In determining this issue, it considers the following

issues:

. Investment spurs demand for higher environmental standards.
. Investment facilitates the transfer of clean technology.

. Liberalised markets allocate resources efficiently.

Investment has the potential to lead to a decrease in the ecological footprint of
development because of these factors. However, it is by no means certain that it will,
because there are many variables involved. In comparison, investment driven

development will probably lead to an increase in the ecological footprint of development

because:

. Freer markets increase the externalisation of environmental costs.

. Investment will lead to an increase in overall consumption.

. Investment induced financial crises lead countries to sell off their natural resources.
. Investment is headed to ecologically intense industries.

This part also deals with the question of whether some countries reduce or decline to
enforce their environmental standards in order to attract investment and thereby facilitate

the formation of pollution havens.

This chapter concludes in part IV that investment has the potential to lead to both
increases and decreases in the ecological footprint of development. It also concludes that
some countries will relax their environmental standards in order to attract valuable foreign
investment. This part therefore argues that governments must have the latitude to regulate
investment whenever it has a negative impact on the environment so that they can ensure
that they can achieve sustainable development. Any international investment agreement

that leads to sustainable development must include the scope for countries to regulate
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investment in order to protect their environment and some provision which prevents

countries from lowering their environmental standards in order to attract investors.
il Sustainable Development
A. The Origins of Sustainable Development

The environment is a bounded entity - it has a limited amount of non-renewable resources,
a limited ability to restock renewable resources, and a limited capacity to absorb
pollution®™. Traditionally, development has not been restrained by these environmental
limits, but has continually increased, usually requiring more resources and producing more
pollution. For example, between 1950 and 1997, the global use of lumber tripled, the fish
catch increased fivefold, grain consumption nearly tripled, fossil fuel burning nearly
quadrupled and air and water pollutants multiplied several-fold**®. If the earth’s limited
capacity to renew these resources and assimilate these forms of pollution is exceeded, the

environment will begin to degrade.

A way of measuring whether development is exceeding the earth’s limits and causing
degradation is to consider the ecological footprint of that development. Ecological
footprint is a measure of the total amount of resources used and pollution produced by
development activities™. It is a measure of the total environmental space that

development occupies®™. For example, when mining is conducted in a forest, its ecological
g

Wy, Ophulus. Lcology and the Politics of Scarcity (San Fransisco: W.H. Frceman and Co.,
1977) a1 29.

205, R. Brown. “The Futurc of Growth™ in L.R. Brown et al., State of the IWorld (New York:
WW Norton & Co.. 1998) 3 at 3-4.

26QECD. Fconomic Globalisation and the Environment (Paris: OECD. 1997) at 64-65.

207). Adams. “Globalisation. Trade. and Environment” in OECD. Globalisation and
Environment (Patis: OECD. 19Y97) 179 i 183.
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footprint includes the amount of forest that is cleared, the level of biodiversity lost, the
degree the water system is disrupted, the energy consumed and the emissions produced, as

well as the amount of minerals extracted.

Development in OECD nations leave a footprint upon an area of earth that is far larger
than the area within their own jurisdictions. For example, the earth can absorb 13 to 14
billion tonnes of carbon dioxide annually. This is the volume that humanity can discharge
into the atmosphere and remain within the natural limits of the earth. It means that each
person can discharge 2.3 tonnes per year. However, a US citizen discharges 20 tonnes per
year, and a German citizen 12 tonnes™™. At present, total development in OECD
countries leaves a footprint upon an environmental space that is 75% larger than the
environment within their own jurisdictions®. In fact, OECD country development leaves a
footprint that is so large that it covers the entire global environment. Therefore OECD
country development combined with non OECD country development has a footprint that
is larger than the entire earth. This means global development over-reaches the ecological
limits of the earth, exceeding its capacity to restock its resources and recover from
pollutive disturbances. Such development degrades the environment. Pursuing
development without acknowledging the excessive ecological footprint of that
development has led to the scale and nature of environmental degradation that we see in

the world today*°.

To prevent further environmental degradation then, either development must be reduced

or the environmental footprint of the development must be reduced™"'. In the 1970s, many

0% . Sachs. R. Loske and M. Linz. Greening the North (London: Zed. 1998) at 15.
2 Ihicdt m 3.

2D W. Pearce and J.J Warford. World without end: econontics, environment and sustainable

development (USA: Worid Bank. 1993) at 3. Scc for cxample The Club of Rome's The Limits 1o Growth
(New York: Universe, 1972) and W. Oplwlus, Ecology and the Politics of Scarcity (San Fransisco: W.H.
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environmentalists believed that reducing development was the correct response. They
developed environmental policies which condemned development based on the belief that
development and the preservation of the environment were incompatible goals*'>. Such
policies were largely unpalatable to policy makers who were simultaneously trying to
pursue goals such as economic growth and rising material levels of comfort, goals which

were just as important to many people as environmental protection*’,

In the 1980s, a concept which focused on reducing the environmental footprint of
development, rather than on reducing development, was conceived. This concept was
‘sustainable development’. It rapidly became a popular idea with businesses, governments
and some environmental policy makers because it was a welcome relief from previous
environmental policies which had forsaken development. By the virtue of being
sustainable development, policy makers saw the idea as one which would allow them to

continue the pursuit of economic growth and rising living standards.
B. A Definition of Sustainable Development

Sustainable development was adopted in and is most commonly associated with Our
Common Future™™. This book states that humanity should continue to pursue
development while ensuring that the ecological footprint of development is reduced to a
level where it is sustainable. A sustainable level is defined to exist when humans can

ensure that they meet the needs of the present generation without compromising the ability

Frecman and Co.. 1977).

22 W. Pearce and 1.J Warford. 15'orld without end: ceconamics, enviromment and sustainable
development (USA: World Bank. 1993) at 41.

2BM.R. Chertow and D.C. Esly .*Introduction” in M.R. Chertow and D.C. Esty (cds.) Thinking
Ecologically (New Haven: Yale University Press. 1997) 1 at .

24The World Commmission on Environment and Devclopment, Qur Common Future (Oxford:
Oxford University Prcss. 1987)
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of future generations to meet their own needs?'*. Environmental stocks should be
preserved so that future generations have the same capacity to develop them as current
generations. Our Common Future states that in order to preserve environmental stocks,
current development should be contained within ecological boundaries. This means, at a
minimum, not endangering the natural systems that support life on earth: the atmosphere,

the waters, the soils and the living beings*'¢.

Sustainable development recognises the fact that economic growth and development can
cause environmental degradation but maintains that if development is contained within
ecological boundaries its ecological footprint will be not be so large that it causes
_unacceptable degradation which impacts on future generations. Our Common Future
states that “economic growth always brings risk of environmental damage, as it puts
increased pressure on environmental resources, but policy makers guided by the concept
of sustainable development will necessarily work to assure that growing economies remain
firmly attached to their ecological roots and that those roots are protected and nurtured so

that they may support growth over the long term™'".

Sustainable development is an overarching concept, and many policy makers have
attempted to refine it so it may be used as a qualitative tool to formulate development
policies which have a reduced eccological footprint®'®. This part will now consider what
supporters of sustainable development say development is and why they say it is
necessary, and then how the character of development must change so that it becomes

sustainable.

S thiel w 8.
267hict ar 44- 45.
M 1hicl at 40.

#*F.D. Muschett. “An Intcgratcd Approach to Sustainable Development™ in F.D. Muschett (cd.)
Principles of Sustainable Development (Florida: St Lucic Press. 1997) | at 2.
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1. What Is Development and Why Is It Necessary?

In 1980, the World Conservation Strategy defined development as “the modification of the
biosphere and the application of human, financial, living and non-living resources to satisfy
human needs and improve the quality of human life.”*"> Our Common Future emphasises
that economic growth is a necessary part of development because economic growth
contributes to the satisfaction of human needs and improves the quality of human life??.
Since Our Conmmon Future was written some commentators such as Daly have disputed
whether development requires economic growth™', but the dominant position of
supporters of sustainable development is that development implies continuing along the
present path of pursuing economic growth. Caldwell defines development simply as

“development is as development does™.

Supporters of sustainable development argue that development based on economic growth
is necessary if a stock of environmental resources is to be conserved for future
generations. The belicf'is based on the observation that poverty is a major cause and
effect of global environmental problems™. Poverty is the main cause of environmental
degradation in developing countries*®. Our Common IFuture states that

*..poventy itself pollutes the environment, creating environmental stress... Those
who are poor and hungry will often destroy their immediate environment in order

*International Union for Conscrvation of Nature and Natural Resources et al.. Horld
Conservation Strategv (Switzerland: 1980) cited in S. Schinidheiny with the Business Council for
Sustainable Development, Changing Course (USA: Massachuscts Institute of Technology, 1992) at 6.

2%The World Commission on Environment and Development. Our Comimon Future (Oxford:
Oxford University Press, 1987) at 51,

2y E. Daly. Bevond Growth - The Fconomics of Sustainable Development (Boston: Beacon
Press 1996).

221 K. Caldwell. International Fnvironmental Pulicy (Durham: Duke University Press. 1996) at
269.

22The World Commission on Environment and Devciopment. Our Common Future (Oxford:
Oxford University Press, 1987) at 3.

2N, Grimwade. International Trade Policy (London: Routledge. 1996) a1 343.
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to survive: They will cut down forests; their livestock will over graze grasslands;
they will overuse marginal land and growing numbers will crowd into the
congested cities. The cumulative effect of these changes is so far reaching as to
make poverty itself a major global scourge.”***
When people live in poverty, they make short term decisions based on their need to
survive. They are more concerned with day to day survival than the longer term
ecological consequences of their actions. As poverty rises, people place increased pressure
on environmental resources as they are forced to directly rely upon such resources and
governments have to cut back efforts to protect the environment®. A cycle ensues -
poverty means that people degrade the environment for basic necessities, and as the
environment degrades and peoples’ prospects for the future worsen, poverty is entrenched
and people are forced to further degrade the environment. Pearce and Warford*’ state
that an additional problem is that poverty removes people’s ability to adapt and respond to
environmental stress and shock. Therefore development based upon economic growth to

break the poverty cycle is necessary to begin to protect the environment.

If growth is necessary to protect the environment in developing nations because of the
poverty cycle is it also necessary in developed countries where there is no widespread
poverty cycle? Supporters of sustainable development state that yes, world wide
development and economic growth is necessary. Our Common IFuture states
“sustainable development clearly requires economic growth in places where (essential)
needs are not being met. Elsewhere, sustainable development can be consistent with

economic growth provided the content of the growth reflects the broad principles of

2*The World Commission on Environment and Development. Our Common Future (Oxford:
Oxford University Press. 1987) at 28.

267pid at 6.

2p w. Pcarce and J.J Warford. I1orld without end: economics, environment and sustainable
development (USA: World Bank. 1993) at 272.
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93

sustainability.”*** The World Commission on Environment and Development states that a
growth rate of 3 - 4 percent in developed countries could be sustainable™. Supporters of
sustainable development believe that the developed world must continue to pursue
economic growth so that it can transfer funds to the developing world through aid and by

purchasing the goods produced in the developing world™".

They further believe that
efficient technology and environment improving innovations™' will only continue to be

produced under conditions of economic growth**.

2, The Meaning of Sustainable

As development can simply be defined as continuing upon the present path of economic
growth, attempts to refine the concept of sustainable development have focused on
defining ‘sustainable’. Generally, a sustainable level of development is one where a
sufficient stock of environmental resources is conserved to allow future generations to
develop. However, the concept of sustainability does not specify particular goals, or
indicate the particular ecological space specific developments can occupy and be
sustainable. It is difficult to determine the effect of a single development upon the overall
objective of conserving global ecnvironmental stocks. Therefore attempts to define

‘sustainable’ have largely failed and today many actions are termed sustainable despite

**Thc World Commission on Environment and Devclopment. Qur Common Future (Oxford:
Oxford University Press. 1987) at 44.

Blhid o 51.
H9Both as direct invesiment. and 1o purchasc the goods that the devetoping world produces. The
World Commission on Environient and Development. Our Common Future (Oxford: Oxford University

Prcss. 1987) at 68-Y.

B'E D. Muschett. “An Inicgrated Approach to Sustainablc Development™ in F.D. Muscheit (ed.)
Principles af Sustainable Development (Florida: St Lucic Press. 1997) | at S,

22The World Commission on Environment and Devclopment. OQur Common Future (Oxford:
Oxford University Press. 1987) at 60 and 87.
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their widely varying impacts upon the environment?”.

3. Development Decisions Should Be Based on an Awareness of Ecological
Limits
While the concept of sustainability does not indicate specific development goals, it does
indicate the way development planning should be approached so that it leads to sustainable
activities™. If a sustainable level of development is one where a sufficient stock of
environmental resources is conserved to allow future generations to develop, development
will only be sustainable when it is contained within a set of boundaries established to
ensure that biological resources are maintained***. The boundaries are formed by
ecological limits of the earth, that is, the capacity of the environment to assimilate waste
and regenerate resources. (ur Common I'uture states that development within ecological
boundaries means not endangering the natural systems that support life on earth such as

the atmosphere, the waters, the soils and the living beings™*.

To ensure that development decisions are always made in light of these ecological
boundaries means that development decision makers must place the environment in a

central position in their decision making processes™’. Essentially, economic and

LK. Caldwell. International Fnvironmental Policy (Durham: Duke University Press. 1996) at
275. He states that sustainablc devclopment means different things to busincss people. governments,

CIl\'il‘OIllllClllilliSlS. clc.
3 hid 275,

35D.W. Pearce and J.J Warford. 1 orld without end: cconomics, environment and sustainable
develupment (USA: World Bank. 1993) at 8.

H*Thc World Conunission on Environment and Devclopment. OQur Common Future (Oxford:
Oxford University Press. 1987) at 44- 485,

D, W. Pearce and J.J Warford. orld without end: economics, environment and sustainable
development (USA: World Bank. 1993) at 8.
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environmental concerns should have an equal influence on development decisions™*. This
means that the traditionally low profile of the environment in decisions affecting future
development must be raised. In summary then, the ecological limits of the earth should set
the boundaries for development decisions, and the environment should receive equal
attention to development concerns from decision makers. In this way the ecological

footprint of development may be reduced to a sustainable level.

. The Ecological Footprint of Investment Induced Development

Chapter 1 explained that an international investment agreement which aims to liberalise
and codify the legal regime concerned with international investment is expected to
promote economtic growth and development. This development will only be sustainable if
its environmental footprint is reduced to a level where sufficient environmental stocks are
conserved to ensure future generations have the ability to develop. This paper will now
consider whether development that is induced by liberalised investment has the potential to

have either an increased or a decreased environmental footprint.
A. The Complexity of the Problem

Determining the effect of large influxes of international capital upon the ecological
footprint of development is a difficult problem. The impacts of growing private capital
movements on the well being of people and the health of the natural world are at once
enormous, complex, and somewhat contradictory™. Liberalised investment will have
positive, negative, direct, indirect and cumulative environmental effects. The Commission

for Environmental Co-operation (CEC) set up under NAFTA has recently commented on

PSE. Dowdeswell and S. Charnovitz. “Globalisation. Trade and Intcrdependence” in M.R.
Chertow and D.C. Esty (cds.) Thinking Fcologically (New Haven: Yale University Press. 1997) 85 at 94.

™ H. F. French. “Asscssing Privatc Capital Flows to Developing Countrics™ in L.R. Brown et al..
Mtate of the World (New York: WW Norton & Co.. 1998) at 150.
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this issue in a report which outlines one of the first attempts to comprehensively assess the
impact of a specific liberalisation agreement (NAFTA) upon the environment**®. The CEC
states that “it is very difficult to determine the linkages between a liberalisation

w2l

agreement’s provisions and environmental effects

Difficulties arise because it is problematic to try and distinguish between the separate
effects of domestic economic activity and foreign investor activity. In addition, the
different time frames involved in investment and environmental degradation exacerbate the
problems for researchers. Environmental problems emerge over a long period of time,
often 20 years or more, while the state of global investments are in a continual state of
flux. 1t is therefore difficult to establish a causative relationship between the two?>. And
often there is little baseline environmental data with which to compare new data and from

which to extrapolate trends***.

The question is more difficult to answer given that little research has been done on the
subject. Virtually no research has been done to establish the interrelationships between
capital markets and the environment** - as noted above, the CEC’s 1999 report is one of
the first research projects to simply outline how to conduct investment/environment
research, let alone carry it out. The fact that little research has been done is due to several

factors. Researchers have only recently considered that investment and the environment

HOCEC. .Assessing the Effects of NAFT:A (Phase I1) (1999) availablc at hup://cec.org.
M Agiv.

2R, Ramirez. North . American Investment under NAFTL - N.AFTA Iffects Working Paper
Number 3 (Camada: CEC. 1996) at 1.

MICEC. .Assessing the Effects of N:AFT:1 (Phase 1) (1999) available at hup://cec.org at 8.

2HOECD. Foreign Direct Investment and the Enviromment (1998) available at
htp://www.occd.org/daf/cmis/mai/[dicay.him at 1.
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are related?*

as prominent environmental issues such as pollution and logging meant
attention was traditionally focused on industry, rather than upon investors. Further,
attention has been focused on trade rather than investment liberalisation and the
environment as a result of GATT/WTO cases such as the 7una Dolphin decision™*®.
Research is difficult because there is scant evidence of most companys’ environmental

performance. There is also insufficient data on where exactly investment is going?’.

To compensate for the lack of research in this area, this chapter will draw on the literature
concerned with trade and the environment to the extent that it is applicable. For example,
observations on the effect of growth and rising standards of living on the environment are
. equally relevant in the trade and investment spheres. This chapter will deal primarily with
the literature that is available on traditional foreign direct investment and the environment,
as there is little literature on the environmental effects of other international investments
flows such as portfolio investment or debt. In any case, the FDI literature is the most
helpful as the most direct and significant link between private international capital flows
and the environment lies with foreign direct investment which goes into facilities such as

mines and power plants that pose clear and immediate environmental issues®*®.

This part will outline how international investment may lead to a decrease in the

environmental footprint of development by focusing on the following issues:

255, Schmidhciny with the Busincss Council for Sustainable Development, Changing Course
(USA: Massachusctts Institutc of Technology. 1992) at 58.

HSGATT Pancl Decision - U nited States - Restrictions on Imports of Tuna 30 ILM 1594 (1991)

%Y. F. French. *Asscssing Privatc Capital Flows to Developing Countrics™ in L.R. Brown et al.,
State of the World (New York: WW Norton & Co.. 1998) at 151,

'D.C. Esty and B.S. Gentry. "Forcign Investment. Globalisation and Environment™ in OECD,
Glohalisation and Enviromment Preliminary Perspectives (Paris: OECD. 1997) a 142, 1t is difficult 0
determine the cffect of portfolio investment upon the environment. For example. portfolio investment
may adverscly affcct the cnviromment if pressurc for short term profitability creates incentives for firms to
cut cnvironmentil corners. Yot it may positively affect the environment if investors fcar that poor
cnvironmental management will mean that a firm incurs unnccessary liabilitics.
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. Investment spurs demand for higher environmental standards.
. Investment facilitates the transfer of clean technology.
. Liberalised markets allocate resources efficiently.

It will then consider whether investment may lead to an increase in the environmental

footprint of development by focusing on the following issues:

. Freer markets increase the externalisation of environmental costs.

. Investment will lead to an increase in overall consumption.

. Investment induced financial crises lead countries to sell off their natural resources.
. Investment is headed to ecologically intense industries.

Finally, this part will consider whether investment leads to the formation of pollution

havens.

B. A Potential Decrease in the Ecological Footprint of Development

1. Demand for Higher Environmental Standards

Foreign direct investment is welcomed by nations primarily because they believe that it
will enhance their economic growth and development. As economic growth continues,
living standards in a country rise. When living standards reach a certain level, the
experience in developed countries has been that people begin to demand greater
environmental protection and are able to pay for it**’. A study of developed nations
found that some indicators of environmental quality deteriorated with growth up to a
certain point, but that when nations reached a certain level of income, people demanded
better environmental standards®’. The result of the demand was a turn around in
environmental quality - the ecological footprint of development began to decrease. A

specific example of this effect is given in another study. Grossman and Krueger

#9K. Anderson and J. Drakc-Brockman, “The World Trade Organisation and the Environment™
in B. Bocr. R. Fowler and N. Gunningham (cds.). Environmental Outlook: Law and Policy No 2
(Australia: Federation Press. 1996) at 140,

T. M. Scldon and D. Song. “Environmental Quality and Development: Is There a Kuznets
Curve for Air Pollution?” (1994) 27 Journal of Environmental Economic and Management 147 at 161.
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determined that when peoples’ incomes rose above $5,000 they began to demand greater
protection from sulphur dioxide pollution and sulphur dioxide levels fell**'. Field believes
that the trend in developed countries will be emulated in developing countries, and that
foreign direct investment which enhances development in developing nations will lead to

greater environmental protection in those countries®*>.

It should be noted that while some indicators of environmental health have been observed
to fall with rising living standards, others such as carbon dioxide levels, have been
observed to rise’. In any event, the experience in developed countries may not become
the experience in developing nations. For example, the level of income that must be
attained before a turn around in environmental quality occurs is quite high®* and therefore
a turn around may only be realised in specific countries which have strong and sustained
economic growth. Further, greater environmental protection will only result when the
national government concerned responds to the demand for environmental standards.
Effective environmental policies will not be made unless there is active citizen interest and
a receptive political system**. Moreover, a study by the US Office of Technology
Assessment states that even if countries do upgrade their environmental laws, the effect
upon the ecological footprint is likely to be slow to occur and will depend upon the

institutions created and resources available to enforce standards®**.

31G.M. Grossman and A.B. Krucger. “Environmental lmpacts of a North American Free Trade
Agreement” in P.M. Garber. The Mexico-US Free Trade Agreement (Cambridge: MIT Press, 1993) at 13.

2B C. Ficld. Fnvironmental Fconomics 2™ cdition (USA: McGraw Hill, 1997) at 411.

3. Flavin and S. Dunn. “Responding to the Threat of Climate Change™ in L. Brown et al..
State of the World 1998 (New York: W.W. Norton and Co.. 1998) 113 at 115.

240ECD. Foreign Direct Investment and the Fnvironment (1998) available at
http://www.occd.org/daf/cimis/mai/fdicnv. itm at 4.

25United States Ofice of Technology Asscssmemt. Trade and Environment: Conflicts and
Opportunities (Washington: United States Departiment of Comimerce. 1992) a 9.

i m 9. For cxample. Suriname has forcst proicction laws. but a budget of only $20.000 and
just onc motor vchicle to monitor 150.000 squarc kilomctres of forest. J.N. Abramovitz, “Sustaining the



In summary, it is not inherently true that economic improvements arising from freer

37 While liberalised markets

investment will translate into environmental improvements
may spur development which is a pre-condition for improving environmental quality, such
markets are not by themsclves a guarantee of improved environmental quality®®. The
experience of developed countries may not be the experience of developing nations due to
the differences in the political regimes of countries and the resources that are available to
enforce environmental regulations. An OECD report states that it is difficult to draw any
meaningful conclusion about whether freer investment will result in a demand for

increased environmental standards®*”.

2, Clean Technology Transfer

International investment directly facilitates technological transfers to the developing world
by enabling foreign multinational corporations to move freely and to act as vehicles of
exchange. A World Bank study concluded that countries which are open to foreign
investment acquire new technology far more rapidly than those which are closed to it*®.
International investment is directly responsible for approximately 18 percent of total

261

technology transfer*’. Technology transfers give developing nations access to cutting

edge technologies which are usually cleaner and more efficient in their use of energy than

World's Forcsts™ in L.R. Brown ¢7 al.. State of the World (New York: WW Norton & Co.. 1998) 21 at 30.
B WWF dispules conventional wisdom of free tride’s positive environmental impact”™ (1998) 21
International Environment Reporter 563 at 563.
MWTO says climination of subsidics would cnd distontions. protcct environment” (1998) 21
International Environment Reporter 306 at 306.

3I0ECD. Forvign Direct Investment and the Environment (1998) available at
hp:/iwww.occd.org/daf/emis/mai/fdicnv.itm at 4.

60p. Wheeler and P. Mantin. “Priccs. Policics and Intcrnational Diffusion of Clcan Technology™
in P. Low (cd.) International Trade and the Environment World Bank Discussion Papers (Washington:
World Bank. 1992). cited in H. F. French, ~Asscssing Privite Capital Flows to Developing Countrics™ in
L.R. Brown ¢! al.. State of the World (New York: WW Noron & Co.. 1998) a1 157.

2IN. Johnstonc. “Globalisation. Technology and Environment™ in OECD. Glohalisation and
Environment (Paris: OECD. 1997) 227 at 229.
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existing technologies®.

In addition to the direct transfer of technology, there are indirect effects of receiving
technology transfers in developing nations. Local firms may try and copy the cleaner
technology of multinationals, depending upon the stringency of the intellectual property
rights in that country. Local workers may learn the expertise associated with the
technology and apply it in the host country even if the foreign investor leaves®’.
Schmidheiny cites the example of Juarez in Mexico™, where foreign investors such as
Ford, General Motors and Johnson and Johnson are working with local and national
officials to promote the construction of regional wastewater treatment plants. Even if
these companies leave, the local officials involved will have accessed the knowledge and
be able to implement it in other enterprises. Investment indirectly facilitates technology
transfer because investment leads to growth and new sources of capital in a developing
nation, which means local firms have more capital to invest in cleaner technology®®. This
is especially important in places where financial restraints are one of the most significant

barriers to local companies investing in environmental technology.

The extent and type of clean technology transfer will be determined largely by what
industries are attracted to what countries. For example, mining technology will only be
transferred to a country where the labour, capital, materials and natural resources make it
an ideal place to conduct mining. Further, as it is costly to transfer technology as well as

train people to use it technology is most often transferred to countries which already

%2H_F. French. “Asscssing Privaic Capital Flows (o Developing Countrics™ in L.R. Brown ef al..
State of the WWorld (New York: WW Norton & Co.. 1998) at 157,

23QECD. I-ureign Direct Investment and the Favironment (1998) available at
htp://www.occd.org/dal/cmis/mai/[dicay.m at §.

264S. Schmidhciny with the Business Council for Sustainable Development, Changing Course
(USA: Massachusctts Institutc of Tcchnology. 1992) at 123.

S0ECD. Fareign Direct Investiment and the Favironment (1998) available at
hutp://www.oced.org/daf/cmis/mai/fdicav.htm at 5.
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possess the skills and endowments to successfully exploit it. Therefore apart from having
access to some of the simpler technologies in the textiles industry, developing countries
are not fully participating in the benefits of technology transfer’®. Advanced technology is
being predominantly transferred to what are known as “technology enclaves” - specific
areas in developing nations where the cost of implementing the clean technology is not
prohibitive’. The diffusion of clean technology is limited by the fact that muitinationals
tend to transfer technology to a subsidiary company subject to the same control and

management as the technology provider, rather than to new domestic enterprises.

Other factors which influence whether technology transter will occur in a particular
country include political factors such as patent regimes™*. Foreign investors will be
reluctant to transfer technology when the rights to it will not be protected and local firms
may copy it. However, the brake that this has had on technology transfer has probably
been removed and replaced by another one in a recent international agreement. The
parties to the WTO recently necgotiated the Agreement on Trade Related Aspects of
Imellectual Property Righis (TRIPs)™ . This agreement was made in response to the
concerns of United States and European firms that their products were being afforded
short and restricted periods of patent protection in developing countries. The US and
Europe argued that this resulted in domestic imitations of foreign products and the loss of

potential sales to the US or European manufacturer . TRIPs requires countries to

265N. Jolnstonc. “Globalisation. Technology and Environment™ in OECD, Globalisation and
Environment (Paris: OECD. 1997) 227 a1 234.

%1QECD. conomic CGlobalisation and the Environment (Paris: OECD. 1997) at 64.

265N. Johnstonc. “Globalisation. Technology and Environment™ in OECD. Glohalisation and
Environment (Paris: OECD. 1997) 227 a1 227.

6%(Marrakesh. April 15 1994)

270 M_J. Trebilcock and R. Howse. The Regulation of International Trade (London: Routledge.
1995) at 248.
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protect the intellectual property rights of investors”'. Therefore while foreign investors
are less reluctant to transfer technology under the TRIPs regime, the ability of domestic

firms to copy clean technology from developed nation investors is reduced.

Even when new technologies are transferred, they may not lead to the most
environmentally sound development in developing countries®. Access to foreign
technologies may displace existing local technologies which are better suited to local
environmental conditions. Furthermore, technology is sometimes transferred to an
industry that a national government has established by offering investment incentives,
rather than to an industry that is naturally the most efficient or environmentally
appropriate for the region. For example, the Chinese government currently has a program
to develop coal fired power stations*™. International investors are queuing up to
participate in the construction of more than 500 medium sized coal generated power
plants in China by 2010. These investors will probably transfer the best coal power
technology available, which will make coal production more efficient. Yet coal is one of
the most ecologically intense ways to produce energy. By continuing to use coal and
promote the coal industry China, which is already the world’s second largest producer of
carbon dioxide will surpass the USA and top the list by 2010°™, will exacerbate its
emission problems. Due to the government sponsorship of coal production and investors’
efficient coal technology, coal will dominate the power industry and prevent the
introduction of other clean technologies which could greatly decrease the ecological

footprint of power generation.

2715 W. Wong. “Overvicw of TRIPs. Scrvices and TRIMs™ in OECD. The New Iorid Trading
Svstem (Paris: OECD. 1994) 173 at 173,

ROECD. Economic Glohalisation and the Environment (Paris: OECD. 1997) at 64.
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State of the World (Ncw York: WW Norton & Co.. 1998) at 159.
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Investment was liberalised to some extent under the 1994 NAFTA agreement between the
USA, Canada, and Mexico. The agreement included several measures to liberalise
establishment rules and reduce the scope of performance requirements?”®. As a
consequence of this agreement, companies in Mexico were expected to utilise cleaner
technology as it was transferred to them from the USA and Canada. However, a study
showed that after several years under the NAFTA regime, Mexican companies had made
very little change in their operations to treat pollution problems, though they claimed to be
searching actively for ways to reduce their pollution. They were still found to produce
more pollution than their counterparts in the USA and Canada, particularly in industrial

processes that required intensive melting, dust production, or heavy fuel use?’.

In conclusion, liberalised investment will promote the transfer of clean technologies which
may decrease the ecological footprint of development. However, if the technology is only
transferred to technology enclaves, this effect will be limited to specific industries and
places. The TRIPs will restrict local firms’ ability to copy clean technology. The
experience of Mexico under NAFTA shows that substantial clean technology transfer does
not automatically flow from liberalised investment. In any case, as international
investment is responsible for only 18 percent of total clean technology transfers it is far
from clear that enough clean technology will be transferred as a result of international

investment to significantly reduce the ecological space that development takes up.

3. The Market and Efficiency
Grimwade states that liberalisation of the investment market means that resources will be

used in their most efficient way’””. Owners of resources with the freedom to act in a

3Sce Chapter 11 gencrally. and specifically Articles 1102, 1103 and 1106.

275R. Ramircz. North American Investment under NAFTA - NAFT:A Effects Working Paper
Number 3 (Canada: CEC. 1996) at 22.

2N, Grimwade. International Trade Pulicy (London: Routlcdge. 1996) at 343.
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liberalised market will allocate resources to their most efficient use thereby conserving
scarce resources and relieving unsustainable resource consumption. In an effort to attain
maximum efficiency and ensure competitiveness, investors may conduct research into
ways to reduce waste and improve productivity. The larger markets which result from
globalisation and liberalisation mean that there are greater incentives for firms to innovate
since they will realise greater profits from successful innovations than they would have

before liberalisation®”.

An example of an investor who has sought to reduce its impact upon the environment in
order to remain competitive is Dupont, who has set a target of zero emissions for its world
wide operations in an effort to achieve maximum efficiency’”. A study of chemical and
engineering companies who used clean production techniques found that most of them
reported financial benefits from commencing cleaner production, rather than increased
costs™. Under the liberalised investment regime of NAFTA, investors are expected to
favour cheap energy produced by clean and efficient technologies over energy produced

by inefficient coal power stations™'.

Most transnational corporations have an environmental policy which they adopt world
wide, it being more cost efficient to have one standard than to vary the policy for each
operation depending upon the environmental laws where it is situated. Seventy percent of
companies claim to follow their self imposed environmental standards™. Multinational

companies have often taken a pro-active approach to making environmental strategies.

BQECD. Lconomic Globalisation and the Environment (Paris: OECD. 1997) at 63.

OECD. Foreign Direct nvestment and the Fnvironment (1998) available at
htp:/Awww.oced.org/dal/cmis/mai/fdicny.hum at 12,

M hic at 12.
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220ECD. Foreign Direct nvestment and the FEnvironment (1998) available at
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They anticipate new regulatory requirements and seek environmentally friendly
technology. They try to turn new environmental regulations into business opportunities.
This has been particularly the case in Europe in industries most threatened by
environmental controls, such as the energy, chemical and oil refinery industries?™. There
is also some evidence that foreign investors meet the environmental standards of countries
more often than domestic companies do because they anticipate they will be subjected to a

greater deal of scrutiny than domestic investors™.

While the example set by Dupont is admirable, it is not being followed throughout the
business community. A recent OECD study found that regulatory mechanisms, rather
than efficiency initiatives, were the most important determinant in firms’ decisions to
reduce the environmental intensity of their activity™. And while 70 percent of
multinationals claim to follow their environmental standards, many commentators and
environmentalists are skeptical of this claim™. Some cite the example of the
environmental degradation Shell Oil operations have caused in Nigeria while claiming to

follow strict environmental standards®*’.

In summary, freer investment markets may result in some efficiency initatives and
therefore decrease the ecological footprint of development, but the extent to which this

will occur is very uncertain and depends upon individual investors and the market in which

they operate.

MOECD. Fconomic Globalisation and the Fnvironment (Paris: OECD. 1997) a 73.

MOECD. Foreign Direct Investment and the Environment (1998) available at
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*pc. Esty and B.S. Gentry. “Forcign Investment. Globalisation and Environment™ in OECD.
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C. A Potential Increase in the Ecological Footprint of Development

International investment has the potential to lead to development which has a reduced
ecological footprint because it could lead to rising living standards and a demand for
greater environmental protection, to clean technology transfer, and to efficiency initiatives
and resource allocation efficiency. However, none of these effects are certain and there
are several ways in which investment could in fact lead to development with an increased

ecological footprint.

1. Market Failure

Environmental degradation is a negative externality of production processes. The market
determines the efficient level of output at the point where marginal revenue is equal to
marginal private or internal costs. Damage to the environment is not a cost that the
producer must take into account in calculating marginal private costs. Land, water and air
are usually treated as inexhaustible and free for everyone to use. The cost of damaging
them is not one that falls on a private producer, it falls on society®™*. Therefore polluting
the air and water and contributing to biodiversity depletion are activities which form no
part of the private producer’s calculation. Producers produce more goods and damage the
environment more than they would if they had considered the environmental costs. Itis a
failure of the market that it does not factor environmental costs into production

decisions®™’.

An OECD report on globalisation states that “given that significant market failures already

occur within domestic economies, these failures will be even harder to deal with in a more

2R H. Haveman and K.A. Knopl. "Market Failurc™ in E.L. Hughcs. A.H. Lucas and W.A.
Tilleman (cds.) Environmental Law and Policy: 2 ¢od. (Canada: Emond Montgomery Publications, 1998)
362 a1 362.

2¥K . Haaland. Can 't see the Jorest for the trees: (A critical assessment of the trade and

environment debate and an analvsis of proposed reforms (Canada: Cenier for Trade Law and Policy,
1995) an 2.
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globalised economic context, unless adequate governance structures are in place to deal

with them."**

An international investment agreement which liberalises the investment
regime will direct governments to reduce their interference in the investment market,
meaning market forces will become more and more determinative. Environmental
degradation will be treated more and more as an externality. Private investors will not take
the environmental impact of an investment decision into account unless there is a clear
economic loss or gain associated with it"”'. Hart and Gera state that the most effective
solution is for governments to implement measures that will allow markets to reflect the
costs of environmental degradation more accurately and thus influence the behaviour of
producers and consumers away from environmentally hostile decisions®?. This requires

interference in the market - the very thing that liberalisation seeks to reduce.

In summary, the ‘spill over effect’ and ‘externality’ that is environmental degradation is
largely ignored by domestic markets and will be largely ignored by international markets
that form as a result of a liberalised investment agreement and globalisation. The only way
to ensure that the market considers environmental damage is to interfere in the market and
force producers to take environmental costs into account - but interference in the market
is precisely what liberalisation opposes. An international agreement on investment which
liberalises investment laws will have the twin effects of exacerbating market failure and

discouraging governments from interfering in the market to correct the failure.

2. Increased Overall Consumption
The demand for greater cnvironmental standards and the transfer of clean technology may

result in a decrease in the ecological intensity of individual units of development.

MOECD. Econamic Globalistaion and the Environment (Paris: OECD. 1997) at 7.

P'M.R. Chertow and D.C. Esty .“Introduction” in M.R. Chcrtow and D.C. Esty (cds.) Thinking
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22M. Han and S. Gera. “Tradc and Environment: Dialoguc of the Dcaf or Scope for
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However, the overall ecological footprint of development may increase at the same time
because of the scale effects of development. As income levels rise, so does the demand
for more consumer goods and the throw away lifestyle associated with western
affluence™. Therefore even if the environmental intensity of economic activity can be
decreased so that there is less resource use and less waste produced per unit®*,

development means that an ever increasing number of units will continue to be used.

An OECD study illustrates this™. It studied the pollution, resource and material intensity
of the global economic system between 1970 and 1992. It found that while the intensity
of each of these indicators dropped, the aggregate rose. That is, it found that producing
an individual good in 1992 produced less pollution and used less energy and materials than
did producing the same good in 1970. However, it also found that the total amount of
pollution produced and energy and materials used became greater in every year of the
study period. The study states that “the results reveal a general decrease in the
environment-intensity of production. However, it should be stressed that the aggregate
figures for all indicators consistently rose throughout the same period, suggesting that the

negative scale effects may be outweighing any positive technology effect.”**

An example of a negative scalc effect is in energy usage. As income levels rise, so does
the demand for energy and thus the need for non renewable fuel sources™. Even though

each unit of energy may be produced more efficiently, the increase in the overall demand

K. Anderson and J. Drake-Brockman. “The World Trade Organisation and the Environiment”™
in B. Bocr. R. Fowler and N. Gunninghiun (cds. ). Favironmental Outlook: Law and Policy No 2
(Australia: Federation Press. 1996) at 143,
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development (USA: World Bank. 1993) arguc is possiblc at 10,

MOECD. Fconamic Globalisation and the Environment (Paris: OECD. 1997) a1 6S.

26 1bid at 64.

®'C. Flavin and S. Dunn, “Responding to the Threat of Climate Change™ in L. Brown ef al..
State of the World 1998 (New York: W.W. Norton and Co.. 1998) 113 at 1 1S.
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for energy means that more fossil fuels are used. Associated with fossil fuel sources is the
production of carbon dioxide which contributes to global warming. Field notes that global
warming will probably become worse with increased economic growth™*. Acknowledging
negative scale effects, an OECD Secretariat representative recently stated that previous
foreign investment experience proves that there is a link in some circumstances between

increased investment and increased environmental degradation™”.

As market liberalisation increases, environmental degradation may outpace environmental
gains from technology transfer and efficiency initiatives. While technology and efficiency
decrease the environmental intensity of individual units of investment induced
development, the ccological footprint of development increases because economic growth
fueled by liberalised investment leads to negative scale effects of over consumption of

natural resources and greater waste production™”.

3. Natural Resource Sell-Offs

The increased level of portfolio investment noted in chapter | means that countries have
become susceptible to short term investors who can rapidly move capital in and out of a
country and thereby severely destabilise that country’s currency. Portfolio investors
increased their holdings in developing countries tenfold between 1990 and 1993.
However, by 1995 they had cut their new investments by 50% from the 1993 high™"'.

This caused a financial crisis in several developing countries. French states that “investors

may withdraw their funds quickly if they lose confidence in a country’s economic

29%8.C. Ficld. Environmental Fconomics 2 edition (USA: McGraw Hill. 1997) at 411,

2--Negotiators working on investment policy for OECD to includc cnvironmental provisions™
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prospects, as happened in Mexico during the peso crisis of 1994 and in Southeast Asia in
1997™%_ This type of crisis will become more prevalent if an international investment
agreement leads to an increase in short term volatile investments and liberalises the
international investment legal regime so that portfolio investors can move their
investments with ease. The financial and currency crisis that ensues leaves some
developing nations with little alternative other than to sell off their natural resources in

order to gain foreign exchange and stabilise their currency™”.

Governments look in particular to their forests as a standing asset that can be liquidated to

solve financial problems™”. Abramovitz cites several examples'*

. In Russia, some cash
strapped municipalities are paying creditors with forest land. The economically desperate
South American nations of Suriname and Guyana considered bids that would give away
half of their forests to Asian timber companies for pennies per hectare. Sachs observed
that immediately after the currency crises in Mexico in 1994 and in Indonesia in 1997,
both countries substantially opened up their forest industries in order to increase the value

of their currency™.

The problem is often exacerbated because countries do not receive the full market value of
their resources and therefore have to sell greater amounts. In the forest industry, the size

and power of timber companies allows them to dictate very favourable terms. In the

324 F. French. “Asscssing Private Capital Flows to Devcloping Countrics™ in L.R. Brown et al.,
State of the Varld (New York: WW Norton & Co.. [998) it 153,

Ww. Sachs. R. Loskc and M. Linv. ireeming the North (London: Zed. 1998) at 2. Part X of the
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problcms. but countrics are still Icft with the problem of regaining forcign exchange to alleviate the crisis.

3y N. Abramovits. “Sustaining the World's Forcsts™ in L.R. Brown e al.. State of the W orld
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Solomon Islands, land owners were paid $2.70 per cubic metre of timber that foreign
investors sold for $350 per cubic metre™”. Further, if several countries in crisis attempt to
sell off their natural resources, a glut on the world market develops and prices fall further.
Thus these countries are forced to sell more of their environmental resources to cope with
a financial crisis precipitated by the free movement of short term capital. Selling natural
resources means that these countries cannot develop them as the basis for long term

sustainable industries or choose to conserve them for future generations.

4. Investment is Facilitating the Development of Ecologically Intense Industries
Schmidheiny states that it is the direction that foreign investment is headed that may be
damaging to the environment, rather than the mere fact that investment occurs™™.
International investment is being used to facilitate some development activities which have
a high ecological cost. Some of these activities and projects, especially those in
developing countries, would not have been able to proceed without international
investment. Therefore, the international investment which stimulates and facilitates these
activities is leading to a greater current ecological footprint than would perhaps be

%9 Even if it is conceivable that these

observed if investment was not enabling them
activities would be conducted in the future without international investment it is the
current ecological footprint that is of concern to this paper. In any case, technology that is

available in the future may be available to make these activities less intense.

The flow of investment into natural resource industries in developing countries is having a

deleterious effect upon the environment in those countries. For example, three to six

3075.N. Abramovitz. “Sustaining the World's Forcsts™ in L.R. Brown ¢f al.. State of the WWorld
(New York: WW Norton & Co.. 1998) 21 at 26.

kg, Schimidhciny with the Business Council for Sustainable Development, Changing Course
(USA: Massachusctts Institutc of Technology. 1992) at 58.

¥Notc though thin the cconomic development that such investment Icads to may be used to
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multinational foreign investors control 80-90 percent of the world's trade in forest

products, iron ore, copper and precious metals'"

. Many developing countries have re-
written their mining codes to encourage investment in this sector but have not enacted
new environmental laws""'. In response to this, the multinational investors who control
these industries increased their mining and exploration activities. In 1994 to 1997, mineral
exploration in Latin America doubled, almost tripled in the Pacific Region and more than
tripled in Africa. This increase in exploration would not have been observed without the
injection of foreign capital. Foreign investment is also flowing to the forest industry*'?.
Developing nations are providing concessions, subsidies and credit benefits for those

RIR)

foreign investors who ‘improve’ a forest by clearing it'" in order that those nations may

develop the forests that would otherwise stand ‘idle’.

Foreign investment in developing countries is flowing in ever increasing amounts to high
technology industries such as chemical manufacturing, industries that would probably not
have substantially developed yet without foreign investment. Esty and Gentry note that in
Mexico a large proportion of foreign investment goes into automobile factories and
chemical production, and in China a large proportion goes to general industry*". High
technology industries such as battery manufacturers, chemical industries and computer

chip assembly factories are becoming concentrated in developing countries®'*.

YT Clarke and M. Barlow. ALI/: the Multilateral . lgreement on Investiment and the Threat to
Canadian Sovereigniy (Canada: Stoddant Books. 1997) at 80,
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al.. State of the World (New York: WW Norton & Co.. 1998) at 154.
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(New York: WW Norton & Co.. 1998) 21 a1 25-26.
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An associated problem is that investment in high technology industries is moving from
developed countries to the developing or least developed nations which have the least
resources to handle the environmental impacts of these industries. Therefore while this
investment is not leading to new developments, it is probably leading to development with
an increased ecological footprint. A study by Sorsa’'* reinforces this point: it observed
that there were major structural changes in the manufacturing sector and that the
developed world’s share of these industries was falling in favour of the developing world.
Meanwhile in the developed nations, Jones states that the decreased flows to the
manufacturing industry have been more than matched by an increase in flows to the
services industry™'’. While it is generally presumed that service activities are less

. environmentally intensive than manufacturing activities, no full life cycle analysis of
services have been done, and such study may reveal unexpected environmental

consequences™'*.

Foreign direct investment is increasingly involved in privatization''’. This can have good
or bad implications for the environment. Private companies often insist on greater
efficiencies than publicly owned institutions. However, privatization often means less
accountability and less government control. The nature of private capital flows makes

)

responsibilities towards the environment less obvious™. When the industry was publicly

owned, the government was held responsible for the environmental impacts and could be
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Fitzgcrald. R. Cubcro-Brealy and A. Lehman. The Development Implications of the AL (UK: University
of Oxford. 1998) a1 12.

g, Schmidhciny and B. Gentry. “Privately Financed Sustainable Development” in MR,
Chertow and D.C. Esty.. Thinking Fcologically (New Haven: Yale University Press. 1997) 118 at 123.
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held publicly accountable. With private ownership, the firm’s shareholders can hold the

firm responsible, but the public has little recourse.

An OECD report analyses the effect of privatisation in the energy industry'™.

Privatisation has encouraged a search for the cheapest fuel. In the UK in 1990 prior to
privatisation gas accounted for 1 percent of electricity generation. Since privatisation, the
discovery of gas to be a cheaper fuel source than coal has led to a dramatic increase in gas
use. It was 11 percent in 1993, and is expected to be 46 percent by 2010. However,
dercgulation of the energy industry in the US and Japan is expected to increase the use of
cheap coal and oil and decrease the use of cleaner gas. The environmental impact of
privatisation and international investment in the energy industry will depend upon the
nation concerned. One common effect though is that using cheaper sources and charging
lower prices for energy will probably lead to an increase in electricity consumption.

Unless the electricity is produced from emission free sources, this will have a negative

environmental impact.

In summary, international investment is being used to fund some activities which have a
high environmental cost and which would not be developed yet but for the investment. It
is also leading to the development of industries in some countries who do not have the
resources to protect their environment from the environmental impacts of them.
International investment is often involved in privatisation, which has the potential to have
both positive and negative environmental consequences. Overall then, considering the
activities which international investment is being used to fund reveals that such investment

has the potential to lead to an increased ecological footprint.

S. Couclusion

An international investment agreement which liberalises the legal regime surrounding

ROECD. Fconumic Glohalisation and the Environmemt (Paris: OECD. 1997) at 50.
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investment will promote freer global markets. Environmental costs are externalised in free
markets and environmental degradation may ensue. The free movement of portfolio
investment which causes financial instability may force some developing countries to sell
their natural resources in order to gain foreign exchange and stabilise their currencies.
International investment is being used to facilitate some pollutive industries that would not
otherwise have been developed yet in some countries who do not have the capacity to
control the impact of those activities. For these reasons, international investment has the
potential to increase the ecological footprint that development leaves. Any international
investment agreement should be negotiated in cognisance of this fact and ensure that
countries are able to regulate international investment when it becomes clear that it is

impacting negatively upon the environment.

D. Pollution Havens

1. The Theory of Pollution Havens

One of the liveliest debates over the environmental consequences of foreign investment
concerns ‘pollution havens’. Some environmentalists fear that foreign investors will be
attracted to places with the lowest environmental standards and therefore the lowest costs
of production, and pollution havens will form'*. In 1982 Walter predicted that
environmental factors would gradually take on greater importance in the decisions and
planning of foreign investors''. In 1999, some commentators continue to predict this

while others refute it. The answer is still unclear.

The idea that developing countries may be acting as pollution havens has two parts. The
first is that stringent standards in developed nations are causing pollution intensive

industries to flee. The second is that to enhance their economic growth some developing

322D.C. Esty and B.S. Gemtry. “Forcign Investment. Globalisation and Environment™ in OECD,
Globalisation and Environment Preliminary Perspectives (Paris: OECD. 1997) at 162.

31 walter. “Environmentally Induccd Industrial Relocation to Developing Countrics™ in S.J.
Rubin and T.R. Graham. Environment and Trade (USA: Allanheld. Osmun and Co. 1982) 65 at 99.



81

countries are trying to attract those industries with the promise of lower pollution control
costs’”. They perceive their lower environmental standards as a comparative advantage in
attracting foreign investment. It is difficult to draw a general conclusion in this area, as
most of the evidence concerning the formation of pollution havens is anecdotal or episodic
and therefore not suitable to extract trends from'*. Adding to the difficulty is that some
countries have enacted sound environmental regulations but do not enforce them. The lack
of enforcement attracts investors, but the covert nature of the enticement makes its effects

difficult to determine without extensive study’*.

French cites the maquiladoras region in Mexico as an example of a pollution haven'”’. In
Mexico near the United States border, more than 2000 foreign (mainly US) owned
manufacturing plants were set up, and more than a quarter of those surveyed stated that
Mexico’s lax environmental regulation enforcement influenced their location decision.
The lax enforcement was evidenced by the fact that the toxic pollutants in the area were
20 to 215 000 times the allowable standards. Similarly, the Chinese National
Environmental Protection Agency has accused firms from Taiwan and Korea of setting up
businesses in China to flee the enforcement of environmental regulations in their home
countries'®®. This part will now consider whether investors flee because of high

environmental costs and whether governments lower their environmental standards.

3B C. Ficld. Ismvironmental Economics 2™ cdition (USA: McGraw Hill. 1997) at 409.

0ECD. loreign Direct hnvestment and the Environment (1998) available at
hutp://www.oced.org/dal/cmis/mai/fdicny.hum at 7.

368 C. Ficld. Fnvironmental Feonomics 2 cdition (USA: McGraw Hill. 1997) a1 410.

274, F. French. “Asscssing Private Capital Flows to Developing Countries™ in L.R. Brown et al..
State of the World (New York: WW Norton & Co.. 1998) at 157.
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(a) Do Investors Flee Because of Environmental Costs?

(i) Industry Generally

In Industrial l.ocation'™, Harrington and Warf list the following factors as being
determinants of where industries locate: land (and its attributes), access to capital, access
to materials, power and electricity, labour skills and cost, management pool, market size
and type, price competition, transport, agglomeration and public policy. One study
showed that of these factors, market access has been the primary influence on foreign

investment in the 1990s**

. Another study showed that industries respond to a variety of
factors, not solely environmental regulations, in determining whether to move their
investments abroad"”'. A World Bank study™ concluded that the cost of meeting
environmental standards, even in countries with strict rules, is low in relation to total
costs. In the United States the costs of pollution abatement were found to average 0.54
percent of overall costs. As environmental costs are so relatively low, they are not likely

to be determinative of a decision about where an investor locates its industry.

Even in industries where environmental costs are high, these costs may not reduce the

industries’ competitiveness'"'

. The degree to which new costs affect sales depends upon
whether the costs can be passed on to consumers, the price response of competitors and
the price sensitivity of the demand for the product. If competitors increase their prices as
well or the demand for the product is inelastic, the increased costs will not affect
competitiveness. In addition, some firms who are faced with increased costs may decide

to adopt measures such as improved environmental management to neutralise the effect of

%5 W. Harrington and B. Warf. Industrial Location (London: Routledge. 1995).

30} Burns and E. Chrysler. “Multilateral Agreccment on Investment: DOA™ (1998) Forcign
Investment in Canada - Feature Anticles 399 at 401.

B C. Ficld. Environmental Economics 2 edition (USA: McGraw Hill, 1997) at 411.
Pworld Bank. The orkd Development Report 1992 (Washington: World Bank. 1992).

I3OECD. Economic Globalisation and the Environment (Paris: OECD. 1997) at 33.
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the environmental costs.

In some industries, plants have life expectancies of around 40 years. Many investors
believe that all environmental standards will become relatively high in that time, regardless
of what country an investor is in. If this is the case, a plant built anywhere today without
stringent environmental controls will have to be retro-fitted when the new laws come into
force, which may be more expensive than building the plant with environmental controls
initially’*. Investors may therefore choose not to relocate to take advantage of the short

term benefit of lower environmental costs.

Jaffe ¢r al**® considered the proposition that environmental regulations imposed significant
costs on the manufacturing industry in general and therefore decreased its
competitiveness and slowed its growth. They tested this against the opposing proposition
that environmental regulations are a positive force in driving industry towards greater
efficiency and therefore competitiveness. They found little or no evidence supporting

either position. However, studies of particular industries have been more conclusive.

(ii)  Specific Industries

While in general environmental costs are not determinative of industrial location, some
studies have shown that high environmental costs in high pollution industries may cause
investors to relocate. One study which focused on toxic industries found that the rate of
growth in toxic industries was highest in the poorest countries with the lowest

a6

environmental standards™. Pearson states that the pollution haven hypothesis is likely to

M waller. “Environmentaily Induccd Industrial Relocation to Developing Countrics™ in S.J.

Rubin and T.R. Gralsym. Znvironment and Trade (USA: Allanheld. Osmun and Co. 1982) 65 at 97.

15A.B. Jallc ef al.. “Environmental Regulations and the Competitivencss of United Stalcs
Manufacturing: What Docs the Evidence tell Us?™ (1995) 33 Journal of Economic Litcraturc 132 at 132.

3168.C. Ficld. Environmental Fconomics 2 edition (USA: McGraw Hill. 1997) at 411.
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be realised in raw material processing and hazardous industry location”’, as both have
high pollution costs and both are sought by developing countries seeking to reduce their
dependence on primary industries. Environmental control costs are highest in raw
materials processing industries such as iron, steel, pulp and paper, basic chemicals,
petroleum manufacturing and cement. These are the industries which are most influenced

by environmental regulation and may relocate to reduce costs**.

(b) Do Countries Lower Their Environmental Standards?

Countries may choose to lower their environmental laws to attract foreign investors who
operate in high pollution industries and claim environmental costs imposed on them
decrease their competitiveness. An OECD report states that “in some countries, local
leaders have been known to offer potential foreign investors preferential treatment for
locating in their jurisdictions. This can include a tacit (or express) commitment to relax

the enforcement of environmental standards.”*"

Whether nations reduce or do not enforce their environmental laws varies from industry to
industry. For example, in the resources and commodities industry where products are
relatively similar and a small cost difference can translate into a large market gain or loss,
foreign investors can exert considerable pressure upon countries to reduce their

environmental laws*"

. The investors claim their competitiveness will be dramatically
impacted by a small cost increase, such as an increase due to environmental compliance.
The countries they are investing in are often eager for economic growth and impatient

with the slow payback of investing in environmental protection. They therefore agree to

e, Pearson. “Environment and International Economic Policy™ in S.J. Rubin and T.R. Graham
(cds.). Environment and Trade (USA: Allanheld. Osmun and Co. 1982) 46 at 57.

B%pid at 1.
OECD. Fconomic Globalisation and the FEnvironment (Paris: OECD. 1997) at 41.

Mo 1d.
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relax the environmental requirements. Esty and Gentry cite Shell’s oil drilling in Nigeria
and Freeport McMoRan's mining operations in Indonesia as high profile examples of

where this has happened™'.

In other cases countries have been known to pressure investors to drop their
environmental standards*’. For example, foreign investors were competing to fund
electricity generation projects in China. They were pressured to eliminate environmental
components from their proposed bids in order to cut costs. They were told that if they
would not eliminate their environmental proposals, local investors would be given the

projects.

(i) Countries May Maintain or Raise Their Environmental Standards

As discussed above, a country may be willing to decrease the environmental regulations in
the toxic industry or power generation sector. In contrast, Schneider and Wellisch state
that most countries are generally not willing to grant environmental leeway to foreign
investors who are involved in exporting commodities. This is because when goods are
exported by foreign investors, much of the benefit of the production flows out of the
country while the pollution stays there**. Countries may also be reluctant to give
individual investors preferential treatment if they want to become known as a country with

consistent and predictable standards. Schmidheiny and Gentry**

state that it may be in the
best interests of a nation attempting to attract foreign investment to have open

environmental legislation which is clearly and consistently enforced. This would ensure

H'D.C. Esty and BS. Gentry. “Forcign Investment. Globalisation and Environment™ in OECD,
Glohalisation and Fnvironment Prelinnnary Perspectives (Paris: OECD. 1997) at 156.

I20ECD. ficonomic Globalisation and the FEnvironment (Paris: OECD. 1997) a1 41.

M3K. Schncider and D. Wellisch. “EcoDumping. Capital Mobility and Intcrnational Trade™
(1997) 10 Eavironmental and Resource Economics 387 at 388.

Mg, Schmidhciny and B. Gentry. “Privatcly Financed Sustainable Development™ in M.R.
Chertow and D.C. Esly.. Thinking licologically (New Haven: Yale University Press. 1997) 118 at 124.
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that that country meets private investors’ demands for predictability in government

requirements.

Just as being known as a country which maintains consistent environmental regulations
may be beneficial to a country who seeks investment, being known as a nation with high
environmental standards may also be beneficial. Consumers in the industrial world,
particularly in northern Europe and to a lesser extent in the United States, are beginning to
insist on respect for the environment in their purchasing decisions. For example, the
OECD report explains that foreign investors in Costa Rica are insisting upon
environmental care of banana crops, perceiving that their European customers want an

environmentally sound product*®®.

A study found that an issue that is of great concern to foreign investors is liability arising

from past practices™*

. Many investors have turned away from investing in Eastern Europe
because of the liability laws associated with toxic and contaminated sites there. This study
concluded that poor environmental conditions deter investment. However, the fact that
investors are moving away could also be interpreted as showing that the liability and
environmental laws in these countries are deterring investment. If there were no liability
placed on foreign investors to clean up the sites, perhaps they would still invest. If this is
the case, then there will be pressure on those countries with liability laws to relax them if

they wish to attract foreign investment.

Another study found there was a linkage between a state’s spending on the environment

M0ECD. Fareign Direct Investment and the Fnvironment (1998) available at
hup://www.occd.org/daf/cmis/mai/fdicny . him

Mép, Zamparutii and J. Klavens. “Environment and Forcign Investment in Central and Eastern
Europe™ in OECD. Linvironmental Policies and Economic Competitiveness (Paris: OECD, 1993).
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per employed manufacturing worker and the number of new companies started there®”. It
concluded from this that firms are attracted to places of high environmental quality rather
than those of low quality because of the impact a poor environment has upon worker
productivity and health. However, if the rate of environmental spending correlates with
the rate of general expenditure, the companies may actually be attracted to the area
because of higher overall gencral expenditure in that area. The high rate of expenditure on
for example, industrial parks, rather than on the environment could be the dominant

attraction to the region.

The research in this area does not show that countries either generally decrease or
generally increase their environmental standards in order to attract foreign investment. It
shows that what a country will do will depend upon the specific industry that an investor is
involved in and the sensitivity of consumers to environmental concerns. In some cases at

least, these factors will lead to a country decreasing its environmental standards.

2. The Chilling Effect on Environmental Regulation

As noted earlier in this section, environmental costs may not necessarily reduce a foreign
investor’s competitiveness. However, there is a perception in firms and governments that
it will™*. An OECD report found that firms who are resisting higher environmental
standards often threaten industrial relocation to countries with low environmental
standards in their campaign against higher standards*”. The threat is sometimes real
enough to convince policy makers not to impose environmental regulations. The threat of

industrial migration based on the pollution haven theory may have a negative effect on

WoECD. Foreign Direct Invesument and the Fnvirenment (1998) available at
hutp:/iwww.oced. org/daf/cmis/mai/fdicny . him

YROECD. Iconomic Globalisation and the Faviromnent (Paris: OECD. 1997) at 35.

“oEecD. Foreign Direct Investment and the Favironment (1998) available at
http://www.occd.org/daf/cmis/mai/fdicny. hum
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380

countries who wish to improve their environmental standards™. This has the greatest

effect in developed nations who already have high environmental standards.

Esty and Gentry cite two instances of regulatory chill in developed nations™'. The
European Union efforts to implement a carbon tax have not progressed very far because
of fears that it will disadvantage European firms in relation to their Japanese and US
competitors. Similarly, the Clinton administration’s efforts to advance a carbon tax in
1993 failed when industries complained they would be competitively disadvantaged by the
tax in the global market place. In British Colombia for several years the forest industry
opposed any regulations which introduced a widespread ban on clear cutting. In 1995, the
government enacted the /orest Practices Code which banned all clear cutting in the
province, but eased the code in July 1997 afier industry complained that it was too

burdensome and was hurting its profits and market share***.

3. Conclusion

While the formation of pollution havens is one of the biggest fears environmentalists have
concerning liberalised investment, most commentators state that factors such as market
access and proximity to raw materials are more important determinants of industry

location than environmental regulations. However, French states that even though foreign
investors may move to developing countries for many reasons, they may take advantage of
lower environmental standards when they are there’®*. There is some evidence that toxic

and other environmentally intensive industries are moving to places where there are lower

OOECD. ficonumic CGlohalisation and the Environment (Paris: OECD. 1997y at 13.

¥ip.c. Esty and B.S. Gentry. “Forcign Investmient. Globalisation and Environment™ in OECD,
Glohalisation and Environment Preliminary Perspectives (Paris: OECD. 1997) at 163.

32) N. Abramovit. ~Sustaining the World's Forcsts™ in L.R. Brown ¢1 al.. State of the World
(Ncw York: WW Norton & Co.. 1998) 21 at 31.

Y. F. French. “Asscssing Private Capital Flows to Developing Countrics™ in L.R. Brown ef al..
Mate of the World (New York: WW Norton & Co.. 1998) at 157.
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regulations, forming a specialised type of pollution haven. In any case, even if foreign
investors generally do not re-locate to take advantage of lower environmental laws, they

may use the threat of it to resist new laws.

If pollution havens form or firms use the threat of relocation to resist increases in
environmental laws so they may continue polluting activities, there may be an increase in
the ecological footprint of development. In contrast to the other factors discussed in this
chapter which may increase the ecological footprint of development, the increase brought
by pollution havens will be brought about not because investment has an incidentally
negative impact upon the environment, but because countries have deliberately decreased
their environmental laws. Therefore any provision in an international investment
agreement which permits countries the latitude to regulate international investment when it
becomes clear that it is impacting negatively upon the environment will have no effect
upon the formation of pollution havens. To prevent pollution havens from forming, any
international investment agreement should incorporate a provision which disuades

countries from reducing their environmental standards in order to attract foreign investors.

IV.  Conclusion - The Need for Intervention to Lead to Sustainable Development

Development induced by investment may be sustainable if its environmental footprint is
reduced to a level which means that a sufficient stock of environmental resources is
conserved to allow future generations to develop. Determining whether this is probable
or even possible is a complicated issue and little empirical research has been done to
determine the actual effect of an investment liberalisation agreement such as the MAI
upon the environment. The literature indicates that investment has the potential to both

decrease and increase the ecological footprint of development.

International investment may lead to efficiency initiatives, transfers of clean technology

and a development induced demand for higher environmental standards. However, the
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may should be stressed - it is far from certain that these effects will be observed and that

there will be a decrease in the ecological footprint of development.

The market’s failure to internalise environmental degradation will be exacerbated in a
liberalised global market. Freer investment may stimulate consumption, increase the
world’s overall demand for natural resources and increase the world's overall pollutive
output. On this point, note that an OECD report on investment and the environment
states that “there is evidence that overall, global environmental problems worsen with
growth.”*** Some developing nations sell off their natural resources to buffer themselves
against foreign exchange fluctuations brought about by the movement of volatile capital.
Investment is headed to highly polluting and environmentally intensive industries in
developing countries that do not have the capacity to deal with them. Many of these
industries would not have been developed yet had it not been for foreign investment. All
of these factors mean that investment has the potential to lead to development which has

an increased ecological intensity.

Determining the actual eflects of international investment upon the environment will
require the analysis of specific rather than general issues', including the nature of the
industry and the foreign investors concerned. The actual effects will not be known until
empirical studies have been carricd out. What is clear, however, is that investment has the
potential to have negative impacts upon the environment and reduce the sustainability of
development. If an international investment agreement is to lead to sustainable
development, it should permit countries to regulate international investment when it

becomes clear that it is impacting negatively upon the environment.

0ECD. Foreign Direct Invesiment and the Fnvironment (1998) available at
hitp:/iwww.occd.org/dal/cmis/mai/fdicny. hum. at 4.

33United States Office of Technology Asscssinent. Trade and Environment: Conflicts and
Opportunities (Washington: Unitcd Statcs Department of Commerce. 1992) at 3.
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As noted in chapter 1 due to the effect of globalisation countries must regulate investment
to protect the environment by negotiating international standards for investors’ behaviour
with respect to the environment. Esty and Gentry state in relation to the MAI that:

“the emerging OECD MAI might provide a useful vehicle for imposing some
environmental discipline and international collective action... It might alternatively
mandate adherence to an internationally determined set of environmental
standards, such as minimum requirements established by the World Bank, “multi-
tier’ standards geared to the level of development of the recipient country, or the
ISO 14000 series of standards.™***

Dowdeswell and Charnovitz state that “there has been an increased recognition of the

impact of development projects on the environment... the MAI could - and should -

incorporate appropriate cnvironmental standards.™*’

However, when international standards negotiated by consensus are not appropriate for a
particular environment or for the standard of environmental protection demanded in a
particular state, that state should have the latitude to require investors to consider the
environment. Chertow and Esty believe this is so important they state that “environmental
protection stands alongside national security as a core government function.”** To allow
this, an international investment agreement should permit countries the latitude to regulate
international investment when it becomes clear that it is impacting negatively upon the
environment. [t should not interfere with the ability of nations to act decisively in the

national or international interest of the environment**”.

%D C. Esty and B.S. Geniny. “Forcign lnvestment. Globalisation and Environment™ in OECD,
Glohalisation and Fiviromment Prelunmary: Perspectives (Paris: QECD. 1997) at 168,

3'E. Dowdeswell and S. Charnovitz “Globalisation. Tradc and Imerdependence™ in M.R.
Chertow and D.C. Esty (cds.) Thinking Feologically (New Haven: Yale University Press. 1997) 85 a0 94.

YM.R. Chicrtow and D.C. Esty ."A vision for the future”™ in M.R. Chertow and D.C. Esty (cds.)
Thinking Ecologicalli: (New Haven: Yale University Press. 1997) 230 at 238.

M. Swenarchuk. “The Environmental Conununity’'s Perspective” in J. Kirton and S.
Richardson (cds.) Trade lnvironment and Competitiveness (Canada: National Round Tablc on the
Environment and Economy. 1992) 67 at 71.
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Regardless of whether an international agreement includes these provisions, some
governments may not act to protect their environment if they are pressured in their
competition for foreign investment to lower or not enforce their environmental laws. It
appears that pollution havens are forming in specific toxic and poliutive industries, even if
they are not forming gencrally. There is some evidence that the threat of industrial
relocation has a substantial chilling effect and that firms put pressure on national
governments not to increase environmental regulation in case this impinges on their
competitiveness in an increasingly globalised market. Therefore, it is also important that
any international investment agreement include a provision which prohibits countries from

decreasing their environmental standards in order to attract investment.

In summary, if an international investment agreement is to lead to sustainable
development, it should include both a code which mandates international investor
behaviour with respect to the environment and sufficient latitude to permit countries to
regulate investment when it becomes clear that it is having a negative environmental
impact. It should also include a provision that prohibits countries from decreasing their
environmental standards in order to attract investment. The next chapter will examine the
provisions of the MAI to determine whether it incorporates these elements and whether it

contains any other provisions which may affect the environment.
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CHAPTER 3: THE MULTILATERAL AGREEMENT ON INVESTMENT

I. Introduction

Some commentators believe that the MAI could go a long way to establishing necessary
foundation rules for foreign investment'®. For example, Avramovich states that “the
OECD is negotiating the MAI to serve as a comprehensive agreement for international
investment to improve upon the crazy quilt of bilateral and regional multilateral

treaties.” !

This chapter examines the MAI to determine whether it meets the criteria of
a sustainable international investment agreement set out in chapter | and 2. It considers
whether the MAI provides a certain and stable liberalised investment regime that does not
discriminate against foreign investors, whether it includes provisions to govern
muitinational investor behaviour, particularly with respect to the environment, and
whether it allows countries to regulate investment when it becomes clear that investment

has had a negative impact the environment.

Part Il of this chapter traces the history of the MAI OECD negotiations and outlines the
current state of those negotiations. It explains that OECD developed nations began to
negotiate an international investment agreement in 1995. The negotiations have been
supported by the developed nation business community, but criticised by developing
countries. These countries belicve that they should be involved in the negotiations
because of the huge impact the MAI will have upon the global economic system and
because they believe they will be pressured into signing the agreement. The negotiations
have also been criticised by NGOs, who issued such a powerful protest statement against

the MAL in 1997 that it stalled negotiations. The negotiations were stalled again in

) Burns and E. Chnysler. “Multinational Corporatc Growth: The Need for Multinational

Control™ (1997) 141 Forcign Investment in Canada Report Bulletin 1 at 3.

J6IM. P. Avramovich. “The Protcction of Intcriational Investment at the Start of the Twenty-
First Century: Will Anachronistic Notions of Busincss Render Irrcicvant the OECD's Multilateral
Agrecment on Investiment”™ (1998) 31 The John Marshall Law Review 1201 at 1275.



94

October 1998 and have not started again. It is not clear whether the MAI will ever be
signed. Ifitis, it will form a global investment treaty. Ifit is not, it will form a negotiating
text for investment talks in the WTO. Either way it is important to look at the draft

provisions in the MAL.

Part I11 considers the primary provisions of the MAI draft text, paying particular attention
to those provisions which relate to the environment. Section A outlines the draft
preamble which indicates the parties’ intentions to create a binding multilateral investment
agreement, to pursue sustainable development, and to incorporate a non binding code to
govern corporate behaviour. Scction B explains that the MAI will have a wide scope
because of its asset based definition of investment and also because it incorporates all

sectors of an economy except those which are specifically exempted.

Section C outlines that the MAI requires the liberalisation of national laws relating to
both the establishment and the operation of investments by foreign investors. The primary
obligations under the MAI arc the national treatment and most favoured nation
obligations. These obligc countries to treat foreign investors at least as favourably as they
treat other foreign and domestic investors and may in fact permit a country to treat foreign
investors more favourably than domestic investors. In section D, this paper notes that the
MALI prohibits countrics from imposing performance obligations upon investors. Section
E explains that as an exception to the prohibition on performance obligations, a country
may impose some types of performance obligations upon an investor when it believes this
is necessary to protect human, animal or plant life or health. This is the only provision
which may give states the regulatory latitude necessary to protect their environment. It is
the only *“environmental exception” provision in the MAI: countries may not derogate
from any of their other MAI obligations to protect the environment. Section E also
introduces a provision which aims to prevent countries from lowering their environmental

standards in order to attract investment.
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Section G notes that the MAI has extensive dispute resolution provisions which permit an
investor to sue a state whenever an investor alleges that a state has breached an MAI
obligation resulting in a loss to that investor's assets. The MAI prohibits all
expropriations of forcign investors” assets except those which are carried out for a public
purpose. In section H and 1, this chapter notes that the MAI will be in force for at least 20
years and that countries will be permitted to specifically reserve certain areas of their

economies from compliance with the MAL.

This chapter concludes in part 1V that the MAI requires countries to liberalise their
investment rules and provide extensive protection to foreign investors. However, the
MAI does not impose any obligations upon investors nor contain any provisions to
regulate multinational investor behaviour. 1t is particularly important for this paper to
note that it does not impose any obligations upon investors to protect the environment.

Some provisions of the MAI may restrict countries’ ability to protect their environment.

i State of Negotiations

A. Negotiations Commence

During the Uruguay Round of trade negotiations, it became clear to the OECD countries
that they would not be able to successfully negotiate a comprehensive investment
agreement within the WTO. However as OECD countries are responsible for over three
quarters of all foreign direct investment, they kept the negotiation of an investment
agreement firmly on the OECD agenda'”. They determined that they had failed to get a

comprehensive investment agrcement primarily due to opposition from developing

362‘Ministcrs Discuss Environmental Aspects of Controversial Multilateral Investment Pact”

(1998) 21 Intcrnational Environment Reporter 355 at 355.



96

countries'® and decided to ncgotiate an investment agreement among themselves.

In 1993, the OECD commissioned a study of the feasibility of a multilateral investment

agreement'*

. The results were positive, and so in May 1995 the OECD established a

negotiating group to drafl an agreement which would:

. Provide a broad multilateral framework for international investment with high
standards for the liberalisation of investment regimes and investment protection
and with effective dispute resolution procedures; and

. Be a free standing intcrnational treaty open to all OECD Members and the

European Community and to accession by non-OECD Member countries.***

The eventual aim of the ncgotiating group is to establish a regime for investment which is
comparable to the WTO regime for trade*™. The regime will facilitate the movement of
capital across national borders by setting rules which restrict countries from using
legislation, policies and programs to impede capital movement'®’. The MAI initiative will
substantially extend the scope of the OECD codes™* discussed in chapter 1 and unlike the

codes be open to accession by non-OECD countries.

1. Support for Negotiations in the OECD

The negotiations are obviously supported by the member countries of the OECD. Those

Y'E M. Burt. “Developing Countrics and the Framework for Ncgotiitions on Forcign Dircct

Investiment in the World Trade Organisation™ (1997) 12 Am. U. J. Int’1 Pol’y 1015 at 1017,

VAR hronolugy - Fyvents and negotiations available at hup://www. dfait-
macci.ge.ca/englishiirade/chrono-c. luml.

“"’Sl:mding Conumitice on Forcign AfTairs and Internintional Trade. Canada and the ALL
(Canada: Canadian Govermment. 1997) at 12,

0 thic at 11,

67 T_ Clarke and M. Barlow. \LU/: the Multilateral Agreement on Investiment and the Threat 1o
Canadian Sovereigniy (Canada: Stoddart Books. 1997) at 31.

*S*Biswajit ef al.. “MAI - An Analysis™ (1998) 33 Economic and Political Weckly 837 at 838.
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countries are: Australia, Austria, Belgium, Canada, Czech Republic, Denmark, France,
Finland, Germany, Greece, Hungary, Iceland, Ireland, ltaly, Japan, Korea, Luxembourg,
Mexico, the Netherlands, New Zealand, Norway, Poland, Portugal, Spain, Sweden,

Switzerland, Turkey, the United Kingdom and the United States.

The negotiations have also been supported by the developed country business community.

In A View from Business, Worth says:

“the international busincss community strongly supports negotiation of a wider
investment instrument that includes right of establishment, national treatment and
other investment protection (addressing expropriation, repatriation of profits and
royalties, currency restrictions, fair and equitable treatment, and hiring freedom).
To be meaningful, the exercise must also include a dispute resolution mechanism.
In view of its expertisc on investment, years of preparatory work, interest by its
members and mechanisms to consult with the business community, the OECD is
uniquely positioned to move this issue forward aggressively on the international
agenda.™ "

3. Criticisms of Negotiations in the OECD

The support from the developed nations business community has been so strong that some
commentators and developing nations believe that the MALI has in fact had too much
support from business'™. In support of this belicf, they point to the example of the US
Council for International Business. This Council is a major lobbyist for US business
positions. It maintains a political presence within the OECD through its affiliation with
the Business and Industry Advisory Council to the OECD. The position of the US
Council means that US businesses have according to Caplan “been on the inside track

right from the very beginning™""" and in a position to unduly influence the negotiations.
g ry beg g

D.C. Worth. “A View from Busincss™ in OECD. e New World Trading Svstem (Paris:
OECD. 1994) 213 a1 214.

W, Cranc. “Corporations Swallowing Nations: The OECD and the Muhtilatcral Agrecment on

Investment™ (1998) 9 Col. J. Int’l Env. Law and Pol'y 429 at 434.

'mC:lplalll. The ML Community, Visions, and Real Democracy cited in W. Cranc. “Corporations
Swallowing Nations: The OECD and the Multilateral Agrecment on Investment”™ (1998) 9 Col. J. Int’}
Env. Law and Pol’y 429 a1 434.
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The MAI negotiating group is made up of OECD party representatives who commenced
their negotiations by conducting private meetings. Developing nations criticised the fact
that they were being excluded from the MAI process given the huge potential impact the

MAI could have upon them and demanded that they be allowed to participate.

The MALI will be open to accession by non OECD members. When the OECD Ministers
launched the negotiations in 1995, they emphasised the open character of the MAI and
stated that it should be open to non OECD members willing to meet its requirements*”>.
Fitzgerald ¢r u/ believe that the MALI will not just be open to developing nations - it will be
almost mandatory for them to join, due to the considerable pressure on non members to
sign if they want to attract foreign investment'”*. They comment that “by committing
themselves to an international regulatory regime, developing countries would achieve a
substantial reduction in investor uncertainty, which should lead to more and better
investment by foreign, domestic and expatriate firms.""”* Countries who do not sign the
agreement will not have the same credibility as those who do, and foreign investors may
decide not to invest there”*. Clarke and Barlow state that “put bluntly, if an MAI is
concluded, it will be increasingly difTicult for developing countries who want to attract
foreign investment to remain outside.™"™ Another commentator predicts that countries

who receive financial assistance from the World Bank and the International Monetary

32w H. Withercll. “Opening Address™ in OECD. Il orking Papers No 51 (Paris: OECD. 1997) at
4.

ME VK. Fitzgerald. R. Cubcro-Brealy and A. Lchman. The Development Implications of the
MAT(UK: University of Oxford. 1998) at 4.

m ll I
Mihidan 6.

YOT_Clarke and M. Barlow. ALI/: the M tultilateral Agreement on Investment and the Threat 1o
Canadian Sovereigniy (Canada: Stoddan Books. 1997) a 27.
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Fund may be obliged to sign the MAI'”". Yet the MAI was being initially negotiated solely
by developed nations. Developing countries fear that they could be pressured into signing
an agreement which they played no part in negotiating - or forsaking foreign investment.

They therefore argue that they should be included in the negotiations.

Developing countries further argue that they should be included in negotiations because of
the huge potential impact of the MAI on the global investment environment and therefore
upon all countries whether they sign the MAIl or not. The MAI will set an international
benchmark for states’ behaviour towards foreign investors. Countries who do not sign the
agreement will have their investment regime judged against the mark of the MAI, and their
.regime may be found wanting. Such countries may be forced to decrease their investment
and other regulations in an cffort to attract investors who would otherwise go to the more
certain regime in MAI parties. This could lead 10 a downward regulatory spiral effect in
countries who do not sign'™.  Developing nations argue that because of the dramatic
impact the MAI will have upon them regardless of whether they sign it or not, they should

be included in the negotiations.
B. Negotiations Stall
The negotiations stalled in October 1997 after a group of 560 NGOs'" in 67 countries

issued a statement protesting against the MAI™. The NGOs stated that their primary

concerns were that the MAL:

W, Cranc. “Corporations Swallowing Nations: The OECD and the Muliilateral Agreement on

Investment™ (1998) 9 Col. J. Int’1 Env. Law and Pol'y 429 at 437.

MEVK. Fitzgerald. R. Cubcro-Brealy and A. Lchman, The Development Implications of the
AMAI(UK: University of Oxford. 199%) at 4.

’790rg;mis:uions included political pantics. MAI opposition groups and cnvironmental
organisations such as Fricnds of the Earth.

n . . )
*The stucment is availabic at hitp:/Awww.canadians.org/ngostatciment. html.
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. elevated the rights of investors far above those of governments and citizens
without seeking to control their behaviour by imposing binding obligations upon
them;

. failed to integrate economic, environmental and social policies to achieve
sustainable development; and

. excluded developing countries and NGOs from negotiations.

The NGOs also expressed concern that the MAI would bind nations to one particular
economic course for at least 20 years and therefore prevent future governments from
revising investment policies to pursue any other economic course. The NGO coalition
called upon the OECD and national governments to suspend negotiations and commence a
comprehensive and independent analysis of the potential social, environmental and

development impacts of the MAI.

The NGO protest and developing nations’ criticisms had an impact upon the MAI
negotiations. After the NGO protest, negotiators agreed to suspend talks until the OECD
annual meeting in April 1998 so that countries could respond to NGO concerns. Many
nations conducted inquiries into the effect of the MAIL. For example in Canada, the House
of Commons Standing Committee on Foreign Affairs and International Trade conducted
an inquiry into the MALI, including public hearings in Ottawa. The OECD specifically
urged each country to review its environmental legislation to ensure that the MAI would
not interfere withit. The OECD commissioned a study into whether greater foreign

investment would invariably lcad to environmental degradation™.

The negotiating group was expanded to include observers from countries and

WI“OECD Multilatcral Agrecment on Investment to give more considcration to environnent”
(1997) 20 Intcrnational Environmcntal Reporter 1041 a1 1041,
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organisations who were not part of the original MAI negotiating team™. However, as
observers they have had no right to participate in the negotiations. Countries which have
been attending the negotiations as observers include: South Africa, Argentina, China,
Egypt, Hong Kong, India, Indonesia, Israel, Malaysia, Philippines, Singapore, Thailand,
Belarus, Brazil, Bulgaria, Chile, Colombia, Costa Rica, Croatia, Ecuador, Guatemala,
Latvia, Lithuania, Peru, Dominican Republic, Romania, Slovak Republic, and Zambia™".
Representatives from UNCTAD (United Nations Commission on Trade and

Development), the IMF and the WTO have also attended.

At the annual OECD meeting in April 1998, negotiators agreed to further suspend official

talks until October 1998 to continue their investigations.

C. The Current State of the Negotiations

At a meeting of the parties in October 1998, talks were suspended once more, after France

publicly withdrew from negotiations™

. All other countries agreed to continue negotiating,

but have substantial issues to resolve™. These include:

. Canada wants an exemption for its cultural industries, and Australia has supported
it. The US and Japan arc opposed to expansive cultural exemptions.

. The US wants strong labour and environment clauses, which are opposed by

Mexico and South Korea.

WANGO coalition including cin ironmentalists vows campaign against MAIL under way at

OECD " (1997) 20 International Environment Reporter 1007 at 1007,
™OECD. Workmg Papers No 51 (Paris: OECD. 1997) - List of participiants.

WErance withdrew because they were frustrated that the United Statcs had suggested conditions
which mcant that the agrcement would hardiy apply 10 US investors. ). Burns and E. Chrvsier
“Multilateral Agrecment on linvestinent: DOA™ (1998) Forcign Investinent in Canada - Fcature Articles
399 a1 399.

5. Burns and E. Chrysler “Multilatcral Agrecment on Investment: DOA™ (1998) Forcign
Investment in Canada - Feature Articles 399 at 399.
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. The United States wants to ensure that its Helms-Burton and D’ Amato legislation,
which are aimed at punishing those who invest in Cuba, Libya or Iraq, have an
extra-territorial effect. The US claims the legislation is necessary for national
security, and intends to apply it to foreign investors. The EU, Canada and Mexico
have rejected the US position that this legislation should apply extra-territorially
and want to include a clause that forbids countrics from imposing their laws on

other states.

One Canadian report states that * the idea of an (MAI) investment treaty appears to be in
limbo until at least 2000.""* It further states that “the OECD will continue to study the
issue, but the talks are over.""’ However, the official position of the OECD negotiators is
that the negotiations are pauscd while members deal with the strong public backlash

against it"™

. The OECD Secretary General stated that the approval of the MAI was a
matter of when, not if, and that as soon as parties corrected misinformation about the MAI
given to the public, countries would sign the MAI'™. As discussed above, there will be
considerable pressure on non OECD countries to sign the agreement. If enough non

members do sign, the MAI will take on the appearance of a global investment treaty™.

If the talks stall further and the MAI is abandoned, the WTQO will probably begin

discussing a global investment treaty in earnest using the MAI as the basis of discussions

65 Burns and R. Eberschlag “MAI: Down for the Count™ (1998) 12 Forcign Investment in
Canada News S at §.

1.

MSce OECD news relcase of 23* October 1998, available at
htp://www.occd.org/news_ind_cvenis.

9D Mattern. “Democracy or Corporite Rule”” (1998) S8 Humanist § i 8.
I

E.V.K. Fitzgerald. R. Cubero-Brealy and A. Lehman. The Development Implications of the
M.AT (UK: University of Oxford. 1998) it 7.
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because it represents the desires of developed nations™ and because it promises to be the
most comprehensive and liberal multilateral investment framework in existence*®. There
are several indications that WTO talks are imminent. At the very least, discussions in the
WTO regarding investment will take place by 2000 under the TRIMs agreement™”.
France stated when it pulled out of the MAI that it intended to continue to work towards
a multilateral investment agrecment by focusing its efforts on instigating talks in the
WTO™. Canada too supports moving talks to the WTO™:. In September 1996 the WTO
signed the Singapore Declaration which established a working group specifically to look at
international investment agreement issues. The Declaration states that any WTO
negotiations on international investment will only be instituted after an “explicit consensus

decision™"*

. However, Burt states that “realistically, the ability of developed country
trade ministers to achieve their agenda through political manouvering and a linkage of
concessions will likely enablc the developed countries to set a course for negotiations on
direct investment (in the WTO). The limiting language (the requirement for an explicit
consensus decision before negotiations commence) in the Singapore Declaration will not

have its current effect in a few years.™""’

Not everyone agrees that talks should be instituted in the WTO. European countries, the

iy, Startup. “An Agenda for International Investinent™ in OECD. 7he New World Trading
Svstem (Paris: OECD. 1994) 189 a1 191,

12EM. Bun. “Developing Countrics and the Framework for Ncgotiations on Foreign Direct
Investment in the World Trade Organisation™ (1997) 12 Am. U. J. Int’l Pol'y 1015 1056.

YIN. Grimwade. International Trade Policy (London: Routledge. 1996) at 328,

Sce OECD news relcase of 23 October 1998, available at
hitp://www.occd.org/ncws_and_cvents.

¥Sce statcment by Scrgio Marchi. Canadian Minister for International Trade available at
htip://www.dfait-macci. ge.ca/cnglish.ws/statements/98_statc/98_03 1c.himl.

%E.M. Bun. “Developing Countrics and the Framcwork for Negotiations on Forcign Dircct
Investment in the World Trade Organisation™ (1997) 12 Am. U. J. Int’1 Pol'y 1015 at 1050.

Y hict an 1083,



104

USA and Japan all strongly opposc moving the MALI talks to the WTO, and most other

MAI negotiating parties also oppose this**

. Even if the talks are moved, there are no
guarantees that establishing an investment agreement will be any easier for France and
Canada at the WTO, given the consistent opposition of developing nations there*”. One
diplomat has been reported as saying “the MAI has become so political in some countries
like Canada and France that ministers do not want to stand up for it. They think it’s safer

to put their cards in the WTO. This is ostrich behaviour.™ ™

Regardless of the outcome of the actual MAI negotiations, it is vital to consider the draft
MAL text. If the MAL is completed, it will probably become a global investment treaty and
preclude talks in the WTO. If it is not completed, the draft text will form the basis of
WTO discussions. Either way, it is important to analyse the impact that an investment
regime based on the draft text will have upon the environment. This chapter will now

outline and explain the primary provisions in the MAI.

I1l. The MAI Draft Text

The provisions referred to in this paper are those in the April 28 1998 draft of the MAI,

the most current draft at the time of writing.

A, Preamble

Preambular statements indicate the intention of the parties when they made an agreement.

"™D. Perry “Multilacral lnvestment: Considcring the Options™ (1998) Forcign Investient in

Canada - Feature Arnticles 37 at Y.

). Startup. “An Agenda for Inicrnational Investment”™ in OECD. The New World Trading
Svstem (Paris: OECD. 1994) 189 at 191,

00p Hayden and J. Burns. Forcign Investment in Canada - Digest (Ontario: Carswell. 1998) at
34,
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They do not form binding obligations upon parties*"'. The intention of parties is relevant
when interpreting any obligations which are specified later in a treaty. For example, the
Vienma Convention on the Law of Treaties*™ states that a treaty should be interpreted in

good faith in light of its object and purpose as stated in the preamble*".

The preamble of the MAI indicates the intention of the parties to create a liberalised

investment regime, to recognise sustainable development, and to adopt the non-binding
OFCD Guidelines for Multinationals.

1. Investment Liberalisation

The preamble first recogniscs that international investment has assumed great importance
in the world economy and has contributed considerably to the development of the
contracting parties. It then states the main intention of the parties - to establish a broad
multilateral framework for international investment with high standards for the
liberalisation of investment regimes and investment protection and with effective dispute
settlement procedures. The other preambular statements indicate the parties’ belief that
investment liberalisation will lcad to the efficient utilisation of economic resources, the
creation of employment opportunities and the improvement of living standards. The
parties assume that these will be positive externalities arising from liberalised

investment™".

2, Environment and Sustainability

With respect to the environment and sustainability, several parties have suggested

ME paticrson. “"GATT and the Environment™ (1992) 26 Journal of World Trade 99 at 99.

028 ILM 691 (1969).

M Anicie 31.

WE VK. Fitzgerald. R. Cubcro-Brealy and A. Lehman, The Development Implications of the
AT (UK: University of Oxford. 1998) at 17,
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preambular statements which merely recognise that investment can play a key role in
ensuring that economic growth is sustainable. Others have supported a clause which
indicates that the parties actually intend to pursue sustainability. That clause is:

“(the parties) resolve to implement this agreement in accordance with
(international environmental law*"*) and in a manner consistent with sustainable
development as reflected in the Rio Declaration on Environment and Development
and Agenda 21 including the protection and preservation of the environment and
principles of the polluter pays and the precautionary approach.”

The Rio Declaration and Agenda 21 were formulated at the United Nations Commission
on Environment and Development (UNCED) Earth Summit in 1992. The Rio Declaration
is a non binding statement of 27 broad principles to guide sustainable development.

- Agenda 21 is a non binding 800 page action plan to guide countrics in pursuing
sustainable development. The impact that a reference to sustainable development as
specified in these documents may have upon the interpretation of the MAI will be
discussed in Chapter 4. Stating that the MAI should be implemented “in accordance with
international environmental law™ raises the question of whether the MAI preamble is
intended to set up a presumption that multilateral environment agrecments have

precedence over it. This will also be discussed in Chapter 4.

3. OECD Guidelines for Multinational Enterprises

The final preambular statement, which all parties agree upon, incorporates the O/5C'1)
Guidelines for Multinational Emerprises (“the guidelines™) while emphasising that the
guidelines are non-binding and that multinationals need only observe them on a voluntary
basis. The guidelines will also be annexed to the agreement*. The annexing provision
states that such annexure does not alter the non binding character of the guidelines, nor

are the guidelines to bear on the interpretation of the MAL.

Several delcgitions arc opposcd to including these brackcted words - sce note 8 of the draft
text.

““Draft Agreement Pant X.
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The guidelines set behavioural standards for foreign investors with regard to the
environment. They provide that enterprises should take account of the need to protect the
environment within the framework of laws in the country in which they operate. In
particular, they provide that firms should conduct environmental impact assessments and
co-operate with environmental authorities. They should also take appropriate measures to
minimise the risk of environmental damage such as adopting appropriate technologies,
using environmental management systems, training workers and supporting public
awareness programs. These relatively broad and non specific environmental guidelines are

currently being reviewed by the MAI negotiating team*"”.

While the guidelines are not binding, the Director for Financial Fiscal and Enterprise
Affairs at the OECD states that they have strong political weight and have proven their

value in the OECD region over the past twenty years*™

. Bridge is more circumspect and
states that “the influence of the guidelines has been frankly. modest, though there probably
have not been many flagrant breaches.™" The guidelines have been included in the MAI,
but negotiators have ensured that they remain unbinding. 1t is unlikely that any one could

argue that a corporation is bound to follow the guidelines.

B. Scope of Application

The definition of investment under the MAI has been discussed in chapter 1. Although
negotiators have not agreed upon the final wording, the definition is certain to be an asset
based one which encompasscs evolving forms of investments such as intellectual property,

portfolio investments, and dcbt financing. The MAI will relate to both the establishment

“7“Ministcrs Discuss Em ironmental Aspccts Controversial Multilimeral Investment Pact™ (1998)

21 International Environmem Reporter 356 it 356.
1™Sec hup://www.occd.org/daf/cmis/mai/wwpress.htim at 2.

il of Bridge. “The OECD Guidclines and the MAI™ in OECD. Ilorking Papers No 96 (Paris:
OECD. 199D 17 at 17.
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phase and the opcrational phasc of investments. Many investment agreements in the past

have simply concentrated on the opcrational phase*'.

The OECD stated in October 1998 that “the recent global financial turbulence
demonstrates the importance of promoting stable long term capital flows, and of
encouraging patient capital as opposed to hot money.”""' However, the broad ambit of
the definition means the MAI could afford protection to harmful speculative short term
investment as well as to beneficial long term investment™'*. If a country is host to large
amounts of speculative short term investments that country can quickly become financially
unstable. Crane explains the danger of including private short term speculative investment
under the protective umbrella of the MAL. *Asian markets provided an opportunity for
foreign investors to profit from high returns for a while, but when investors decided to
remove capital from the markets, the markets experienced an economic breakdown. A
result of this chain of events is that many countries in the region have been left with
serious financial difficuities.”'* Chapter 2 noted that some countries who experience
financial difficulties caused by the movement of short term capital will sell off their natural
resources to gain foreign exchange and thereby degrade the environment. If the MAI

liberalises and protects short term capital flows, this effect may be exacerbated.

Chapter | noted that the MAI negotiators may modify the definition so that it only
includes investments which create a significant stake in an economy. This modification
will not exclude volatile portfolio investments. Although volatile investments may be

short term, they may still be significant enough to give an investor a stake in a host

YR Ley. “The Scope of the MAI™ in OECD. Horking Papers No 51 (Paris;: OECD. 1997) 16
alo.

*1OECD. News Releasc. 20 October 1998, available at hup://www.occd.org/news_and_cvents.

MBiswajit ef al.. "MAI - An Analysis™ (1998) 33 Economic and Political Weckly 837 at 839,

1W. Cranc. “Corporations Swallowing Nations: The OECD and the Multilatcral Agreement on

Investient™ (1998) 9 Col. J. Int’l Env. Law and Pol’y 429 at 455.
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economy. They would therefore be included under the modified definition despite the
recent OECD observation that this could lead to global financial turbulence. However, it
is arguable that volatile investments are not an efficient use of capital *'*, and therefore do
not fall within the preamble, which states that the agreement is to contribute to the
“efficient utilisation of economic resources™. The licima Convention states that any

3 Therefore

treaty should be interpreted in light of its object as outlined in the preamble
it is arguable that even though the definition unambiguously includes harmful speculative

flows the parties did not intend the MAI to provide protection to such flows because they
are an inefficient use of capital, and thercfore that harmful short term flows should not be

protected.

An investor under the MAI mcans a legal person resident in or constituted under the law
of a party and includes a corporation, trust, partnership, sole proprietorship, joint venture,

association or organisation*'"

. The agrecment will apply to the land, internal waters,
territorial waters and overseas territories of any state. The general scope of the agreement
is very broad as it covers all sectors in which investment occurs, except those which a

country specifically includes in a reservation*"’.

C. Most Favoured Nation and National Treatment Obligations

1. Most Favoured Nation Obligation
Part 11l incorporates the major binding provisions of the MAL. It states:

“Each contracting party shall accord to investors of another contracting party and
to their investments, trcatment no less favourable than the treatment it accords to
investors of any other contracting party or of a non contracting party, and to the

Mgiswajit er al.. “MAI - An Amalysis™ (1998) 33 Economic and Political Weekly 837 at 839.
¥3Sce scction 111 (A) of this chapter.
46

Part 11 (1) (i ) and( i1).

N7X. Musca. “Scope of the MAI™ in OECD llurking Papers No 96 (Paris: OECD. 1997) 9 at 9.
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investments of investors of any contracting party or of a non contracting party,
with respect to the establishment, acquisition, expansion, operation, management,
maintenance, use, enjoyment and sale or disposition of investments.”*'®

This provision ensures that any laws a country makes with regard to foreign investment
are uniformly applied to foreign investors regardless of what country they are from. It is
called the ‘most favoured nation’ (*mfin’) clause after a similar clause that has been
included in bilateral trade agreemens since the 16" century’”. The clause was first
introduced to the investment sphere in the OECD Declaration on Imernational
Investmen and Multinational Fnterprises (*the Declaration’) discussed in chapter 1. The
MAI provision extends the obligation found in this Declaration® in two ways. In the
Declaration, it is only necessary to give investors from member countries the same
treatment you give to investors from other member parties. Under the MAL it will be
necessary to provide investors from member countries with the same trcatment as you give
to an investor from any other nation, regardless of whether they are a member or not. In
the Declaration countries are only obliged 1o provide the treatment to investors and their
investments once they are established; under the MAI countries are oblige to extend the

treatment to establishment measures as well.

2. National Treatment
The next section states:

“Each contracting party shall accord to investors of another contracting party and
to their investments, treatment no less favourable than the treatment it accords to
its own investors and their investments with respect to the establishment,

acquisition, expansion, operation, management, maintenance, use, enjoyment and

Mpan 11 (2).

*"World Tradc Organisation. Regronalism and the World Trading Svstem (Geneva: World Trade

Organisation. 1995) . §.

e obligation is also found in subscquent OECD Codcs such as the Code on Liberalisation of
Capital Movements and Current Invisible Operations 1991
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sale or other disposition of investments.™*'

This is commonly known as a national treatment obligation***. National treatment means
that governments must trcat foreign investors and their investments no less favourably
than they treat domestic investors and their investments. For example, if a government
imposes a requirement on investors it should be no more stringent on foreign investors
than it is on domestic investors. Similarly, if a government has an economic assistance
program to benefit domestic investors, it must provide the same assistance to foreign

investors.

National treatment was first applied to investments in the OECD Declaration on
International Investment and Multinational Enerprises (‘the Declaration’). This
Declaration applied the national treatment obligation to the operational phase and not to
the establishment phase of investments. Most BITs applied it similarly. The MAI
therefore extends the scope of most BITs and the Declaration by applying the obligations
to all stages of foreign investment. This means that the screening agencies that many
nations have in place to review investment may be MAl-illcgal**'. Removing screening
agencies and other establishment controls may prevent a country prohibiting a certain

investor with a proven bad environmental record from investing in its country***.

3. Application of Most Favoured Nation and National Treatment
These obligations do not prescribe a minimum or absolute level of treatment: they

mandate a level of treatment relative to that already provided by the laws of a country.

Lpan ().

22 Afier its inclusion in article 11 of GATT. cutitled “National Treaument of Internal Taxation
and Regulation™.

2 Biswajit ¢ al.. "MAI - An Analysis™ (1998) 33 Economic and Political Weekly 837 at 839,

4OECD s talks on investment pact stall just as environment gets more plian™ (1998) 21

International Environment Reporier 194,
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The treatment a country provides one investor under its law cannot be worse than the
treatment it accords another investor under its law. This could have implications for
developing countries who may not have legislated comprehensive environmental laws at
the time they sign the MAI**. For example, in the course of utilising a new means of
production in a developing country, a foreign investor may introduce new pollutants into
that country. [f the country attempts to regulate the pollution, the regulations will affect
only the new investor. It is arguabic that this would be a breach of the national treatment
obligation and most favoured nation obligations because no domestic producers or other
foreign producers would be subject to the regulation, while the new foreign investor is**.
A foreign investor is being accorded relatively worse treatment than that accorded other

investors.

Fitzgerald ¢7 /. state that the national treatment requirement is a comparative one*?’. It
arguably incorporates the notion that foreign investors must be treated no less favourably
than domestic investors only where the investors arc in similar or comparable situations*?*.
In developing countries, foreign firms are not easily comparable to domestic ones, so it is
arguable that the host country is not required to give national treatment to the foreign
firm. Biswajit ¢f al. observe that “the obvious differences in sizes of the transnational
corporations and an overwhelining majority of developing countries tend to render any

attempt at comparing forcign and domestic enterprises in developing country territories

BEVK. Fitzgerald. R. Cubcro-Brealy and A. Lehwian, 7he Development Implications of the
M7 (UK: University of Oxford. 1998) at 19.

XoFor example. it was argucd in paragraph 36 of the Statement of Claim in Lthvl Corporation v
Government of Canada. filed pursuant to Anticle 1116 and 1120 of NAFTA. There was no determination
of the validity of the argument.

E VK. Fitzgerald. R. Cubcro-Brealy and A. Lehman. The Development Implications of the
M1 (UK: University of Oxford. 1998) a1 19.

Whilc onc party suggested adding the words “to investors in like circumstances™ to the clause
so that this is clear. most delcgations belicve it alrcady is clcar based on their understanding of how
Articlc 111 of GATT has been interpeted. and thercfore belicve that the addition is unnccessary and open to
abusc. Scc thc MAI Commentary at 1.
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quite meaningless.™*" Therefore in regard to the example in the preceding paragraph, it
could be argued that foreign investors are in a different position to domestic ones, and
therefore the new environmental regulation would not breach the national treatment
obligation. The regulation could still however be a breach of the most favoured nation

clause if other foreign investors are comparable yet subjected to different treatment.

4. Noa Discrimination and lnvestment Incentives
National treatment and most favoured nation obligations are commonly called the
principles of non discrimination'". However, this can be misleading when considering
national treatment. While national treatment prevents countries from discriminating against
_foreign investors, it does not prohibit countries giving foreign investors better treatment
than it gives to domestic investors'"'. Better treatment is often provided to foreign
investors in the form of investment incentives. As governments become increasingly
competitive for foreign investment, they offer incentives in an attempt to attract it. As
these incentives are available to foreign and not domestic investors, a foreign investor is

in a better position than a domestic one.

Daly states that the prolifcration of various investment subsidics may seriously distort the
international allocation of investment without necessarily increasing its supply*™. It may
lead to situations where the cost of attracting the investment is more than the benefit of

the investment. It could also lead to a large amount of investment flowing to an area that

PBiswajit et al.. “MAI - An Amlysis™ (1998) 33 Economic and Political Weekly 837 at 840,

YOAP. Larson. “Statc of Play of MAI Negotiations™ in OECD I urking Paper No 96 (Paris:
OECD. 19 4. §S.

*'The Calvo doctrine adopted in the Andean Conmon market arrangement in South Amcrica
would be an appropriate onc if the MA! wished 10 cnsurc cquality of treatient. rather than just protect
forcign investors. This doctrine states “while alicns should be given cqual treatment with nationals. they
arc not cntitled to coxira rights and privilcges™. Biswajit ¢ a/.. "MAI - An Analysis™ (1998) 33 Economic
and Political Weckly 837 a1 839,

2\, Daly. “Investment lncentives and the Multilateral Agrecment on Investment™ (1998) 32
Journal of World Trade § it 6.
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a country does not necessarily have a comparative advantage in, and therefore result in
resource allocation inefficiencies. The MAI negotiators have an opportunity to regulate
investment incentives and rcmedy these problems. However, investment incentives will
probably not be addressed spccifically in the MAIL. Daly states this is because it is difficult
to comprehensively define what constitutes an incentive, and because negotiators do not
want to stifle their own country’s ability to attract investment while non parties continue
to offer incentives'''. If investment incentives are not included, countries will be able to

continue to provide more favourable treatment to foreign investors.

Investment incentives are often conditional - that is, they are tied to performance
obligations*". By imposing performance obligations, a country can ensure that they
actually reccive the benefits they expect from foreign investment. For example, a country
may agree to give a foreign investor a tax break on the condition that the investor hire a
certain percentage of local labour and transfer some technology. However, the MAI
specifically prohibits performance obligations. Countries who sign the MAI and continue
to offer incentives will no longer be able to tie them to many of the obligations they

traditionally have done. The next section deals with performance obligations.
D. Performance Requirements

1. Performance Requirements Generally

The MAI prohibits some specific performance requirements that national governments
commonly impose on investors to ensure they reap the bencfits they expect from foreign
investment. Part 111 of the MAI states that parties shall not enforce or maintain any of the
performance requirements listed in relation to either the establishment or the operation of

an investment. The list is exhaustive and includes measures which require an investor:

W hidd 22

Whic 10,
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“(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;....

(f) to transfer technology, a production process or other proprietary knowledge to
a natural or legal person in its territory...;...

(1) to achieve a given level or value of research and development in its territory;
(§) to hire a given level of nationals;..”

This list is a substantial extension of those included under the Agreement on Trade
Related Investment Measures (TRIMs), and includes all of the performance obligations
that states commonly impose. Given this and the fact that imposing performance
requirements upon either the cstablishment or operation of an investment is prohibited, it
is unlikely that any performance obligations escape the list's ambit. However, as the list is
exhaustive, countries may still require a type of performance obligation that is not
indicated, as long as they do not breach national treatment or most favoured nation

standards in doing so**

. By prohibiting countries from “maintaining™ any obligation, the
provision has a retroactive cflect. 1f a nation has already placed a condition upon an
investment incentive, it will be committing an MAl-illegal act if it continues to hold an
investor to the performance obligation. Parties arc prohibited from requiring obligations

from any investor - not just from investors who are based in an MAI signatory.

Crane states that the “ban on performance requirements is particular disconcerting because
it creates a slippery slope of environmental deregulation for foreign investors™*’, and he
provides an example of how such deregulation may occur. Some states in the US require

a minimum percentage of recycled content in plastic containers. They encourage this by

WLaws requiring a given level of domestic content include laws requiring an investor to usc
a ccrtain level of local labour. resources or serviees.

WE VK. Fitzgeruld. R. Cubero-Brealy and A. Lehman, The Development Implications of the
AL (UK: University of Osford. 1998) at 20,

Yw. Cranc. “Corporations Swallowing Nations: Thc OECD and the Multilatcral Agreemicnt on
Investment™ (1998) 9 Col. J. Int’I Env. Law and Pol’y 429 at 444.
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obliging investors to preferentially purchase materials with recycled content which come
from local manufacturers. Such laws would not be enforceable against foreign investors

due to the prohibition on measures which require an investor to purchase local goods**.

A country is allowed to subject foreign investment to the performance requirements
characterised in the list from (f) to (1) if it links the requirement to an advantage such as an
investment incentive or subsidy. However, if the performance requirement is characterised

as one in the list from (a) to (e), it will not be allowed under any circumstances.

2, The Special Case of Technology Transfer

Provision (f) prevents the use of any measure to ensure the transfer of technology or of a
production process, except where this is required by a court or administrative tribunal or is
consistent with the Agreement on Trade-related Aspects of Intellectual Property
(TRIPs)*®. This provision may be at variance with several multilateral environmental

agreements*"

. Some global environmental treaties*"' contain elaborate provisions to
facilitate the transfer of environmentally sound technology to developing nations so that
they can perform their obligations under the agreements. For example, under the
Framewaork Convention on Climate Change countries commit to take all practicable steps
to promote, facilitatc and finance technology transfer. Agenda 21 states that governments
should design fiscal and other incentives to encourage the private sector to transfer

technology and that governments should purchase patents and licences ***.

sy,
¥0r wherc the obligation is ticd 1o an investment incentive.
HoBiswajit e1 al.. "MAI - An Analysis™ (1998) 33 Economic and Political Weckly 837 at 840,

1Such as the Convention for the Protection of the Ozone Laver (Vienna. 22 March 1985) and
Protocol on Substances that Deplcte the Ozonc Layer (Montreal. 16 Scpicimber 1987) 26 ILM 1987, the

United Nations Framework Convention on Clinite Chiange (Rio de Janciro. 4 Junc 1992) 31 ILM 1992
and Agenda 21 (Rio de Janciro. 4 Junc 1992).

H2Agenda 21, scction 34.18.
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One of the techniques developing countries may use to ensure technology transfer occurs
is to impose a performance requirement on a foreign investor to transfer the technology
they use. This method has become particularly important as other methods begin to fail.
Developed countries have become increasingly reluctant to encourage their investors to
transfer technology for fear of reducing the profits of those investors**'. Further,
developing countries face increased costs if they want to purchase technology, as a result
of the TRIPs agreement*". Performance obligations requiring transfer are one of the most
effective options developing countries have to ensure they receive clean technology.
Under the MAL, this option will be barred unless countries link the obligation to an
investment incentive. This will severely inhibit developing countries’ ability to access

technology and may mean that they cannot perform their environmental treaty obligations.

The prohibition of performance obligations was a high priority for negotiators. Many
countries impose many different performance obligations which contribute to the
uncertainty and inconsistency that foreign investors complain of. However, removing a
country’s ability to impose such obligations takes away one of the only ways many

developing countries could ensure they actually benefit from foreign investment.

E. Provisions Relating (o the Environment

1. Environmental Exceptions to the Prohibition on Performance Obligations
The MAI may include a provision which enables parties to apply the performance
obligations set out in (b) and (c) on environmental grounds. That is, parties may require
an investor to achieve a given level or percentage of domestic content or to accord a

preference to goods produced or services provided domestically if this will further an

35 Camcron and Z. Makuch. “lmplementation of the United Nanions FCCC™ in J. Camcron. P.

Demarct and D. Geradin (cds.) Trade and the Fnvironment (London: Camcron and May. 1994) at 136.

‘“Agrccmcm on Tradc-Related Aspects of Intclicctual Property Rights (Marrakesh, April 15
1994).
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environmental policy. The provision which allows this states:

“Provided that such measures are not applied in an arbitrary or unjustifiable
manner, or do not constitute a disguised restriction on investment, nothing in
paragraphs 1(b) and (c) shall be construed to prevent any contracting party from
adopting or maintaining measures, including environmental measures:. ..

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

(c) necessary for the conservation of living or non living exhaustible natural

resources*®.

This formulation is very similar to that in Article XX of GATT**. It appealed to the
negotiating team because it was a known quantity, applicable to WTO GATS and TRiMs
agreements and also used in the Lnergy Charter Treany**’. While a majority of delegates
see no reason for this provision, or consider that it is too broad**, it will probably be
necessary for the MAI to include some environmental exception, given the effective
opposition of environmental NGOs to the treaty when it did not consider the environment.
In the event that the MAI negotiations stall again and the text becomes the basis for
discussions in the WTO, these provisions will probably be included in a WTO investment
treaty as they are already known to WTO parties and because the WTO will be faced with
similar opposition from cnvironmentalists. These limited environmental exceptions to the
prohibition on performance obligations will be analysed in chapter 4. Parties may not
breach any of their other obligations in order to protect the environment, and the only
other substantive provision which refers to the environment is a ‘not lowering standards’

provision.

Houc dclcgition would like the words “within its jurisdiction™ added to this paragraph to make
it clcar that it has no extra-territorial rmifications. Sce MAI draft text i notc 31.

HeAnticlc XX (b) and (g).

“IMAL Commentary at 27. However. some delegates arguc a different formulation should be
used as they belicve the existing GATT jurisprudence on the provisions is problematic.

Higec draft 1et. note 30.
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2. ‘Not Lowering Standards’ Provision

The MAI may include a provision aimed at preventing countries from lowering their
environmental standards in order to attract investment. This is aimed at preventing the
pollution havens described in chapter 2 which form when countries lower their
environmental standards or retrcat from their support of internationally recognised
environmental standards in order to attract investment*"”. The US suggested the inclusion
of such a provision and is urging members to adopt similar language to the NAFTA
Article 1114"*". However, some countries dispute the need for the provision, and the
Director for Financial Fiscal and Enterprise Affairs at the OECD has stated that the
provision should not prevent governments from having the ability to adjust and lower their
overall environmental policies over time as appropriate’*'. There are four alternative draft
provisions which provide that parties should not lower their environmental standards in
order to attract investment. Alternatives 3 and 4 are supported by just one party and will
not be discussed in this paper. The other 2 alternatives have equal support and will be

discussed in Chapter 4.

There are still 3 delegations who oppose any reference to the environment in the MAL, and
business groups are also generally opposed to any environmental provisions. The
Business and Advisory Committee stated on behalf of its members that the MAI should
serve to increase investor confidence and should not be used to require specific levels of
environmental protection. It does not believe that the MALI is an appropriate forum for

environmental concerns, and opposes any binding environmental terms being included in

' Sce hup://mww.occd.org/daf/cmis/mai/wwpress.htm at 2.

$%“QECD's talks on investment pact stalt just as cnvironment gets mere playv™ (1998) 21
International Environment Reporicr 194 at 195, NAFTA Anticle 1114 states: “The partics recognisc it is
inappropriatc to cncourage investment by relaxing domestic hcalth. safcty or cnvirommental incasurcs.
Accordingly. a party should not waive or otherwise derogatc from. or offer 1o waive or othenwise derogate

from. such mcasurcs as an cncouragement for the cstablishment. acquisition. expansion or retention in its
territory of an investiment of an investor.”

1 See huip://www.occd.org/dal/cmis/mai/wwpress.htm at 2.
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the agreement***.

F. Investment Protection

A number of specific issues that foreign investors have complained of are dealt with in

Part 1V of the draft text entitled /invesument Protection.

l. General Treatment

Whereas the most favourcd nation and national treatment obligations are relative, the

provision on general treatment is absolute. It provides that each party accord fair and
.equitable treatment and constant protection and security to the investments of foreign

investors, and that foreign investors should not be treated any less favourably than they

would be under international law. Specitically, it provides that parties shall not impair by

unreasonable or discriminatory measures the operation, management, maintenance, use,

enjoyment or disposal of the investments of investors from other parties.

This provision is similar to the national treatment obligation in that it prevents
discriminatory treatment being provided to foreign investors, but allows foreign investors
to be accorded preferential trcatment. 1t does not require that fair and equitable treatment
be accorded to all investors - just to foreign investors. The obligations in this provision
only relate to investors who have alrcady established investments, they do not oblige
countries to provide an absolute standard of treatment to investors who are trying to

establish an investment.

2. Expropriation

Although the incidence of expropriation has declined rapidly since the mid 1980s***,

B2Environment stifl major issuc in talks on OECD’s Multilteral Investiment Accord™ (1998) 21
International Environmental Reporter 46 at 46.

"“Biswnjil etal. . "MAL - An Analysis™ (1998) 33 Economic and Political Weekly 837 at 844.
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expropriation still concerns forcign investors. Generally under the MAI countries are not
permitted to expropriate the investment of a foreign investor either directly, indirectly, or
by taking any measures which have an equivalent effect'*’. There is one exception -
expropriation or nationalisation is allowed in the public interest, in which case it must be
done in a non discriminatory manner with due process and accompanied by prompt,
adequate and effective compensation. The compensation must be the equivalent of fair
market value just before the expropriation, and not reflect any change in the market value
due to the fact that the expropriation became public knowledge. Neither expropriation

nor public interest are defined in the MAI.

The expropriation clauses may Icave a foreign investor in a better position than a domestic
investor is in***. If a law is applicd to domestic and forcign investors and has the effect of
expropriation, foreign investors have the choice of using the dispute settlement in the MAI
or the domestic court system. Domestic investors only have the domestic system available
through which to seck compensation. Clarke and Barlow suggest that this, combined with
the favourable treatment foreign investors may be accorded under the national treatment
obligation and the investment incentives they may receive, means it will be advantageous
for corporations to organise themselves so that they are considered foreign investors in

every country in which they operate’*.

The rules of international law will apply to the determination of whether or not there has
been an expropriation, and how much the compensation should be paid. Shrybman states
that this is problematic, as the international iaw on the subject of expropriation has been

greatly influenced by the US position which reflects the fact that private property rights

Y This is ncarly identical to the provision on expropriation in the NAFTA investment chapter -
Articlc 1110,

5T, Clarke and M. Barlow. AAJ: the Multilateral Agreement en Investment and the Threat to
Canadian Sovercigniy (Canada: Stoddart Books. 1997) cit at 46.

6 1hid a0 87,
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have constitutional protection in that country*”’. This will be discussed further in Chapter
4.

3. Privatisation

Foreign investors are involved in at least two thirds of all privatisations carried out around
the world'*®. In the event of privatisation, the national trcatment and most favoured nation
provisions will apply. The procedures governing and essential features of each
prospective privatisation must be made publicly available. The MALI specifically states that

there is no obligation upon parties to conduct privatisations.
G. Dispute Resolution

The negotiating group had a mandate to ensure the MAI contained comprehensive and
effective disputc scttiement procedures'™. There are two types of dispute settlement
provisions contained in Part V - those for state-state disputes, and those for investor-state

disputes.

i State-State Disputes

In state-statc disputes, the disputc settiement mechanism is similar to that provided in the
WTO'™. Parties are expected to enter into mutual negotiations. If these fail after 60 days,
either party can request that the Group of Parties consider the matter. If this also fails to

resolve the issue, the partics can move to mediation or arbitration. Arbitration is

78, Shinbman. “The MAI and Dispute Scttlement”™ in A. Jackson and M. Sangcr (cds.)
Dismantling Democracy (Camada. Canadian Center for Policy Altcriitives. 1998) 48 at $6.

. F. French, ~Asscssing Private Capital Flows to Developing Countrics™ in L.R. Brown ef al..
State of the World (New York: WW Norton & Co.. 1998) at 158,

‘A P. Larson. “Stac of Play of MAI Ncgotiations™ in OECD Iorking Paper No 96 (Paris:
OECD. 1997) 4 a1 6.

WWTO Understanding on Ruics and Procedurcs Governing the Sciticment of Dispucs.
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performed by a three member panel chosen from a rotating group of highly qualified,
independent, and impartial individuals who are each nominated for five years. The panel
must publish its findings of law and fact, and can award a declaration, a recommendation,
pecuniary compensation or any other form of relief. There is no appeal from this tribunal,
though a party may apply to the Group of Parties to have the award nullified. There is
provision for the tribunal to accept scientific or technical evidence on any factual matter

concerning the environment, health or safety.

2. Investor-State Disputes

(a)  The Scope of the Dispute Resolution Provisions

Customarily under international law only nations have rights arising under treaties*"'.
However, the OECD parties have always agreed that investor-state dispute settlement
procedures should be provided under the MAI** so that governments do not always have
to be a party to investment disputes. The investor-state regime outlined in the MALl is
very similar to that provided under the NAFTA*. It provides that investors can
commence proceedings against a state “concerning any alleged breach of an obligation
under this Agreement which causes loss or damage to that investor or its investment.™*¢*
There is no corresponding right enabling a state to commence proceedings under the MAI
against an investor*”’, but the statc may choose to make the MAI binding in its own court

system and thereby commence an action against an investor in its national court.

g, Shrybman. “The MAT and Dispute Scttlement™ in A. Jackson and M. Sanger (cds.)
Dismamling Democracy (Canada: Canadian Center for Policy Altematives. 1998) 48 at 52.

930 Baldi, "Disputc Sctilement™ in OECD i orkumg papers No 96 (Paris; OECD. 1997) 28 at
29.

93Chapier 1. Scction B.
¥Scction 1.

S There is probably no need for states to have such a right. as the MAI imposcs no binding
obligations upon forcign investors that could be cnforced by stacs.
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Commentators have questioned whether an investor must incur loss or damage before it
brings a claim, and whether the loss may include a lost opportunity to make profits from a
proposed investment**. The Commentary states that:

“an aileged breach of the MAI must be causally linked to loss or damage to the
investor or investment before the investor has standing, but the damage, while
imminent, would not nced to be incurred before the dispute is ripe for arbitration.
Further, a lost opportunity to profit from a planned investment would be a type of
loss sufficient to give an investor standing to bring an establishment dispute under
this article, without prejudice to the question of whether a specific amount of lost
profits might later prove too remote or speculative to be recoverable as damages.
The claim would be initiated on the basis of allcgations of loss or damage, but their
existence and actual amount would remain to be demonstrated, along with the
remainder of the investor’s case, during the proceedings on the merits of the
dispute. ™"

A wide range of actions afTecting either the establishment or operation of foreign
investments will enable an investor to invoke the dispute resolution process. Under these
provisions, an investor may in some circumstances be ablc to institute a claim that it has

lost an opportunity to make a profit before it has even entered a country.

(b)  Procedures Under the Dispute Resolution Provisions
The MALI states that an investor-state dispute should, if possible, be settled by negotiation
or consultation, but does not require disputants to participate in any negotiations. The
investor can choose to submit the dispute for resolution to:
“a. any competent court or administrative tribunal of the contracting party to the
dispute®,
b. in accordance with any dispute settlement procedure agreed upon prior to the

dispute arising;

YBiswajit er al.. "MAI - An Analysis™ (1998) 33 Economic and Political Weckly 837 at 842,
IMAL Commentary at I8.

Swhetlicr this is available will depend upon whether a party chooscs 1o make the MAI dircctly
cnforccable in its courts.
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c. by arbitration in accordance with this Article under:
i. The Convention on the Settlement of Investment Disputes between
States and Nationals of other States (ICSID) if available**;

ii. The Additional Facility Rules of the Center for Settlement of Investment
Disputes*™;

iii. The Arbitration Rules of the United Nations Commission on
International Trade Law (UNCITRAL); or

iv. The Rules of Arbitration of the International Chamber of Commerce.”

The rules of international law are applicable to the settlement of the dispute, rather than
the law of the host party. Disputants are to bear their own costs. The tribunal can award
a declaration, pecuniary compensation (including interest), restitution or any other form of
relief. The tribunal will not be able to order changes to a country’s laws, as some critics
have suggested’”. However, the fact that damages are available may inhibit a country
making a law in the first placc if they are wary of paying large pecuniary compensation.
Similarly to the state-state regime, the tribunal can request scientific or technical

information on the environment from appropriate experts.

The parties give unconditional consent to submit to arbitration. Fitzgerald ¢f al. state that
this may mean that the provision is used as a form of harassment*”, as there is no limit to
the number of times that an investor can allege a breach and commence new proceedings.

The MAI has partly addressed this concern by allowing parties to notify the Depositary

“This will be available when both the host country and the investor's home country arc partics
to the ICSID.

™This will be available when only onc of the countrics involved is a party 10 the ISCID.

'E M. Burt. “Developing Countrics and the Framework for Negotiations on Forcign Dircct
Investment in the World Trade Organisation™ (1997) 12 Am. U. J. 'l Pol’y 1015 at 1046,

E.VK. Fitzgerald. R. Cubcro-Brealy and A. Lehman. The Development Implications of the
AL (UK: University of Osford. 199%) at 24.
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that they only consent to arbitration on the condition that the investor waive in writing the
right to initiate any other disputc settlement procedure with respect to the same dispute

and withdraw from those proceedings before it is concluded.

While the MAI does not provide a right of appeal under either the state-state or investor-
state regime, parties to the New York Comvention Acr'™ may seek judicial review of an
arbitral decision made under the MAI or refuse to enforce that decision if the recognition

or enforcement of the decision would be contrary to the public policy of that country *™.

The investor-state dispute settlement provisions will be a powerful tool for foreign
investors. The mere threat of litigation may generate considerable political clout, as the
costs of arbitration are usually very high and barely affordable for poorer developing
countries, particularly when they may extend over an indefinite period*™. In relation to the
similar investor-state dispute scttlement regime under the NAFTA, Clarke and Barlow
state that “it has been shown that various US corporations have successfully used the
NAFTA takings rule behind the scenes to subvert the Ontario government's plans for
public automobile insurance, the federal government's proposals for the plain packaging of
cigarcttes, and the repudiation of contracts to privatise airports.™™ Chapter 4 will discuss

how investors may usc the investor-state regime to resist environmental regulation.

H. Reservations

Parties may depart from their obligations under the MALI to protect their essential security

MWUnited Nations Convention on the Recopnition and Enforcement of Forcign Arbitration

Awards Convention Act (New York. 10 June 1958) 330 UNTS 3.

s, Shrybman. “The MAI and Disputc Scttlement™ in A. Jackson and M. Sanger (cds.)
Dismantling Democracy (Canada: Canadian Center for Policy Alicrmaitives. 1998) 48 a1 61.

*E.VK. Fitzgerald. R. Cubcro-Brealy and A. Lehman, The Development Implications of the
AL (UK: University of Oxford. 1998) at 24.

YT, Clarke and M. Barlow. M.1/: the Multilateral Agreement on ivestment and the Threat 10
Canadian Sovereigniy (Canada: Stoddart Books. 1997) at 43.
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interests and public order, or to implement monetary and exchange rate policies. They
may also adopt laws which are MAl inconsistent as temporary safeguards for up to six
months when they experience a severe balance of payments difficulty. 1f a country who
would normally be forced to sell off their natural resources in order to regain foreign

exchange utilises these clauscs this may assist it to protect the environment.

Each party will be able to lodge exceptions to the basic rules of the MAI to cover
situations where that party is not prepared to grant national treatment to foreign investors
or where it wishes to retain full freedom of action. Annex A to the MAI will list
measures that are presently in force in a country that do not conform to the MAI national
. treatment and most favoured nation sections (and possibly other sections*”’). The
measures listed will be able to be maintained and amended, but their non-conforming
characteristic must not be increased. Some environmental laws could be listed in this
annex. There is no agreement yet as to whether parties will be able to add to this schedule

after the agreement has come into force'™.

Annex B will list specific sectors and sub-sectors in which countries do not want the
national treatment and most favoured nation provisions to apply. Countries will be able to
list new non-conforming measures within a specified sector listed under Annex B. Each
country must justify why it wants to exempt a particular area or law. Annex B has been
controversial. Some countries believe that it undermines the MAI, while others believe
that it makes it easier to preserve high standards in the disciplines of the agreement by
allowing flexibility to countries who lodge reservations’™. In any case, the inclusion of

reservations such as thesc will be necessary in many countries to win political support for

"'Which other scctions miay be included is still being negotiated.
"'Corpomlc Watch NGOs campaign against investment agreement available at
hup://www.igc.org/trc/featurc/planct/mai_bissio.html

PMAI Commentary at 61.
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the MAI'™. Most countries have exempted their financial, banking and air transport
sectors. Several have also exempted mining and telecommunications. Canada intends to
reserve its right to regulate frecly with respect to education, health and social services,
culture, programs for Aboriginal people and programs for minority groups**'. Its intention
to reserve its cultural sector has been particularly controversial and was partly responsible

for negotiations stalling,

Countries who accede to the treaty after it comes into force will be allowed to lodge in
Annex B a similar list of sectors and sub-sectors where they have or may in the future
have non-conforming measures. However, they may not be at such liberty to do so as the
developed nations who sign the agreement up front. If a developing country attempts to
sign on but exempt important sectors, the developed parties may conclude that the country

is not sufficiently stable to sign on, and block their accession**.
L Other Provisions

Transparency and public dissemination of national measures which affect foreign
investment were considered essential to the operation of the MAL to reduce the regulatory
uncertainty many foreign investors are faced with™'. The MAI requires each contracting
party to publish or make publicly available all its laws, regulations, procedures, rulings and
decisions (administrative and judicial) which are pertinent to foreign investment. This

does not represent a problem to most developed countries who are already required to

T Clarke and M. Barlow. ALI/: the Multilateral . lgreement on Invesiient and the Threar 1o
Canadian Sovereigniy (Camada: Stoddan Books. 1997) at 45.

“'Dcpammcm of Forcign Aairs and International Trade AL 17 available at Mtp://www.dfait-
macci.ge.ca/englislvtrade/backgro-c.htm at 4.

#2As the specific terms of iccession will be negotiated between the applying country and the
existing OECD and MAL mcmbcers.

WMAI Commentary at 13,



129

publish their laws under the OECD investment codes. However, it represents a huge

administrative burden on developing countries, particularly small or poor ones*™

Countries will not be able to leave the agreement until the MAI has been in force for at
least S years. If they do withdraw after this time, they must give 6 months notice and they
will be required to leave the rules in effect for another 15 years after this notice. This is to
provide stability and security to investors™. It effectively means that the MAI will be in
place for at least 20 years. This is a long time frame - under the WTO and NAFTA,

countries may withdraw after giving just 6 months notice of their intention to do so**".

1V. Conclusion

The provisions of the MAI have been designed to respond to the concerns of foreign
investors from developed nations who do not believe the current regime of investment
codes and BITs provides them with the freedom, certainty and stability they require to
continue investing. The MAI prohibits countries from discriminating against foreign
investors relative to both domestic investors and other foreign investors. It prevents
countries from imposing discriminatory restrictions upon foreign investors both when they
seek to establish an investment in a country and when they operate inside it. It provides
investors with a very strong dispute resolution scheme in case a host country breaches an
obligation. However, it goes beyond providing equal treatment, certainty and stability,
and may actually put foreign investors in a better position than domestic investors. It
therefore fulfills and surpasses the first criterion that this paper determined a sustainable

international investment agreement should meet - it provides a certain, liberalised and non-

™E.VK. Fitzgerald. R. C ubcro-Brealy and A. Lchivan, The Development Implications of the
M (UK: University of Oslord. 1998) at 19.

5T Clarke and M. Barlow. ALU/: the Multilateral .1 wreement on Investment and the Threat 1o
Canadian Sovereigniy (Canada: Stoddart Books. 1997) at §1.

"WTO Article XV. GATT Anicle XXXI. NAFTA Anicle 2205.
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discriminatory regime for international investment.

The second criterion that this paper established was that the agreement should govern
multinational investor behaviour. While the MAI gives extensive protection to investors,
it does not impose any obligations upon them. It does not include any binding provisions
which regulate powerful multinational™ investor behaviour. Some commentators have
questioned the wisdom of introducing an instrument which provides solely for investment
protection at a time when the host-foreign investor relationship has changed in favour of
the latter*™*. Most developing countries have now entered into BITs which protect foreign
investors. Most countries are also endeavouring to attract a larger share of foreign
investment and have therefore adopted policies which provide preferential treatment to
foreign investors. It is unlikely that this situation will change, given countries’ increasing
reliance on international investment. Biswajit ¢/ o/ state that any investment agreement
“should allow for the a balancing of the rights of investors in the host countries and their

w4y

obligations The MAI will not ensure that investors have obligations which balance

their rights.  For this paper, it is particularly important to note that the MAI will not

oblige investors to protect the environment they operate in.

The third criterion was that the MAL allow countries the latitude to act to protect their
environment when it became clear that investment was leading to development that was
not sustainable. The stringent obligations the MAI places upon states may restrict their
regulatory competence to protect their environment. In protecting foreign investors

against discriminatory trcatment, the MAI may prevent developing countries from

e strength of multinationals is indicated by the fact that of the 100 biggest cconomics in the
world. 51 arc corporations. In 1994, Mitsubishi sold USS175.X billion worth of products. whilc the GDP
in Indoncsia was $174.6 billion. in lran was $63.7 billion. and in Bangladesh was $26.8 billion. Unitcd
Nations. World Investment Report 1996 (New York: United Nations. 1996).

**Biswajit et al.. “MAI - An Analysis™ (1998) 33 Economic and Political Weckly 837 at 837.

9 thid a1 843,
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instituting environmental measures where a foreign investor introduces a new pollutant
and will be the only one affected by the measure. The MAI also outlaws performance
obligations either absolutely or unless they are tied to an investment incentive. Imposing
performance obligations is one of the only ways in which developing nations can ensure
that they receive the clean technology they hope foreign investment will bring. The threat
of an investor taking action under the dispute resolution scheme to receive compensation
after an environmental regulation has led to expropriation of their investments may

discourage countrics making the environmental regulation at all.

At the same time as the MAI restricts what some countries can do in relation to the
environment, it contains some provisions which will permit and ensure that countries can
protect their environment. For example, a country can exempt a current environmental
law that is inconsistent with the MAI under Annex A as long as it does not increase the
laws™ MAI inconsistency in the future. A country can depart from its MAI obligations in
order to stabilise its foreign exchange and thereby may avoid having to sell off natural
resources in a financial crisis. However, the major provisions which relate to the
protection of the environment arc the environmental exceptions to the performance
obligations provisions and the provision on not lowering standards. Chapter 4 will discuss

these.
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CHAPTER 4: ENVIRONMENTAL PROVISIONS IN THE MAI

L Introduction

If the MAL is to result in investment which contributes to sustainable development it must
ensure that countries have the ability to introduce and maintain environmental laws which
are appropriate for their environment and stage of development. It must not interfere with
the ability of nations to act decisively to protect their environment. It must contain
provisions which prevent countries from lowering their environmental standards in order
to attract investment.  The MAI addresses these issucs in 3 places - in a not lowering
standards provision, in thc prcamble, and in a provision which provides an exception to
performance obligations requiring domestic content. None of these provisions will
effectively promote sustainable development. In fact, the MAI as currently drafted has the
potential to severely erodc the ability of parties to protect their environment and may

conflict with international environmental programs and agreements**’.

Part 11 of this chapter will discuss the ‘not lowering standards’ provision in the MAI. It
argues that this provision is unlikely to substantially influence many parties’ behaviour and
prevent them from lowering their environmental standards to protect the environment as it
is not a binding obligation and does not allow states to utilise the dispute resolution

provisions in case another state lowers their standards.

Part 111 of this chapter discusscs the MAI preamble, which includes a reference to
sustainable development as reflected in the Rio Declaration and Agenda 21. Neither of
these documents reflect a clear picture of what making international investment sustainable

will involve. In any casc, the recent United States - Import Prohibition of Certain Shrimp

Ww. Cranc. “Corporations Swallowing Nations: The OECD and the Multilateral Agreement on
Investment™ (1998) 9 Col. J. Int’l Emv. Law and Pol’y 429 at 429.
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and Shrimp Products ™ decision (the *Shrimp Turtle” case) of the WTO Panel and
Appellate Body shows that the inclusion of sustainable development in the preamble of an
economic agreement may not actually have a significant effect upon the interpretation of
that agreement. The prcamblc also states that the MAI should be implemented in
accordance with international environmental law. This may permit governments to protect
their environment in accordance with environmental treaties regardless of the impact of

this upon investment or investors.

Part IV describes how the MAI permits countries to implement otherwise MAL iliegal
performance obligations in order to protect their environment. The performance
obligations which will be permitted are those which require an investor:

(b) to achieve a given level or percentage of domestic content; or
(c) to purchase, use or accord a preference to goods produced or services
provided in its territory, or to purchase goods or services from its territory.

The provision which allows states to implement these performance obligations states:

“Provided that such mcasures are not applied in an arbitrary or unjustifiable
manner, or do not constitute a disguised restriction on investment, nothing in
paragraphs 1(b) and (c) shall be construed to prevent any contracting party from
adopting or maintaining measures, including cnvironmental measures:

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

(c) necessary for the conservation of living or non living exhaustible natural

resources.

This provision is similar to Article XX of GATT*. The GATT jurisprudence shows that
it will be very difficult for a country to successfully invoke the provision. This paper will
discuss several components of the provision with reference to GATT and WTO

jurisprudence.

""chorl of the Pancl - WT/DS5%/R. 15 May 1998 and report of the Appellatc Body
WT/DSS58/AB/R. 12 October 1998.

2 Article XX (b) and ().
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In part V this chapter will explain how the investor-state dispute resolution provisions
enable investors to sue national governments if an environmental law causes loss or
damage to their investment, or has the effect of expropriating their investment. The
dispute procedures will permit investors to bring a wide range of disputes. Most
commentators believe that investors will have strong cases if they plead that their
investments have becn expropriated in addition to pleading general loss and damage.
Several recent cases filed under North American I'ree Trade Agreement (NAFTA)™
show how investors can use an investor-state dispute settiement regime to challenge

states’ environmental legislation.

NiR *Not Lowering Standards’ Provision

The MAI negotiating group began to consider incorporating a *not lowering standards’
provision in the MAI afer the 1997 protest of the NGO coalition. The coalition argued
that so many countries were under increasing pressure to lower their environmental
standards in order to achieve greater shares of foreign investment that a ‘race to the
bottom’ could be observed and would lead to the formation of pollution havens. As noted
in chapter 2 there is evidence that some governments are lowering their standards in
particularly toxic and ecologically intense industries, although there is substantial debate
over whether governments generally lower their environmental standards and facilitate
pollution havens. The MAI draft contains 2 alternative provisions which aim to
discourage countrics from lowering their environmental standards in order to attract

investment.

A. Alternative |

Alternative | is a *soft” option and similar to the provision in NAFTA on not lowering

“"‘( 1994). United States. Canada and Mexico.
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494

environmental standards*™. It states that:

“The parties recognise that it is inappropriate to encourage investment by lowering
environmental standards (or measures)*”®. Accordingly, a party should not waive
or otherwise derogate from, or offer to waive or otherwise derogate from, such
standards 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.™**

This provision is deliberatcly framed as an understanding among the parties, rather than an
obligation upon them"’. While parties recognise that it is inappropriate to lower their

standards, it is not mandatory that they refrain from doing so.

If a country did lower its standards, parties could not allege there had been a breach of
the MAI and utilise the dispute resolution clauses. Instead, the provision specifically
provides a forum apart from the MAI dispute resolution if a party suspects another of a
breach - the forum of consultation. The right to have consultations is a much weaker one
than a right to complain to a tribunal™. In relation to the NAFTA provision on which this
clause is based, Jeffery states that “this provision completely fails to provide access to any
appropriate formal dispute resolution mechanism. While it emphasises cooperation, it

utterly ignores the realities of the problem..... It is merely an expression of good intentions

M Anicle 1114 (2).

“*The ncgotiating group has not decided whether 1o usc the word “standairds” o the word
“measurcs .

Ypart 111 - Additional Clausc on Labour and Environment.
97 See comments in relation to NAFTA by R.B. Ludwiszewski and P.E. Sclcy. “Reconciling Free
Tradc and Environmental Protcction™ in S.R. Rubin and D.C. Alexander (cds). \. {1/7.1 and the

Environment (Nctherlands: Kluwer Law Intcrmational. 1996) 1 12

MW, Dunlcavy. “The Limits of Free Trade: Sovercignty. Environmental Protection and
NAFTA * (1993) 51 Univcrsity of Toronto Facully of Law Review 204 at 233.
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and nothing else.”"*”

B. Alternative 2

Alternative 2 is a harder option. It states that:

“a party shall not waive or offer to waive or otherwise derogate from, or offer to
waive or otherwise derogate from environmental measures (or standards) as an
encouragement for the establishment, acquisition, expansion or retention of an
investment by an investor.”

This alternative provision spccifics a mandatory obligation - parties are bound not to
waive or offer to waive environmental standards in order to encourage investment. If they
do, they are liable before the dispute resolution forums provided in the MAL. Due to this,
some parties have argucd that the word “shall’ should be replaced with ‘should’, so that
the section forms a statement of intention rather than an obligation. They argue that using
*shall’ will limit the discretion of’ environmental authorities to waive a regulation and use
non regulatory techniques such as consultation and persuasion to ensure environmental

protection™

. Il the *shall’ formulation is used. partics will probably add the sentence in
Alternative | which provides for consultation rather than dispute settlement procedures

upon a breach™".

C. Critique

Most pollution havens that have formed, such as the maquiladoras region, have not

formed because countries overtly lowered their standards, but rather because they did not

49

M. Jeffers. ~The Legal Framework for Environmental Regulation under NAFTA™ in S.R.
Rubin and D.C. Alexander (eds). A7 and the EEnvironment (Netherlands: Kulwer Law International.
1996) 207 a1 211.

UMAL drai. note 126.

SMMAT draf. note 126,
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enforce their environmental standards. Most countries have environmental laws which
appear comprchensive, but many do not have the resources, or in some cases the will, to
enforce the standards. This paper noted in chapter 2 that local leaders have been known
to offer a tacit commitment to forcign investors to relax the enforcement of environmental
standards. It is not clear whether either of the MAI ‘not lowering standards’ provisions
address this issue. It is arguablc that while the terms ‘lower’ or ‘waive’ probably do not
include a covert omission to enforce a regulation, the phrase ‘otherwise derogate from’
can be interpreted to encompass a lack of enforcement. However, to be clear, the final
provision should specify that countries must not offer to lower, to not enforce, or to

otherwise derogate from them their environmental standards *".

The negotiating team has not decided whether to use the term *standards’ or ‘measures’ in
either provision. ‘Standards’ probably only includes prescriptive directions to investors on
how to behave in relation to the environment and does not encompass the enforcement of
such directions. Support for this interpretation comes from the WTO Agreement on
Technical Barriers to Trade™ which defines standards as rules or guidelines*. However,
‘measures’ could be interpreted to include those directions which relate to enforcement as
well as those which prescribe behaviour. *Measures™ are defined in NAFTA to include any
law, regulation, procedure, requirement or practice™. To ensure that the ‘not lowering
standards’ provision has the maximum effect and prevents countries from offering to not

enforce their legal environmental requirements, the word *measures’ should be preferred

T his paper will not deal with how 1o solve the probicm of pollution havens which form
because investors know that a commn docs not lave the resources available to enforce their cnvironmental
standards. The problcm of countrics who liack the resourccs (o enforce their standards and the possibility
of developed countrics transferring funds to devcloping countrics to assist them is potentially huge given
the nusmber of partics in the MALL and could be the subject of another paper.

S Marrakcsh. April 1§ 1994).

%™ Anncx | scetion 2 - a standard is a document which providcs. for conunon or repeated usc.
rulcs. guidclines or charactcristics.

5 Anticle 201- General Definitions.
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to ‘standards’.

Another problem with both ‘not lowering standards’ provisions involves the ambiguity of
what constitutes a lowered standard or measure. For example, does movement from a
command and control regulation to a market based regulation constitute a lowered
standard? The market based regulation may appear less prescriptive and therefore be
classified as a lowered standard, though in fact be more effective at achieving
environmental protection. Therefore a not lowering standard provision may limit the
options governments have to cnsure that the ecological intensity of development is

decreased.

The effect of a not lowering standards provision on parties’ activities will vary among
states. In countries which currently have high environmental standards the provision may
lead those countries to maintain high and effective standards for environmental protection.
However in countries with low current standards Dunleavy reasons that “it would
probably be possible to maintain a consistently low regulatory or enforcement standard to

attract investment without violating the provision.™**

About half of the drafting dclegates support a binding provision on not lowering
environmental standards whilc the other half will only support a non binding version, or

oppose any version at all*”’

. If the binding version is adopted, it will probably include a
provision which provides for consultation, rather than dispute resolution, upon a party’s
breach. Both of the clauses are problematic because it is ambiguous whether they address
the most common way states derogate from their standards, that is, by not enforcing them.
The clauses may in fact restrict states’ non regulatory options with regard to ensuring

environmental protection. In summary, while the effect of a ‘not lowering standards’

SOOM.W. Dunicavy. “The Limits of Frce Trade: Sovercignty. Environmental Protection and
NAFTA * (1993) S1 University of Toronto Faculty of Law Review 204 at 233.

e V7Y Commentary it 28.
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provisions will vary between countries the provision may not cause enough states to
change their behaviour to such an extent that investment under the MAI becomes

sustainable.

111,  Preamble

As discussed in Chapter 3, there is still debate among negotiators about the precise
formulation of a preambular statement concerning the environment. The final draft will
probably include a reference to sustainable development. The reference will not be to
sustainable development generally, it will be to the specific formulation in the Rio
Declaration and Agenda 21. The prcamble will probably state that the parties:

“Resolve to implement this agreement (in accordance with international law)*"* and
in a manner consistent with sustainable development, as reflected in the Rio
Declaration on Environment and Development and Agenda 21, including the
protection and preservation of the environment and principles of the polluter pays
and the precautionary approach.”

Chapter 2 noted that the concept of sustainable development incorporates the ideas that:
1) national governments must be permitted to maintain appropriate environmental
measures and 2) environmental policies should be integrated into development decisions.
Do the statements in the Rio Declaration and Agenda 21 elucidate how these ideas should

be applied in the field of international investment?
A. Sustainable Development in the Rio Declaration and Agenda 21
The Rio Declaration and Agenda 21 are both official non-binding agreements which were

developed at the UNCED Earth Summit in Rio de Janeiro in June 1992*°. The primary

aim of this conference was to reconcile environmental and development objectives through

“MSome partics arc opposcd o including this bracketed text.

“D.F. Murphy and J. Bendcll. /i the Company: of Parmers (UK: The Policy Press. 1997) at 24.
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the concept of sustainable development*'”.

L The Rio Declaration

The Rio Declaration on Environment and Development is a non binding statement of 27
broad principles to guide sustainable development®''. It states that “states have... the
sovereign right to pursuc their own environmental and development policies™'? and that
“states shall enact effective environmental legislation.”*'* These statements affirm a
national government's right to make whatever environmental policies are appropriate for
its state. Further, while the Rio Declaration stresses that countries should cooperate to
preserve the global ecosystem™*, it primarily recognises that “in view of the different
contributions to global environmental degradation, states have common but differentiated
responsibilities.”™'* States have different responsibilities to the environment because of
their differing effect on it, different development priorities, and different environmental
limits to work within. States thercfore need to maintain their sovereign rights to act with
regard to the environment. The Rio Declaration incorporates the first idea that this paper
identified as essential to sustainable development - that governments be permitted to make

appropriate environmental laws for their country.

In regard to the sccond criterion of sustainable development, that environmental policies

are integrated in development decisions, the Rio Declaration intially mandates that

MOLK. Caldwell. Interneatiomal Environmental Policy (Durham: Duke University Press. 1996) at

1o,
*"'D.F. Murphy and J. Bendell. /i the Company: of Partmers (UK The Policy Press. 1997) at 24,
mPl'inciplc 2.

n Principlc 1 1.

’“Priuciplc 11 - “States shall co-opcrate in a spirit of global partnership to conscrve. protcct and
restore the health and integrity of the Earth’s ccosystem”™ .

SlsPriucipl(: 7.
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“environmental protection shall form an intcgral part of development policies and cannot
be considered separate from it."*'* However, in principle 12 the Declaration expresses
concern that countries may claim to integrate environment and development, but really
aim to impose protectionist trade measures under the cloak of environmental protection. It
states that “states should promote a supportive and open economic system..... measures
for environmental purposes should not constitute a means of arbitrary or unjustifiable

"1 The Declaration does

discrimination or a disguised restriction on international trade.
not, however, express caution that trade measures will be implemented in such a way that
they have a disguised or unjustifiably negative impact on the environment. Principle 12 is
primarily concerned with any ecflect that environmental mcasures may have on the open
.international economic system - and no other principle expresses the obverse concern.
This means that arbitrators analysing the preamble to aid their interpretation of the MAI
could acknowledge not only that the preamble states environmental and development
policies should be made in concert, but also that the prcamble requires them to scrutinise
the environmental policy to ensure that it does not result in undue restriction on the
frecdom of the ecconomic system. It is unlikely that there can be a true integration of
environmental and development policies when one is subject to far greater scrutiny than
the other. Therefore the Rio Declaration does not incorporate the second idea essential to

sustainable development - it docs not fully integrate environmental policies into economic

decisions.

2. Agenda 21

Agenda 21 is a non legally binding blueprint to guide all levels of government in making
environment related policies and promoting sustainable development. It is a 40 chapter
and 800 page long action plan which extensively details goals and principles, but leaves

the implementation of these goals and principles to the decision making institutions within

$'"principlc 4.

Mprinciple 12.
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nation states. Governments may choose very different strategies to implement the
common goals and objectives of Agenda 21. The document is indirect in places but it is as
specific as it could be considering that it had to detail an action plan applicable to over 150

countries with different environments and development capabilities**.

It deals with investment in 2 chapters. The first is Chapter 2 - *International Co-operation
to Accelerate Sustainable Development in Developing Countries’. This chapter
recommends that states create an open, equitable, secure, non discriminatory and
predictable multilateral economic system*'” and that all countries should be integrated into
the world economy™. The MAI will help to achieve this. It further states that
“investment is critical to the ability of developing countries to achieve needed economic
growth to improve the welfare of their populations and meet their needs in a sustainable
manner, all without deteriorating or depleting resource bases. Sustainable development
requires an increase in forcign and domestic investment.™*' Chapter 33 - ‘Financial
Resources and Mechanisims’ - states that to help make economic growth and

environmental protection mutually supportive countries should create economic conditions

which enhance free trade*™.

Agenda 21 fails to meet both criteria necessary to achicve sustainable development. First,
it does not encourage states to maintain the full gamut of measures it may use to protect
the environment. It encourages countries to become part of the open global economic

system. To do so they may need to abdicate some ability to regulate investment and use

LK. Caldwell. fnternaonal Envirommental Policy: (Durham: Duke University Press. 1996) at
6.

AL2S.
S0A12.10.
212,23,

S2A133.6.
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economic measures if it bccomes clear that being part of the global economic system is
having some negative environmental impacts. Second. Agenda 21 pays no attention to
how environmental considerations should be integrated in investment decisions. While
some chapters state gencrally that countries should integrate their economic and
environmental policics, the chapters which deal with investment assume that foreign
investment will have a positive impact upon the environment and therefore do not require

that investments be regulated with any consideration for the environment.

The Rio Declaration and Agenda 21 do not contain strong indications of how the
character of international investment should be changed if it is to lead to sustainable
development. They do not ensure that investment and ecological decisions are integrated.
Even if the MAI more strongly clucidated the principles necessary to achieve sustainable
development, what impact would this have on the actual interpretation of obligations
under the MAI?

3. Interpreting Sustainable Development - The Case of the Shrimps and Turtles
Recent decisions of the WTO dispute Panel and Appellate Body in the Shwimp Turile case
provide an example of how a preamble in a liberalisation agreement which incorporates
sustainability was used to interpret binding treaty provisions.

hAA)

The facts of the case are that*** in 1987 the United States passed regulations under the

Lindangered Species Acr™ aimed at preventing the incidental killing of sea turtles. The
regulations required US shrimp trawlers to use turtle excluder devices (TEDs). In 1989,
they passed section 609 which provided that shrimp harvested in other nations with
technology that may adverscly atYect sea turtles could not be imported into the US unless

those nations had a regulatory program and an incidental catch rate comparable to that of

32%ancl decision 2.4 - 2.16.

S34(1973) Public Law 93-205. 16 U.S.C. 1531 et. seq.
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the US. Guidelines which were subsequently implemented required that shrimp caught in
other nations be caught using TEDs, that the regulatory scheme in that nation require the
use of TEDs, and that the regulatory scheme be in place within 3 years. A US Court of
International Trade decision meant that the time for implementation in some countries was

shortened to just 4 months.

Over 1996 and 1997 India. Malaysia, Pakistan and Thailand instituted WTO proceedings
against the US objecting to the US embargo on their shrimp. A panel was established to
consider the matter, and scientific evidence was heard for 2 days. The US admitted that it
had prohibited imports contrary to Article X1 of the GATT 1994, but tried to show that
this breach was allowable under Article XX. This article states:

“Subject to the requirement that such measures are not applied in a manner which
would constitute a means of arbitrary or unjustifiable discrimination... or a
disguised restriction on international trade. nothing in this Agreement shall be

considered to prevent the adoption or enforcement by any contracting party of
measures:

(b)  nccessary 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.”

(a) The Panel Decision

The Panel stated that the US had the right in Article XX to derogate from their GATT
obligations but that in doing so, they must not frustrate or defeat the purposes or objects
of the GATT agreement™. They noted that the objects and purposes of the GATT are
found in the WTO preamblc**, which states that trade should be conducted with a view to
raising living standards “while allowing for the optimal use of the world’s resources in
accordance with the objective of sustainable development, seeking both to protect and

preserve the environment and to enhance the means for doing so in a manner consistent

28

“ALTA

2601742,
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with their respective needs and concerns at different levels of economic development.”*”’

This statement represents an amendment to the preamble of the original GATT 1947,
which stated that parties should conduct trade with a view to developing the full use of
resources of the world. The Pancl considered the new statement along with other
preambular statements which referred to the parties’ aims to substantially reduce tariffs
and to eliminate discriminatory treatment. 1t concluded that “while the WTO preamble
confirms that environmental considerations are important for the interpretation of the
WTO Agreement, the central focus of that agreement remains the promotion of economic

development through trade.”*™*

Upon deciding that the object of the agreement was economic development through the
provision of a multilateral trading system*®, the Panel held that the US measure was
contrary to this object. The measure was a serious threat to the trading system and could
not be justified on any ground*". In concluding. the Pancl noted that “even though the
situations of the turtles is a scrious one, we consider that the United States adopted
measures which, irrespective of their environmental purpose, were clearly a threat to the

multilateral trading system.”*"

(b)  Appellate Body Decision
The Appeilate Body disagreed with the Panel’s analysis. They held that the Panel had

looked into the object and purpose of the whole of the GATT *** when they more

5271‘1.
Slll‘t
AL7.43.
AT,
Ma17.61.

a1 116.
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correctly should have considered the object and purpose of the specific provision in
question ***. The Panel should have considered the purpose of Article XX by looking both
at the words in subsection (g)*" and the words of the chapcau. Subsection (g) provides
that a measure should be one which relates to the conservation of natural resources. The
chapeau provides that partics can only take measures which are not arbitrary or
unjustifiably discriminatory or do not represent a disguised restriction on international
trade. The Appellate Body noted that the purpose of both the subsection and the chapeau
is indicated by the preamble, which adds colour, texture and shading to all interpretations
under GATT?®".

The Appellate Body noted that the negotiators at the Uruguay Round fashioned the new
preamble while noting the Rio Declaration and Agenda 21 and in light of the knowledge
they had of the environmental problems caused by unsustainable development®*. The
Appcllate Body stated “those negotiators evidently believed... that the objective of “full
use of the resources of the world™ set forth in the preamble to GATT 1947 was no longer
appropriate to the world trading system of the 1990's. As a result, they decided to qualify
the original objectives of the GATT 1947."*V

The Appellate Body first discussed whether the US measure was one which was
concerned with the conservation of exhaustible natural resources. The US measure was
aimed at conserving sea turtles. India, Pakistan and Thailand argued that the phrase
“exhaustible natural resource™ mcant the measure had to be concerned with conserving a

finite resource such as a mineral, rather than a biological or renewable resource. The

S YRITY

“The US did ot make an argument with respect to Article XX (b) before the Appellate Body.

SBAL1S3.
SIa1 154,

SYA1182.
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Appellate Body stated that “recalling the explicit recognition by WTO members of the
objective of sustainable development in the preamble to the WTO agreement, we believe...
Article XX(g) of the GATT 1994 may be read as referring... to measures to conserve

exhaustible natural resources. whether living or non living.™*"

The preambular reference to sustainable development was important in the Appellate
Body's reasoning. However to support its decision it also referred to two past panel
decisions which had decided that living organisms came within this definition of
exhaustible natural resourccs, and four other international treaties which considered that
‘natural resources’ included living things®*. It is arguable that even without considering
the WTO preamble the Appellate Body could have decided that the seven species of sea

turtles were an exhaustible natural resource.

The Appellate Body went on to discuss the meaning of the chapeau. 1t held that the
chapeau should be interpreted as encompassing the right of a party to invoke an exception
to the GATT rules to protect the environment*" as well as the duty of that same party to
respect the rights of other partics. While the Appellate Body prefaces this decision by
reiterating that the new preamble which includes sustainable development must give
colour, texture and shading to their interpretation of the agreement*"', the discussion of
sustainable development and the determination of the meaning of the chapeau do not
appear to be actually connected. The Appellate Body draws authority for its
interpretation of the chapeau from the drafting history of the GATT** and past

GATT/WTO decisions, not from the inclusion of sustainable development in the preamble

S YRET ]
YA 130.
A5G - 157,
SMAL153.

S2A0187.
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to the whole agreement. It is arguable then that the fact that sustainable development was
included in the preamble did not significantly influence the Appellate Body's
determination. Article XX correctly interpreted alrcady had the meaning the Appellate
Body determined. The Anticle is entitled “General Ixceptions™ and was obviously
designed to be an exception to the GATT rules. If parties were still required to act in
accordance with the agreement, they would not actually be ‘excepted’ from anything, and
the exceptions provision would have no effect. The Appellate Body clarifies this in the
Shrimp Turtle decision but did not need to refer to sustainable development to do so. The
point was already obvious. The inclusion of sustainable development in the WTO

preamble addcd little to the interpretation of the chapeau of Article XX.

The preambular reference to sustainable development had little influcnce upon the Panel’s
interpretation of the agreement. The precamble appeared to slightly sway the reasoning of
the Appellate Body when it determined that ‘exhaustible natural resources’ included living
organisms - but this had aiready been recognised in several panel decisions***. It had a
negligible effect on the Appcllatc Body's determination of the meaning of the chapeau.
Further, in spite of stating that the Pancl did not nced to interpret the object of the whole
of the WTQ, the Appellate Body did not disagree with the Pancl’s interpretation of that
object. Both observed that “maintaining, rather than undermining, the multilateral trading
system is necessarily a fundamental and pervasive premise underlying the WTO

Agreement "

(c) Implications for the MAI
Sustainable development may very well be an object of the WTO, but it is no way a

primary object and it has a ncbulous cffect upon the interpretation of the rest of the

for example. in Unnted States - Standards for Reformulated and Conventional CGasoline

(1996) 35 ILM 274 and { mited States - Restrictions on Imports of Tuna (1994) 33 ILM 839 (the “Tuna I1I”
casc).

*pancl report it 7.42. Appellate Body report at 116.
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agreement. What are the implications of this for the MAI?

The reference to the concept of sustainable development in the MAL is not as strong as
that in the WTO. The WTO precamble refers to sustainable development without
condition whereas the reference in the MAL is to sustainable development is tempered by
its association with the Rio Declaration and Agenda 21. However, even if MAI parties
did make as unequivocal a commitment to sustainable development as they did in the
WTO. it seems unlikcly on the basis of the Swimp Turtle decision that this would
significantly influence a dispute resolution body's findings. A dispute resolution body may
need to make reference to another form of authority, such as another case or another
international agreement which has dealt with the same issue, or a favourable statement in
the MAI drafting history, before it will offer an interpretation based on sustainable
development. The inclusion of sustainable development in the preamble is unlikely to
influence the interpretation of obligations in what is primarily an agreement designed to

facilitate the flow of international capital.

B. The Polluter Pays Principle and the Precautionary Principle

The draft preambie incorporates the principles of polluter pays and the precautionary

approach as reflected in the Rio Declaration and Agenda 21

The polluter pays principle is essentially a principle of economic policy used to allocate the
costs of pollution*®. It is a strategy for controlling environmentally harmful activities by
cmphasizing that investors must accept responsibility for the true economic costs of their
activities so that environmental costs are not externalised. It is incorporated in the Rio
Declaration in Principle 16 which states “national authorities should... take into account

the approach that the polluter should, in principle, bear the cost of pollution.”

5p W. Birnic and A.E. Borle. mternational Law and the Eavironment (Oxford. Clarcndon
Press. 1993) at 109,
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The precautionary approach most oficn means that where there are threats of serious or
irreversible damage, lack of full scicntific certainty should not be used as a reason for
postponing measures to prevent environmental degradation®. The approach allows
parties to exercise caution in approving a development when they are not certain of the
environmental impact it will have. There are strong and weak versions of the principle. A
strong version of the precautionary principle states is that it is impermissible to carry out
an activity unless it can be shown that it will not cause unacceptable harm to the

environment*"’

. This means that if a developer cannot prove that their development will
not cause unacceptable harm they cannot proceed. There is a burden on the developer to
prove that they will not cause unacceptable harm. By contrast the version in the Rio
Declaration is a weak one and states “where there are threats of serious or irreversible
damage, lack of full scientific certainty shall not be used as a rcason for postponing cost-
effective measures to prevent environmental degradation.™* Unlike in the strong version,
a developer does not have to show that it will not cause harm to the environment.

Instead, the Rio Declaration version focuses on removing the burden on a decision maker
to prove that a development will cause harm before they regulate it. There is no burden on
any party to either show that a development will cause harm or that it won't. However,
even if someone shows that a development will cause harm a developer could argue that
there is no cost effective measure which can be implemented to protect the environment

and proceed regardless of the harm caused.

Neither the formulation of the polluter pays or precautionary principles is strong. They
are mere suggestions for policy directions rather than positive obligations. The polluter

pays principle is especially weak - “authorities showld wike into account the approach that

the polluter should, in principle...”. Being weak they are liable to be forsaken by the

S hid 97,
S hicd at 9K,

% principic 15.
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operation of other principles in the Rio Declaration, which state that nations have the
sovereign right to act as they think is most appropriate for their particular environment
and stage of development. It would be relatively casy for a country to state that they
recognise the principles, but that they are not appropriate for the particular objective the
country is trying to achieve. In any case, as these environmental principles merely form
part of sustainable development which is part of the preamble of the MALI, they may be

unlikely to substantially influence decisions made under that treaty.

C. In Accordance With International Environmental Law

1. Conflict with Multilateral Environmental Agreements

Some commentators and NGOs have expressed concern that international environmental
agreements may conflict with the MAI. There are no direct legal conflicts between the
MALI and any existing multilateral environmental agrecements (MEAs)*", primarily
because no MEA imposes any investment related sanctions, nor requires any action which
would clearly conflict with an MAI obligation. However, several MEAs, such as the

ozone treaties*™, and (/775" have the potential to conflict with the MAI**? | If

*OECD “Relanonships between the MAI and sclected MEAs™. available
hp://occd.org/dal7cmishuar/meiny it at 1

$3Convention for the Protcction of the Ovone Laser (Vienni, 22 March 1985) 26 ILM 1987 and

Protocol on Substances thit Deplete the Ozone Layver (Montrcil. 16 Scptember 1987) 26 ILM 1987.

$3'Convention on International Trade in Endangecred Specics of Wild Fauna and Flora
(Washington. March 3 1973) 12 ILM 1973, Also scc the Convention on the Control of Transboundary
Movcimnents of Hazardous Wastces and Their Disposal (Bascl. 22 March 1989) 28 ILM 1989 and the
United Nations Framework Convention on Climate Change (Rio de Jancrio. 4 Junc 1992) 31 ILM 1992,
J. Camcron and Z. Makuch. “tmplcmentation of the United Nitions FCCC™ in J. Camcron. P. Demarct
and D. Geradin (cds.) Trade and the Fnavironment (London: Camcron and May. 1994)
a l16.

%2An OECD report statcs that this potential arises because these treatics contain provision for
trade related environmental measurcs (including TRIMs) which could affect investors - OECD
“Relationships between the MAL and sclecied MEAs™. available at
http://occd.org/daf/cmis/mai/means htm 4. 1t should be noted that although thesc treatics contain the
poteial for conflict. as vet no conflict has occurred between them and the GATT. “WTO cannot be
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government actions under these treaties affect a foreign investor, the government may be

in breach of its MAI obligations.

An example of a potential conflict is demonstrable by looking at the /-ramework
Convention on Climate Change (‘FCCC’). The 1997 Kyoto Protocol of the 1'CC(%

provides in Article 6 (1) (a) that a party**

or a legal entity acting under the responsibility
of a party can transfer or acquirc emission reduction units. However Article 6 (1) (c)
states that a party (or legal entity) will only be permitted to trade in emission reduction
units when they have complicd with other Articles of the Kyoto Protocol***. Therefore a
legal entity from a country who has not complied with the relevant provisions of the
Kyoto Protocol and who is also an MAI investor will not be permitted to trade emissions
with a country who has complied with the provisions. A country which refuses to trade
emission reduction units with an investor on this basis would be in breach of its national
treatment and possibly its most favoured nation obligations in the MAL. Another example
of potential conflict comes from the Manireal Protocol. The Multilateral Fund set up
under the AMonnreal Protocol distinguishes between local and foreign companies. 1If action
which discriminates against a foreign investor is taken by a party in accordance with the
Fund rules it could be a breach of national treatment™*. Action under MEAs which leads

to an expropriation of an investor's assets would also be a breach of a party’'s MAI

obligations. Which agreement prevails in case of these contlicts?

*Judge. Jury. Policc’ of global cnvironmmicnt issucs. Ruggerio sivs™ (1998) 21 Intcrnational Enviromnemt
Reporicr 308 at 308,

53 Available Wp:/imww unfce.de/

554Alllmngh this Anticle is specific to Annex | partics. mtost of who arc OECD pantics. Article

17 states that Annex B devcloping partics citn also trade in cmission reduction units.

5Partics must comply with Article 5 which requires countrics to cstimate their cmissions and
Atticlc 7 which requires partics (o prov ide infornion.

%OECD “Relationships beiween the MAI and sclected MEAS™. available at
htp://occd.org/daf/cmis/mai/mecany .im at §.
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2. Position Under International Law

Generally under the | ienma Convention, a later treaty will prevail over an earlier treaty®*’.
Therefore if any environmental agreements which are signed after the MAI contain
provisions which conflict with a provision in the MAI the provision in the later

environmental agreement will prevail.

In regard to environmental agreements which already exist the MAI states that it should be
implemented “in accordance with intcrnational environmental law™. The I enna
Convention states that “when a treaty specifies that it is subject to, or that it is not to be
considered incompatible with, an carlier or later treaty, the provisions of that other treaty

prevail."***

This provision is not applicable however, as the MAI does not specifically
refer to other trcaties - simply to international environmental law. International law is
traditionally created by treaty or custom. The problem parties may face in being required
to act in accordance with international environmental law as evidenced by law and custom
is that environmental treaty obligations are usuaily non specific and customary law simply

may not exist.

(a) Custom

Customary law is evidenced by the general practice of states™  Birnie and Boyle state
that conservationists have attempted to argue that ‘sustainable development’ and ‘inter-

enerational equity” have become customary international law**', as many states portend
quity y

%7 Anticle 30,

MArticle 20 (2).

%Sce Article 38 (1) of the Starure of the mternatiomal Court of Justice.

%0p W. Birnic and A.E. Boylc International Law and the Environment (Oxford, Clarendon Press.
1993)
at 1.



154

ol

to be seeking these goals™'. However, developing nations usually refute that these
policies are generally pructiced and have therefore become customary law. Their refuting
the point has probably had the cflect of preventing the crystallisation of the policies into

562

customary law™.

Another factor which has probably prevented the customisation of environmental practices
is that international treatics on the environment often contain different obligations for
developed, developing and Icast developed states. Which could be said to be the norm?
Customary law has to be evidenced by general practice - if there is no general practice,
there is probably no custom. Birnic and Boyle state that “it is becoming increasingly
difficult in a world of over 170 states of diverse cultures, policies, interests and legal
systems to identify any universal practice. Their approaches and aims are difficult to
reconcile even on questions of general principle, let alone specific details of policy.™*
Although customary environmenial law may evolve at some point in the future, at present

it appears that term "international environmental law’ only includes treaties.

(b)  Treaties

Treaties are the most common law making tool used in regard to the environment.
Countries have made protocols. conventions, covenants and treatics concerning the
environment. Thesc are binding on the countries which sign them and not binding on

countries which do not sign them*

ls, Schmidhciny and B. Gentny. “Privatcly Financed Sustainabic Development™ in M.R.
Chertow and D.C. Esty.. Thinking Feologically: (New Haven: Yale University Press. 1997) 118 at 118,

*2p W. Birmic and A.E. Bosle fmternational Law and the Environment (Oxford. Clarcndon Press.
1993)
HU S

“Uhid a1 16.

%4 Sce Anticle 34 of the 1 renna Convention - A trcaty docs not create cither obligations or
rights for a third Statc without its consent.”
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Treaties too arc problematic to enforce as ‘international environmental law’. They do not
necessarily lay down clear detailed and specific obligations*®. Many treaties are

frameworks which lay down general requirements and oblige parties to take all practicable
measures to implement the treaty. Therefore when one party alleges that another party has
breached its obligations under such a treaty, the sccond party could deny the allegation by
stating that the treaty is a mere framework and docs not set specitic obligations which they

can be said to have brecached.

If the “in accordance with international environmental law” clause remains in the preamble,
it will be arguable that countries must carry out their obligations to liberalise investment
only so long as this is consistent with international environmental treaties. This could
restrict the scope of the MAL. The Ayoro Protocol and Monmreal Protocol measures
outlined above would take precedence. So would any treaties which contain provisions to
facilitate technology transter. The MAI by prohibiting performance obligations restricts
countries from facilitating the transfer of clean technology by making this a condition of

investment®*

. If the MAI states that countries are to implement it in accordance with
international environmental law, and a country can show that the only feasible way it can
facilitate the transfer of clean technology is to impose a performance obligation which
requires a technology transfer from investors, the performance obligation will be
permitted.

However, it may be that when an arbitral body determines the meaning of the preamble in
order to analyse a specific MAI provision, that arbitral body will attempt to discover the
overall intent of the MAI partics rather than concentrate on a single statement of the

parties’ intent. The WTO Pancl and the Appellate Body in the Shrimp Turtle decision

3p W Birnic and A E. Bosle /nternanonal Law and the Enviranment (Oxford. Clarcndon Press.
1993)
at 13,

%Unlcss it links the obligation to an investmemt incentive - sce discussion of this point in

chapter 3.
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discussed the reference to sustainable development in the preamble but nevertheless stated
that “maintaining, rather than undermining, the muitilateral trading system is necessarily a
fundamental and pervasive premise underlying the WTO Agreement.”**’ By analogy it is
arguable that while the MAI includes the phrase ‘in accordance with international law’ in
its preamble, the overall intent of the agreement is to establish a multilateral framework for
liberalisation of investment, and this overall intent should hold more weight than the
statement on international environmental law. To ensure that this argument is not tenable
the MAI should express that the parties intend to implement the agreement in accordance
with international law as an objective of the parties, rather than incorporate it in the

preamble.

V.  Eavironmental Exceptions to Performance Obligations

Article 111 section 4 contains a provision which will allow MAI parties to require or
continue to require some performance obligations from a foreign investor (contrary to the
MAI prohibition on performance obligations) in order to protect the environment. It
allows that a party can impose conditions on an investor requiring them to:

*“1. (b) to achieve a given level or percentage of domestic content; or
(c) to purchase, use or accord a preference to goods produced or services
provided in its territory, or to purchase goods or services from its territory.”

The exceptions provision states that:

“Provided that such mcasures are not applied in an arbitrary or unjustifiable
manner, or do not constitute a disguised restriction on investment, nothing in
paragraphs 1(b) and I(c) shall be construed to prevent any Contracting Party from

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

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

Examples of the type of performance obligation that may be exempted under the provision

*Pancl report it 7.42. Appelline Body report at 116,
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include: a requirement on forcign investors to use a certain level of recycled paper
obtained from local supplicrs, in order to conserve local and global forests; a requirement
that investors use domestic supplies of energy produced from a renewable source, to
ensure that investors do not import cheap oil and exacerbate air pollution and greenhouse
gas emissions; and a requirement that investors involved in food production include a
certain level of local organic produce, so that citizens are not exposed to harmful levels of

chemicals and pesticides.

The negotiating group chose the formulation of the exception provision because it was
familiar to all OECD parties™". 1t is almost identical to two of the general exceptions in
Article XX of GATT 1994, which provide that:

“*Subject to the requirement that such measures arc not applied in a manner which
would constitute a mecans of arbitrary or unjustifiable discrimination... or a
disguised restriction on international trade, nothing in this Agreement shall be
considered to prevent the adoption or enforcement by any contracting party of
measures.
(b)  nccessary to protect human, animal or plant life or health;
(g)  rclating to the conservation of exhaustible natural resources if such
measurcs arc made effective in conjunction with restrictions on
domestic production or consumption.”

However, there is one important difference between the MAI and the GATT provisions.
The GATT exceptions can excmpt a GATT party from complying with any of its GATT
obligations. The MAI exceptions are far more limited. They only exempt a party from the
MALI prohibition on countries imposing performance obligations on investors requiring
them to use a specific level of domestic content or use domestic goods and services - they
do not provide a general exception to all MAI obligations. In their competition for foreign
investment, countries are imposing fewer and fewer performance obligations upon
investors. This means that the MAI environmental exceptions will be of limited and

declining use. If countries are to be provided real freedom to pursue environmental aims,

S*MAI Commcntars at 27.
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the exceptions should be applicable to all of the MAI obligations, including the national
treatment and most favourcd nation obligations. However, given that these are the only
environmental exceptions provided by the MAL, this paper will now analyse their potential

use and scope.

The GATT/WTO Pancl and Appellate Body have interpreted the environmental exception
provisions. The interpretation these bodies have given to the GATT provisions provides a
useful guide to how the MAI provisions may be interpreted for two reasons. First, the
parties currently negotiating the MAI drafted the provisions knowing that the specific
words they used had been interpreted in the GATT in a certain way. For example, Article
XX (g) of GATT permits mecasures which are “relkated 1o conservation™, whereas the MAI
only permits those which are “necessary for conservation™. This indicates the parties
considered the way in which ‘related to’ had been interpreted, and preferred the term
‘necessary’ and its interpretative background. Under the GATT, the term ‘necessary’ sets
a much harder test for parties trying to prove the validity of environmental measures than
the term ‘related to’. This indicates the intention of the partics to create a high threshold
test for environmental exceptions, a fact which can be taken into account when an arbitral

o

panel interprets the MAI™. Sccond, the 1ienna Convention Article 31 (1) states that “a
treaty shall be interpreted in good faith in accordance with the ordinary meaning to be
given to the terms of the treaty in their context and in the light of its object and purpose.”
Given the similar object and purpose of the MAI and the GATT it is likely that they will be
interpreted in the same way. The prcambles of both refer to the importance of reducing
barriers to trade/investment and reducing discriminatory treatment 1o raise living standards

and create employment.

The phrases *“necessary to”, “protect human, animal and plant life or health”, “exhaustible

%9 Arnticle 32 of the Fienna Convention states that recourse misy be had 1o supplementary mcans

of intcrpretation including the preparatory work of a treaty to confirm the meaning of a treaty where there
is an ambiguity or obscurity or another interpretation Ieads to an unrcisonable result.
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natural resource™, and “arbitrary and unjustifiable discrimination™ have all been the subject
of GATT jurisprudence, as have jurisdictional issues. The language of GATT could have
been interpreted to accommodate environmental protection, but the jurisprudence has

generally restricted environmental protection®™

. By adopting the same language the MAI
will probably permit the same restrictive interpretations. This paper will now discuss the

GATT jurisprudence and its relevance to the MAL.

A, Protect Human, Animal and Plant Life or Health

Measures under the GATT Article XX (b) are permitted if they are necessary to ‘protect

. human, animal or plant life or health’. Measures taken to reduce the incidental kill rate of
dolphins in tuna fishing have been found to be a policy aimed at protecting animal life®”".
Measures which relate to the protection of health include those aimed at dissuading people
from smoking. For example. in Vlkutland - Restrictions on Importation and Iernal
Taxes on Cigarenes®™, Thailand prohibited the importation of US cigarettes in order to
control smoking levels generally and to protect Thai people from the impact of advertising
associated with US cigarettes. The Thai government presented substantial evidence of the
adverse effects of smoking, and the World Heath Organisation also made an extensive
submission on the matter. Though the ban was not able to be justified under Article XX
(b)*™, the pancl accepted that smoking constituted a serious risk to human health and that
measures designed to reduce the consumption of cigarettes fell within the range of policies
covered by Article XX (b).

M. Swenarchuk. “The MAIL and the Environment™ in A. Jackson and M. Sanger (cds.)
Dismantling Democracy (Canada: Canadian Center for Policy Altcrnatives. 1998) 120 a1 130,

S™MTe Tuna 11 Panel decision. §.30.

5129 November 1990, BISD 37S / 200,

MBecausc of the restrictive intcrpretation given to the term “necessiny ™ in Article XX (b).
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The WTO Panel in {/nited States - Standards for Reformulated and Conventional
Gasoline decision noted that a policy to reduce air pollution and protect clean air was a
policy within the range of policies to protect human, animal and plant life or health®™. It
stated that “air pollution, in particular ground level ozone and toxic substances, presents
health risks to humans, animals and plants..... one half of such pollution is caused by
vehicle emissions. ...a policy to reduce air pollution resulting from the consumption of

gasoline is a policy within the range of Article XX(b).”

Applying these cases in the context of the MAL, a performance obligation upon foreign
investors involved in food manufacture to use locally grown organic produce so citizens
are not exposed to harmful chemicals and pesticides by eating non-organic food could be
described as a measure to protect human health. So could a performance obligation
requiring investors to usc local rencwable energy sources rather than importing oil which

contributes to air pollution.

A wide range of measures could be described as aimed at protecting human, plant or
animal life or health under the GATT and the MAL. Note though that in the cases cited
above, the GATT complainants gencrally agreed that the activities which were being
regulated were dangerous. Parties will not always agree on such matters. For example, in
a recent case launched under NAFTA, Canada and an American company, Ethyl
Corporation, disputed whether the petroleum additive methylcyclopentadienyl manganese
tricarbonyl (MMT) was dangerous to human health. Canada relied on evidence that
MMT had indirect potential cflects on human health and concluded that it should ban
MMT in the interest of public health®*. Ethyl however argucd that MMT was not a direct

risk to health, and that no Canadian studies showed it was'™.

HA16.21.
S5Canadian Govermment Statement of Defence 67-70,

SoEtini Corporation Statcment of Claim it 14 - 1K
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In relation to a performance obligation to use organic produce in food manufacturing, a
foreign investor may arguc that the pesticides and chemicals used on imported food have
not been proven to be harmful. Proving that chemicals are acutely toxic to humans can
generally be done by simple tests (such as the Ames test) but proving their chronic
toxicity, or that they are harmful either in the long term, in association with other
chemicals that many people are exposed to, or indirectly, is far more difficult and can
involve years of expensive testing®’’. Data on the toxicity of chemicals are often
incomplete, inconclusive, or the subject of industry confidentiality. Some countries are
unlikely to have access to sutlicient information to show that non organically grown food
is harmful to health. The MAI preamble incorporates the precautionary principle which
states that lack of full scientific certainty should not be used as a reason for postponing
cost effective measures to protect the environment. If an arbitral panel considers this
principle they may not requirce a state to prove with irrefutable scientific evidence that a
particular pesticide is hazardous to human health. However, as the version of the
precautionary principle incorporated in the MAI is a relatively weak one and is merely one
part of the entire preamble it is conceivable that an arbitral panel may accord little weight

to it and requirc a party to produce cxtensive evidence of harm that it does not have.

in summary, the GATT/WTO jurisprudence indicates that the MAI could permit a wide
range of performance obligations if they are implemented as part of a policy aimed at
protecting life or heaith. 1f a rclatively liberal interpretation is given to the MAI
provision, many policies will come within its ambit. However, investors with large
amounts of damages at stake*™ will be unlikely to concede that an activity they are doing
is dangerous. If an arbitral body gives little weight to the precautionary principle in the

MAI preambie partics may be required to provide substantial scientific evidence that an

5773 1. Kroschwitz (ed.) Fncvelopedia of Chemical Technology 4" ed. (New York: Wiley. 1991-

1998).
S™For example. Ethwl C orpor:ition was claiming $251 million in damages from the Canadian
government.
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action is directly harmful to lifc or health. This may mean that some states may choose
not to implement a performance obligation in cases where they do not have sufficient

proof that an activity is damaging to organism lifc or health.

B. Living or Non Living Exhaustible Natural Resource

The GATT Article XX (g) provides that parties may act to conserve ‘exhaustible natural
resources’. GATT partics have attempted to argue that the term exhaustible natural
resources only includes finite resources such as minerals and is not meant to include
biological or renewable resources®™. This argument could not be made under the MALI
which explicitly incorporates living as well as non living exhaustible natural resources. A
performance obligation which requires foreign investors to use a certain level of recycled
paper from local supplicrs in order to conserve local and global forests would be a
measure to conserve a living natural resource. However, it is unclear whether the forests
would be considered ‘exhaustible’. This paper will now consider the arguments of GATT

complainants that some resources are not *exhaustible’.

i. Exhaustible
In the Shrimp Turtle case, India, Pakistan and Thailand argued that if all natural resources
were considered to be ‘cexhaustible’, the term ‘inexhaustible” would be stripped of

meaning™"’

. Malaysia argued that if the term “exhaustible natural resources” in XX (g)
were meant to cover plants and animals, then the protection given plants and animals in
XX (b) would be superfluous™' . The drafters could not have intended this to be so - they
could not have meant either to deprive onc exception of meaning or to provide 2

exceptions to justify onc measure. The Appellate Body ignored these interpretative

P1ndia. Pakistan and Thailand argucd this in the Shrunp Turtle decision - sce Appellatc Body
rcport at 128.

"'Pancl rcport at 3.237.

®pancl rcport at 3.240.
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arguments when it determined whether sea turtles were exhaustible®™, stating that they
were obviously exhaustible as all of the seven recognised species of sea turtle were listed

in C'/71-S as threatened with extinction™".

The Shrimp Turitle case is one where the exhaustibility of a species was relatively
apparent. It was not so apparent in {nited States - Restrictions on Imports of Tuna (the
“Tuna I" case)™. Here, the United States amended its 1972 Marine Mammal Protection
Acr™ to ban imports of tuna caught in the Pacific Occan using technology such as purse
seine nets which resulted in the incidental killing of dolphins. Mexico challenged the ban.
The United States attempted to show its measure was one which was aimed at conserving
an exhaustible natural resource. They stated that dolphin populations were likely to be
exhausted if they sustained too high a mortality rate. They noted that the need to
conserve dolphins was recognised in a number of international treaties®™. Mexico replied
that a resource could only be considered exhaustible if it could be shown by means of

internationally recogniscd scicntific data to be in danger of extinction™’.

The Panel did not consider the issue. By the time of the 7w I/ decision in 1994, all the

dolphins concerned were listed on ('777.5™*. The Panel held that “dolphin stocks could

AU128 the Appellatc Body stated that it was not convinced that these arguments limited the
scope of the term “natnral resource”. but did not refer to the arguments in its determination of
‘exhaustible” at 132,

s""l\pm:llnlc Body rcport it 132,

S 1991) 30 1ILM 1594,

s 101a) ().

**pancl rcport at 3.40. For exinuple. the Inter-American Tropical Tuna Commission and the
United Nations Convention on the Law of the Sca (Montcgo Bay. 1983) 21 ILM 1261 recognise the need
to conscrve dolphin populiations.

*pancl report it 3.44.

pancl rcport at 3.14.
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potentially be exhausted, and the basis of a policy to conserve them did not depend on
whether at present their stocks were depleted... (we) accept that a policy to conserve

dolphins was a policy to conscrve an cxhaustible natural resource.™*"’

In Canada- Measures Affecting Fxports of Unprocessed Salmon and Herring (‘the
Salmon Herring casc’)™, Canada implemented measures to conserve salmon and herring
stocks. It stated that the fish were vulnerable to depletion, and that in spite of continuing
management and conservation cfforts, the fish stocks remained at far below optimum
production levels™. This meant that the fish stocks could be classified as exhaustible.
The United States agreed, as it had implemented its own conservation measures to
preserve such fish stocks. The Panel did not refute the cxhaustibility of salmon and

herring stocks*”.

The Tuna Il and Salmon Herring cases are usually interpreted to indicate that
‘exhaustibility” will be relatively easy to prove. In 7una I/, the Panel held that animals did
not have to be near extinction to be considered exhaustible. In Sulmon Herring, it was the
fact that an economic resource (the fish stocks) was exhaustibile, rather than the fact that
an actual specics of fish was near extinction, that was reievant. However, these cases
could be interpreted in another way. In each of them the exhaustibility of a living resource
was established cither by the fact that the animal concernced was listed on (7718, or
because exhaustibility was admitted. The interpretative arguments of GATT complainants
outlined at the beginning of this section have not been addressed in the jurisprudence. For
cxample - what is the purposce of including the word *exhaustible’ if all animals are to be

considered under it in any case? Should countries have to show the exhaustibility of a

i VEN K
pancl report (L/6268) adopied 22 March 1988,
Pancl report at 3.6, 3.7.

*2panc! report a 4.4.
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resource by reference to internationally recognised scientific data?

If these interpretative arguments are made before a MAI tribunal and hold any weight, it is
foreseeable that a party under the MAI who attempts to impose a performance obligation
in order to conserve a plant or animal may fail to justify their position if they cannot show,
with reference to internationally recognised scientific data, that the plant or animal is in
imminent danger or is at least vulnerablc and showing signs of exhaustibility. A
performance obligation with thc general aim of conserving global forest resources will
probably not be able to be shown to fit within the exception - a party will need to show
that global forest resources arc being so over-cut that they are showing signs of
exhaustibility, or that its measure is aimed at conserving a particular species of vulnerable

tree.

2, Eavironmental Mcasures

Are all the kinds of performance obligations which imposc environmental measures upon
investors which states may choose to protect the environment able to be classified as
aimed at protecting human, animal or plant life or health, or conserving living and non
living exhaustible natural resources? in the Unired States - Standards for Reformulated
and Conventional Gasaoline case, the Panel found that clean air was an exhaustible
resource, and that a policy to reduce the depletion of clean air was a policy to conserve a
natural resource within the meaning of Article XX(g)™'. The Appellate Body did not
refute this. If policies to protect air, exhaustible natural resources, and human, animal and

plant life and health are all legitimate under the MAL - do any measures fall through the

gaps?

Patterson states with regard to similar provisions under the GATT: “Certainly, Article XX

does not cover the full range of policics aimed at environmental protection. Because the

*Panct report at 6.37.
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original drafiers in 1947 did not intend the Article to cover environmental protection
which was not then an issue, strained arguments arc made to include particular policy
measures under the exceptions.™*”* Another commentator states that there “may be a few

UL

issues which are not covered™. In relation to similar language in the L.1.C’ Treary™,
Kramer states that “it is obvious that numerous measures which aim at the protection of
the environment cannot be considered as protecting the health and life of humans, animals
and plants; such measures include environmental taxes. environmental labeling, waste
prevention measures, measures to assess the environmental impact and measures on

environmental liability."*”’

The MAL provision states that a party may take envirommental measures which breach the
performance obligations section in order to protect life or health or conserve exhaustible
natural resources. This is a departure from the GATT which simply states that a party
may take measures which breach the GATT. However, as the environmental measure
under the MAI must always be shown to be one which protects life or health or conserves
exhaustible natural resources, the inclusion of the word *environmental’ does not increase
the range of measures available under the MAI from the range available under the GATT.
Some performance obligations under the MAI may not come within the scope of the MAI
exceptions. For example, if a state requires a foreign investor to label their products
‘organic’ in conjunction with placing a performance requirement upon that investor to
include a certain level of locally grown organic food. that state will not be able to justify
the labeling requirement as aimed at protecting life or health or conserving natural

resources. I a country imposes a performance obligation upon a foreign investor to

ME. Paticrson. “GATT and the Environment™ (1992) 26 Journal of World Trade 99 at 107.
3. Charnoviit/ “Exploring the environmential exceptions in GATT Article XX (1991) 25 (n§)
Journal of World Tradc 37 at §5.

**European Econonnc Conmummnty Treaty (Rome. | Januany 195K).

L. Kramer. “Environmental Protcction and Anticle 30 EEC Treaty™ (1993) 30 Commeon

Marrket Law Review 111 at 117K,
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conduct an extensive impact assessment of its facilities, it could not justify this under the
MAL. This limits states’ capacity to regulate foreign investors in order to protect their

environment.
C. Necessary

The MALI negotiating group has chosen to incorporate the word ‘necessary’ in both of its
environmental exceptions, rather than using the term ‘related to” which is found in GATT
Article XX (g). The GATT cases show that it is very difficult for a party to argue that a
measure it has taken is ‘necessary’. Most commentators state that the ‘necessary’ test is
very rigorous and results in most challenged environmental mcasures being found to
violate the GATT™. If the rigorous GATT interpretation of necessary is adopted in the
MAL. it will be difticult for a party to show that their performance obligations come within

the environmental exception.

l. Rigorous test

In the Tuna 11 case, the United States imposed an import ban on Mexican tuna caught in
violation of US fishing standards legislation. The panel conciuded that the US import ban
was not a nccessary measure because the US had not exhausted all GATT consistent

options reasonably available to it in pursuing its policy. The test to decide whether a

measure is necessary is:

“'a contracting party cannot justify a measure as ‘necessary’ under GATT if an
alternative measurc which it could reasonably be expected to employ and which is
not inconsistent with other GATT provisions is available to it. By the same token,
in cases wherc a measure consistent with other GATT provisions is not reasonably
available, a contracting party is bound to use, among the measures reasonably
available to it, that which entails the least degree of inconsistency with other
GATT provisions.”*”

$¥%M.J. Trebilcock and R. Howse. The Regulation of hmernanonal Trade (London: Routledge.
1995) at 338.

*Pancl report m §.35.
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The Panel noted that the US could have negotiated an international agreement to protect
dolphins which would probably have been more GATT consistent®™. The Panel was not
concerned with and did not discuss whether this would be as effective at protecting

dolphins as the import ban.

In United States - Swanderds for Reformulated and Conventional Gasoline Venezuela and
Brazil contestcd the validity of a US Act which aimed to reduce air pollution by setting
standards for gasoline quality. The Act provided that foreign producers could only import
gasoline which met a statutory bascline standard, whercas domestic gasoline producers
were not bound by the statutory baseline and could use an individual baseline. The US
stated that it was necessary to have a different method to determine the foreign producers’
standards because it could not rely on the data from other countries to develop individual
baselines for importers. The Panel held that “although foreign data may be formally less
subject to complete control by US authorities, this did not establish that foreign data could
not in any circumstances be sutliciently reliable to serve US purposes.™™" The US could
have negotiated with other nations to collect data. Therefore the measure they had

imposed was not necessary.

In the 7hai cigarenies case, Thailand banned the importation of US cigarettes. The Panel
held that this was not nccessary, as there were alternative measures available to Thailand
to achieve its objective. It could ban cigarette advertising (though the panel noted that

this would also breach GATT)*". It could conduct an educational anti-smoking campaign

“Scc the Tuna | Pancl report i 5.28 and the Tuna It Pancl report at 5.38.

“Pancl report it 6.25.

“Zpancl rcport at 78. The pancl noted that a complcic ban on adventising would create uncqual

conditions of compctition between cstiblished local producers and new forcign producers.
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(although this had been unsuccessful in the past)*". It could place warnings on cigarette
packets and ban smoking in certain public places (which it was already doing)*™. The
Panel ignored the possibility that the alternative measures they suggested might involve

high regulatory and compliance costs, or might be impracticable and ineffective™”.

The 7hai cigareties case shows that the current interpretation of ‘necessary’ is concerned
with finding an alternative that is not GATT inconsistent, regardless of whether the
alternative is cffective or not. Kramer states that an effective system of environmental
protection, such as requiring an 80 percent use of returnable bottles, may be acceptable,
but that a very effective system, such as one requiring a 100 percent use would not be

(L0

‘necessary’ and theretore unacceptable". Countries are not able to choose the level of
environmental protection they wish. A country can always do something that is less
effective - should they be required to choose the least effective measure?” NAFTA states
that when a NAFTA obligation conflicts with an obligation in a listed environmental
agreement, the parties should choose the alternative that is least consistent with NAFTA
obligations as long as the alternative is equally effective and reasonably available (italics
added)*®. The MAI negotiators have chosen not to use this language and have used the

potentially restrictive GATT language instead.

2. International Standards

Considering whether a party’s environmental measure is nccessary involves the WTO

“panct report at 23.
““panc report at 78.

“3M.J. Trebilcock and R. Howsc. 7he Regudation of hernational Trade (London: Routledge.
1995%) at 337.

L, Kramer “Em ironmental Protcction and Article 30 EEC Treaty ™ (1993) 30 Common Market
Law Review 11Ean 127

“Tihidat 129,

“®Anticle 104
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Panel comparing the measure with alternative measures which it considers are available to
the party. The GATT jurisprudence indicates that the panel will consider international
negotiation as an alternative measure. An international agreement would result in the
country adopting international standards. This is problematic for sustainable development.
National governments need to be able to enact the level of environmental protection that is
appropriate for the desire of their population and the nature of their environment. In some
cases, this level may be higher than an international standard. Often international
standards will have been negotiated and compromiised, and represent a lower standard
than an individual country desires. If an MALI arbitration panel determines whether a
performance obligation is valid by looking at whether it is necessary to meet an
.International standard, rather than necessary to meet an individual country’s higher
standard, the nation’s measurc is bound to be struck down. This paper now gives two
examples of where a country wanted to achieve a level of environmental protection which

was higher than an international standard.

In 1989 the US EPA instituted a ban on asbestos™” which was aimed at phasing out the
manufacture, import and distribution of asbestos. Canada was one of the largest asbestos
exporters in the world at that time, and challenged the ban*". Canada argued that since
none of the other industrial countries, nor the World Health Organisation, nor the
International Labour Organisation, banned asbestos, the US should not do so either.
Canada argued that the US should instead have a controlled use policy similar to other

611

countries®'' and that the EPA’s ban was not necessary in light of the international

consensus that asbestos products could be safely regulated®'*.

“P54 Fed Reg 29400 (1989).

S orrosim Proof Futings v 1.1 No 89-4596.

V'K E. McSlarrow. ~International Trade and the Environment: Building a Framework for
Conflict Resolution™ (1991) 21 Environmental Law Reporter 10589 it 10592,

2 1hicd at 10594,
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In 1989 the EU prohibited imports of meat and mcat products derived from cattle to
which certain hormones had been added for growth purposes in response to public
concern about the effect of the hormones on human and particularly small children’s
health®*. Canada and the United States both used the hormones, and challenged the ban.
The challenge formed the basis of a long running dispute before the GATT/WTO® .
Canada and the US challenged the ban on the grounds that international food standards set
in Codex Alimentarius did not prohibit the hormone, and therefore neither should the EU.
This dispute was decided under the Agreement of Sanitary and Phytosanitary Measures,
rather than under the GATT 1994. However, a similar argument based upon an
international standard to show that a country’s environmental measure is not necessary

could be presented before an MAI arbitration panel.

In arguing that another party’s environmental measure is not necessary, a party could
point to an alternative measurc which is based upon an international standard and which is
less MALI inconsistent. Based on the GATT/WTO jurisprudence, the existence of this
alternative measurc may be cnough for the panel to decide that the original measure is not
necessary, and is therefore MAIl illegal. However, if sustainable development is to be
achieved, the question for the pancl should be whether the measure is necessary to achieve
the standard of protection that the national government decides is appropriate for its

country.
3. Conclusion

If the GATT interpretation of ‘necessary’ is followed under the MAL, it is unlikely that

many of the performance obligations countries may wish to impose will be validated under

MW Dunicavy. “The Linuts of Free Trade: Soscreignis. Environmental Protection and
NAFTA = (1993) 51 University of Toronto Faculty of Law Review 204 at 221.

050 VMeasures Concermng Meat and Meat Products idlormones), Appcllatc Body Report.
WT/DS26/AB/R and WT/DS48/AB/R. 16 January 1998.
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the environmental exceptions provision. Requirements that an investor purchase a certain
level of recycled paper from local sources, or that they use domestic renewable supplies of
encrgy or locally grown organic food are all liable to be challenged on the basis that a less
MAI inconsistent measure would have been to legislate across the board, rather than to
impose requircments upon investors only. A MAI arbitral pancl following the GATT
interpretation would not consider a party's arguments that it is more effective to target
foreign investors through performance obligations. It may indeed be more effective for
countries to use performance obligations, as if these are imposed pursuant to a contract
they enable a country to sue an investor for breach of contract as well as apply a statutory
penalty when an investor breaches the obligation. Requiring investors to use local organic
products may also be the most effective measure a country can use as it more easily
allows a country to monitor whether the products are actually being produced in a way
that is better for the environment. An MALI arbitration panel may not consider these
arguments. Foreign investors could also challenge the necessity of performance
obligations by arguing that the country should have commenced international negotiations
to achieve their environmental aims. Finally, an investor could argue an environmental
performance obligation was unnccessary on the basis that it aimed to achieve an level of
environmental protection which was higher than the accepted international standard. Each
of these arguments may make it very diflicult for a country to show that imposing a
performancc obligation upon a foreign investor to achieve environmental protection is

‘necessary .

D. Jurisdiction

One delegation would like to alter exception (c), which permits performance obligations
which are aimed at conserving living or non living exhaustible natural resources, so that a
country may only seek to protect living and non living exhaustible natural resources in its

Jurisdiction (alteration in italics). This delegation wants to make it clear that the provision
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has no extra-territorial ramifications®". This is a common concern among countries who

believe that if a state makes lcgislation which has an extra-jurisdictional application it

impinges upon another state’s fiscal and political sovereignty*'*.

Ironically, the same
countries have not expressed concern that the MAI will bind states for at least 20 years to
a single economic system and vision and impinge upon their sovereign right to make laws

with respect to foreign investors and economic policy gencrally.

It is important that the MAI allow countries to impose performance obligations which aim
to protect the environment outside of their jurisdiction, as the environment knows no

nl?

jurisdictional boundarics®'’. Many actions have transboundary environmental spillover

. effects and even global effects*'*

. A country may scek to protect a part of the environment
that is partly, but not solcly, in their own country - a shared resource. Many countries are
party to international environmental treaties which protect shared resources such as air,
the ozone layer, and threatened species. A country who imposes a performance obligation
upon an investor to purchase locally produced energy from renewable sources may be
doing so in order to protect the shared resources of air and climate. A country who
imposes a performance obligation on an investor to usc a specific level of recycled paper
from local supplicrs may not have any significant timber itsclf and thercfore may be acting

solely to protect forests in other jurisdictions.

It is thercfore important that exception (c) does not include the jurisdictional limit that one
delegate has suggested. However, even if does not, it is still not clear whether the MAI as

currently drafted will permit countrics to protect the environment outside their

“MAI draft text i note 3.
“H.L. Thaggent. “A closcr look at the Tuna-Dolphin case™ in J. Camcron. P. Demarct and D.
Geradin (cds.). Trade and the Favironment (London: Caumcron May, 1994) 69 at K1,

g panerson. "GATT and the Environment™ (1992) 26 Journal of World Trade 99 at 107.

SN, Grimwade. Internanonal Tracke Policy (London: Routledge. 1996) at 346.
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jurisdiction. The preamble to the MAI does not provide any assistance in this matter. It
provides by reference to the Rio Declaration that states have the sovereign right to exploit
their own resources pursuant to their own environmental and developmental policies. This
indicates that states should not impose performance obligations with extra-territorial
effects. However, the Rio Declaration also provides that states should co-operate in a
spirit of global partnership to conscrve, protect and restore the health and integrity of the
Earth’s ecosystem, which indicates that cxtra-territorial measures are important. If just
one of these principles were included it could be useful for interpretation, but both
effectively cancel the effect of the other out in the context of considering jurisdictional

issues.

The GATT jurisprudence on this matter is indeterminate. In 7una /, the Panel rejected the
notion that a country’s environmental measure which afYected trade could have an extra-
jurisdictional application and remain GATT legal*"”. However in 7una I/ the Panel held
that “Article XX (b) does not spell out any limitation on the location of the living things to
be protected.... The nature and precise scope of the policy arca named in the Article.... is
not specified in the text to the Article, in particular with respect to the location of the

O

living thing to be protected.

In Shrimp Turtle India, Pakistan and Malaysia argued that according to customary
international law, nations should recognise the sovercignty of others and the principle of
non interference in the internal atYairs of another state. They stated that in the absence of
language to the contrary, the GATT should be interpreted so that it does not extend to
measures taken by one state to protect the health of organisms or conserve natural

(]

resources in another statc™'. The US replied that nothing in the provisions suggested a

““Pancl report a1 5.32.

60,

Pancl rcport i 5.31.

62

'Pancl report at 3.157.
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jurisdictional limit, thercfore one should not be implied**. The Stwimp Turtle Appellate
Body did not decide the matter. It noted that in the specific circumstances of the case
before them, there was sufticient nexus between the United States and the migratory and

()

endangered turtle populations

While the GATT jurisprudence does not decide the question of whether extra
jurisdictional legislation to protect the environment is valid or not, some guidance on the
issue may be obtained from the recent Shrimp Turtle case. In this case, the Appellate
Body suggests that the validity of a particular law with extra jurisdictional effect will
depend upon how that law was made. A country can seek to protect the environment
which is outside its jurisdiction by negotiating with the other states concerned and taking
multilateral action, or by taking unilateral action. If the country takes mulitilateral action, a
law with extra jurisdictional eflect will probably be GATT legal. If it takes unilateral

action, the measure will probably be GATT illegal.

. Multilateral Action

Many environmental treatics have already been concluded, and many more will probably
be concluded, through which countries aim to protect resources, plants and animals which
are either partly or completely outside of their territory™*. In Shrimp  Turtle the US noted
that:

“there has been a long standing practice, continuing through today, of contracting
parties maintaining measures to protect and conserve animal and plant life and
health outside their jurisdiction. There has never been a historical distinction
betwceen the protection of domestic plants and animals and non-domestic plants
and animals."**

“2pancl report at 3.159.
3 Appellatc Body report at 133,
“ASuch as CITES. the Basel Convention. the Montreal Protacol. and the 1CCC,

“Spancl rcport a 3. 194,
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The fact that states make international environmental agreements indicates that the
international practice is to allow states to take action which aftects parts of the
environment not within their jurisdiction. Such international practice can be used to

0

interpret a treaty document”™* and would indicate that extra - territorial legislation may be
permitted as fong as it is made pursuant to an international agreement. In support of this
contention the Rio Declaration which is incorporated in the MAI contemplates that states
will make international environmental agreements and in fact provides that states should

co-operate in a spirit of partnership to protect the environment.

In Shrimp  Turile, the Appellate Body stated that the US should bave engaged in serious,
across the board negotiations with the objective of concluding a bilateral or multilateral
agreement for the protection and conservation of sca turtles before it took unilateral

action®”’

. It noted that consensual and multilateral procedures were available and feasible
for the establishment of programs for the conservation of sca turtles, and that the US
should have availed itself of these™™. While the Appellate Body did not need to decide
whether the US measure would have been valid if the US had conducted multilateral
negotiations, it did indicate that the measure would have been looked at more favourably

if this had been the case.

However, in some cascs the ncgotiation of an international agreement will not be the best
way to protect the environment. Housman and Zaclke state that international agreements
take a long time to negotiate, and countries may wish to act quickly when they perceive a

developing environmental threat®™. As noted in section C (2) of this part, the standard of

626

Articlc 31 (3) (b) of the § ienna Convention states thit the subscquent practice of partics can be
considered when interpreting o treaty.

(‘17Appcllallc Body rcport at 106,

62

*Appellate Body report at 170,

“YR. Housmian and D. Zaclke ~Trade. Environment and Sustainable Development: A Primer”
(1992) 15 Hastings lnt"’1 and Comp. L. Rev. 535 a1 S48.
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protection that an international agreement sets may represent the lowest common
denominator and not provide the level of protection a country believes is necessary.
Countries may therefore wish to take unilateral action, either to protect the environment
themselves, or to force other countries to come to the table and begin to negotiate an

Hh

international agrcement®".  Arc unilateral measures which have an extra-territorial effect

GATT legal?

2, Unilateral Action

In Tuna /, the US banned imports of tuna from Mexico because the Mexican
government’s policy on tuna fishing did not meet the standards the US thought were
necessary to protect dolphins. The Panel held that the US could not make unilateral laws
which affected Mexico in this way, as that would lead to a situation where “each
contracting party could unilaterally determine the conservation policies from which other

ol

parties could not deviate™"', which was unacceptable. It held the US measure was GATT
illegal. In Stwimp Turile, the Appellate Body stated that the unilateralism of the US
measure to protect sea turtles was one of the factors which led to its conclusion that the

I‘l‘:

measure was not GATT lcga

In summary. the validity of a country’s law which imposes performance obligations on
foreign investors with the aim of conserving the environment outside of that country’s
jurisdiction is unclcar. The MAI preamble offers no assistance, and the GATT
jurisprudence is inconclusive. However, statements of the Appellate Body in the Shrimp
Turile case indicate that measures which have an extra-territorial effect which are taken
pursuant to a multilateral treaty will probably be held to be valid. Those which are taken

unilaterally will probably be held to be invalid. This means that under the MALI a country

630 I,

M panc Rcport at 5.32.

6

“Appcllatc Body rcport at 172,
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will probably have to impose its performance obligations pursuant to an international
environmental trcaty, or at lcast show that it made extensive cfforts to facilitate an
international agreement before it unilaterally imposed the obligations. This may not be the

best way to protect the environment.

E. Arbitrary and Unjustifiable Discrimination

Under the GATT, if a mcasurc can be shown to fit within one of Article XX (b) or (g) it

must then be shown to come within the ambit of the chapeau""'

. A country must show
that the measurc it has implemented has been applicd in a manner which is not arbitrary or
unjustifiably discriminatory and is not a disguised restriction on international trade.
Similarly under the MAI a performance obligation which aims to protect the environment
must not be applied in an arbitrary or unjustifiable manner or constitute a disguised

restriction on investment.

The Shrimp Twritle decision is the seminal case on what constitutes arbitrary and
unjustifiable discrimination. The Appellate Body held that the standard should be applied

on a case by case basis, as the content and contour of the standard varies according to the

(3%)

case’”. Howcver, the standard is generally one which assesses the good faith of the party

invoking the exception”'* and is designed to prevent an abusc of the environmental

Hi0

exceptions” ™. The Appeliatc Body found that the United States had not met the standard

of good faith required by the chapeau for several reasons.

First, scction 609 banned shrimp imports into the US from countries whose policies did

“SShrump Turtle Appellatc Body rport it |18-11Y.

&4 Appellatc Body report ar 120,

“‘“Appcllalc Body rcport at 15%.

36 Appeltate Body report at 151.



179

not require the use of TEDs and which were not identical to the regime of the US. The
Appellate Body found that the application of a rigid unbending standard to other countries
without considering their environmental or developmental position was unjustifiably
discriminatory. So was the practice of the US not to certify countries who had similar, but
not identical, turtle protection regimes. It was arbitrary of the US to require certification
based on the same policy standard in other countries without giving them a chance to be
heard or review the decision. Finally, as noted above, it held the US should have engaged
in serious, across the board negotiations with the objective of concluding a multilateral

(X))

agreement before they acted unilaterally*"’. The US failed to meet the chapeau’s

requirement that parties usc the environmental exceptions in good faith and do not abuse

or misuse them""*.

The duty to act in good faith already exists under international law*™. The Iicnna
Convention Article 26 states that “every treaty in force is binding upon the parties to it
and must be performed by them in good faith.” Good faith is also a general principle of

international law""

. It requires that parties to a treaty deal honestly and fairly with each
other, represent their motives truthfully, and refrain from taking an unfair advantage.
Specifically, it means that a state should not exercise its rights to fictitiously mask an
illegal act or evade an obligation®'. The Appellate Body in Shrimp Turtle stated that the
customary international law principle of good faith “prohibits the abusive exercise of a

state’s rights... a treaty obligation must be exercised bona fide, that is to say,

637

Appcllate Body report it 166,

(X1 ]

Appellate Body report in 156,

“Lrance - Nuclear Tests 1C) Rep 1974,
“1. Brownlic. 'rmciples of Public International Law 3" ¢d. (Oxford: Clarcndon Press. 1990) at
19. and American Cascbook Scrics /nternatiemal Law Cases and Materials (USA: West Publishing
Company. 1980) it 8.

“"North Holland Encvelopedia of Public Iternanonal Law Volume 1 (Amsterdam: Elscvier
Publishers. 1995) at $99-601.
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reasonably™*"*. As a gencral rule of international law, the principle of good faith does not
need to be explicitly mentioned in a treaty because it is implicit in all treaties™*. If this is
so, why has the chapeau, which the Appellate Body indicates is aimed at preventing an
abuse of the exceptions provisions and requires parties to act in good faith, been included

as part of the environmental exceptions provision in the GATT and the MAI?

One reason for the chapcau’s inclusion in the GATT could be that some developing
nations are concerned about environmental measures being use as disguised restrictions on
trade which form protectionist barricrs. They argue that environmental quality is a luxury
good and fear that their growth and development will be truncated by policies targeted at
environmental conservation objectives. They talk of ‘green” or ‘eco’ imperialism*'. They
also fear that the environmental exceptions provision could allow certain states to impose
their environmental standards upon others in an arbitrary and unjustifiable way by
imposing unilateral trade restrictions. They make a strong argument that standards should
not be unilaterally imposcd based on the fact that the vulnerability of the environment is
not the same everywhere, awareness of environmental problems is not the same
everywhere and resource availability varies from country to country*®. India in particular
has opposed the inclusion of environmental provisions in economic treaties™. The
inclusion of the chapeau therefore alleviates some developing country concerns about the
GATT.

“2 Appellatc Body report at 158,

““North Holland Enevelopedia of Public International Law Velime [ (Amsterdam: Elscvicr

Publishers. 1995) a1 599-601.

oy, Wihalles. Trade and Fnvironment Bevond Smgapore (USA. National Burcau of Economic
Rescarch. 1996) a 39,

et 'V Lang. "Tradc and Enviromuent: progress in the WTO?" (1997) 27 Environmental Policy
and Law 275 a1 276,

““R. Housiman and D. Zaclke ~Trade. Enviromment and Sustainable Dcvelopmient: A Primer”
(1992) 1S Hastings Int’t and Comp. L. Rev. 535 a1 58%.



This responsc may explain why the WTO, which includes developing countries and is
sensitive to their concerns, has included a chapeau which mandates good faith. However,
it does not explain why the developed countries of the OECD are secking to include it in
the MAI. Developing countrics are not represented in the MAL. Why then does the MAI
environmental exception provision include a chapcau which has been interpreted as

preventing parties from abusing the exception and as providing for good faith?

One answer is that the provision in the MAI that a performance obligation not be arbitrary
or unjustifiably discriminatory is nor a test of good faith. The provision is aimed at
ensuring that partics consider the principle of investment liberalisation with paramountcy
to the principle of environmemtal protection. The MAI is a treaty that is directly aimed at
liberalising investment. In so liberalising, it specifically prohibits parties from requiring
investors to achieve a certain level of domestic content or to purchase a certain level of
domestic goods or scrvices. When partics decide to impose these performance obligations
to protect the environment, they do so in full awareness that they are deviating from the
overall goal of investment liberalisation in order to achieve the alternative goal of
environmental protection. Parties consider the principle of investment liberalisation and
then decide that in order to protect the environment they must depart from that principle.
They are required by international law to do so in good faith, and investors or other
countries who doubt that a party acted in good faith can challenge that party’s action
under the MAI dispute resolution provisions. To require that a party prove that the
measure is not arbitrary and is justifiable is actually to make them consider the principle of
liberalisation again, giving it a paramount position. This will not lead to sustainable
development. Sustainable development requires that environmental and economic
considerations be integrated in development decisions, not that economic considerations

should be considered with paramountcy.
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F. Conclusion

In the Shrimp Turtle case, the complainants argued that in becoming a member of the
WTO, the US had agreed to accept imports of shrimp whose harvest and sale in the US
market might mean the extinction from the world of sca turtles for all time*”. The
previous interpretation of the GATT environmental exceptions provisions gave the
complainants the scope to make such an environmentally insensitive argument. The same
argument may be able made under the MAI, and it probably will be because the MAI

language is so similar to and cven more restrictive than the GATT.

The only measures which deliberately or incidentally affect investment that the MAI

parties can implement in order to protect the environment are foreign investor
performance obligations which relate to domestic content or purchasing. Parties cannot
be excused from implementing cnvironmental measures which breach national treatment or

most favoured nation obligations™"*.

Many domestic content requirements will be able to be justificd if they are applied to
protect human, animal or plant life or health, or to conserve an exhaustible natural
resource. However, obligations which relatc to labeling and environmental impact
assessment may not able to be classificd under these heads. Due to the incorporation of
the precautionary principle in the MAI preamble it is arguable that countries may not need
substantial proof that lifc or health is being endangered, or that a resource is exhaustible,
before they implement the performance requirement. However, this is not clear and will

depend upon an arbitral body s interpretation of the preamble.

The biggest hurdle countries will face in utilising the environmental exceptions provision

“TPancl report at 3.146.

SExcept 10 the extent that these relate to performance obligations.
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will be to show that a performance obligation upon foreign investors is necessary to
achieve the overall policy aim of environmental protection. Investors could successfully
argue that the country should have enacted across the board legislation or negotiated an

international agreement in preference to imposing a performance obligation upon them.

Nations may not be permitted to impose performance obligations which have an
extraterritorial effect. This could seriously inhibit a country’s ability to protect the
environment. Finally, the requirement that the performance obligations be shown to be
justifiably discriminatory and not arbitrary could be argued to have been included by the
negotiators to ensure that partics give greater weight to considerations of investment
liberalisation than to environmental protection. If this is so, it is contrary to the approach

that sustainable development requires.

If the environmental exceptions allowed under the MAI are interpreted as similar
provisions under the GATT have been, they will not ensure that countries can achieve
sustainable development. They will not allow governments to make many laws which

derogate from the principle ol tree investment to protect the environment.

V. Investor-State Dispute Settlement Provisions

Sustainability requires that a national government have the ability to pass the most
appropriate environmental laws for its country. Whether a state does in fact pass such
legislation depends upon that state’s cvaluation of the consequences of the law. In
Chapter 2 it was noted that some countrics may not increase their environmental
regulation for fear of increasing costs to investors and driving them away. Some nations
may be preparcd to accept this risk because the need for environmental protection laws is
so great. But under the MAI nations face more than simply the risk of investment fleeing
because they have passed an cnvironmental law. They face the risk of being taken by an

investor before a dispute resolution panel set up under the MAI where they will have to
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justify their environmental law based on extensive scientific evidence and prove that it is
not discriminatory®”. And they face the further risk of having to pay compensation to the
investor for having caused loss or damage to that investor or for having expropriated the
property of that investor. This section will deal with the investor-state dispute resolution

provisions in the MAL.

A. Scope of the Provisions

One of the first things to note is that providing for investor-state dispute resolution means
that many more disputes will be brought before a panel than under state-state dispute

. settlement. Under statc-state regimes many investment disputes do not reach the
economic threshold necessary for the investor's home state to become involved in the
dispute. Governments look to the general interest to decide whether to bring a claim,

(311}

rather than the interest of a single investor"™. There may be many political, financial and

other reasons that a state may be reticent 1o institute proceedings against another state®'.
Providing investors with the right to challenge host governments directly removes this

brake upon the number of disputes pursued.

The MALI provides that foreign investors can invoke the dispute settlement procedures by
alleging that the host country has breached an MALI obligation which causes loss or
damage to the investor or its investment. This paper will now analyse the elements of this

provision.

“Except if it 15 a performance obligation which fits within the exceptions provision.

%15 the WTO Dispute Sciilement Mcchanism Responsn ¢ to the Needs of Traders”” (1997)

Jourmal of World Tradc 147 it 14X

“STM.W. Dunlcany. “The Limits of Free Tride: Sovercigniy. Environmental Protection and
NAFTA = (1993) S1 Umiversity of Toronto Faculty of Law Review 204 at 237
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l. Loss or Damage

As noted in chapter 3, the investor does not have to prove that it has suffered actual loss
or damage - just that damage is imminent. Neither does the investor have to show that
damage is imminent in relation to an existing investment - imminent damage to a planned
investment will suffice. Whether damages are recoverable or not due to remoteness would
be established in the proccedings, but remoteness does not condition the institution of

proceedings.

2, To the Investor or Their Investment

The definition of investment in the MAL is very broad - it covers property, shares, rights
under contracts, licences, leases, mortgages, and every kind of assct owned directly or
indirectly by a forcign investor. [f any of an investor’s assets is damaged, the dispute
provisions can apply Further, it damage pertains to an actual investor rather than its
investment, the provision applics. For example, if a host state expropriates some land
owned by an investor without compensating that investor, the investor may claim it has
lost its investment. If the state in the course of expropriating the land states that it is
doing so becausc the investor is not fit to own it, the investor can also claim that the state

has damaged its reputation and goodwill.

3. Breached an Obligation

A breach of any obligation under the MAI will trigger the provisions. For example, if a
host state has already approved a foreign investment subject to a performance obligation
such as an export requirement, the state will breach its MAI obligations if it continues to
hold the investor to the obligation. If the host state treats two foreign investors
differently. it will be in breach of'its most favoured nation obligation. The obligation that
most commentators belicve will Icad to the greatest number of claims is the obligation not

ns2

to expropriate””. Countries are gencrally not permitted to expropriate the investment of a

“2W. Cranc. “Corporations Sw allowing Nations: The OECD and the Multilatcral Agreement on
Investiment™ (1998) 9 Col. J. Int’1 Eow. Law and Pol'y 429 at 447. T. Clarkc and M. Barlow. A1/ the
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foreign investor, dircctly or indirectly, or take any measures which have an equivalent
effect.  They are permitted to cxpropriate when the public interest is at stake as long as
they provide prompt. adequate and cfiective compensation at fair market price. This

paper will focus primarily on states’ potential breaches of the expropriation obligation.

4. Procedure Under lnvestor-State Dispute Provisions

Investors have a choice of forums before which to bring their complaints. If a host state
makes the MAI enforceable in one of its own courts, the investor may choose the relevant
court. Otherwise, the dispute can be heard by arbitration panels set up under the
Convention on the Settlemem of Investment Disputes Between States and Nationals of
Orther States (ICSID)**Y, the Additional I-acility Rules of the 1CSID Convention®™, the
Arbitration Rules of the United Nations Commission on hieriational Trade Law
(UNCITRAL) rules or the Rules of Arbitration of the International Chamber of
Commerce (ICC Rules). Each of these forums has different procedures, and a limited
jurisdiction to deal with certain types of disputes. The investor may choose any forum

which has the jurisdiction to deal with the issues in dispute.

ICSID panels are independent arbitration panels established under the auspices of the
World Bank to hear legal disputes between governments and private investors which arise
dircctly out of an investment®** Pancl members are sclected from a rotating board of

people with “high moral character, (and) recogniscd competence in the fields of law,

Mulilateral A greement on nvestinent and the Threat 1o Canadian Sovercigniy (Canada: Stoddiant Books.
1997) at 46. and S. Shnbnun, “The MAI and Disputc Scttlement”™ in A. Jackson and M. Sanger (cds.)
Dismantling Demaocracy: (Canada: Canadian Center for Policy Altcrmttives. 1998) 48 at 48,

38oth the host cousutry and the investor’s homce country must be imcmbers.
“*These miles can be uscd if only onc of the states involved is a member.

935G. Schwarzenberger. Foregn Investments and International Law (New York: Frederick A.
Pracger. 1969) m 142,
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(YATY

commerce, industry or finance™". Since the ICSID was established in 1966, 26 disputes
have gone before it. cight of which have ended with an award on the merits®’. The
UNCITRAL panel is sct up under the United Nations and governs disputes arising out of
contracts or other disputes. The International Chamber of Commerce (ICC) panel is
constituted under the International Chamber of Commerce. This forum provides
independent experts who act as neutral arbitrators"™. Its mandate is to deal with
‘international business’ disputes, which includes a wide range of transactions. Panels of
the ICC under the MAI will consist of three people, with a chair who is not affiliated with

either the state or the investor involved.

. Under the MAI when an environmental regulation which afYects investment is challenged
the parties go to a tribunal which spccialises in the sctticment of business disputes. They
do not go to a specialist environmental tribunal. The panel members are experts in
commercial and investment disputes - not in environmental measures. The panel can
request scicntific evidence on an environmental issue from a scientific or technical review
board. This board will be selected from among highly qualified independent experts after
consultation with the parties to the dispute and the panel must take the scientific evidence
into account when preparing its decisions*”.  However, the dispute will be discussed
within the overarching context of the investment regime™”. The investment agreement is
the constitution of the arbitration pancl, and the panel’s primary goal is to see that the

agreement functions smoothly and the parties are faithful to it. This does not mean that

“*“Article 14

STE VK. Fitzgerald. R. Cubero-Brealy and A. Lehnumn, 7ie Development implications of the
M (UK: Umiversity of Oxford. 199%) at 34

%2 A. Kronfol. I'rotcctm of Foreign Ivestment (Netherlands: A.W. SijtholT Imcrnational
Publishing Company. 1972) it 139,

“Investor -State Dispute Scttiicment si4 (d).

““M.W. Dunlcavy. “The Limits of Free Trade: Sovercignty. Environmental Protcction and
NAFTA = (1993) 51 University of Toronto Faculty of Law Review 204 at 236.



environmental issues cannot be dealt with at all, but it does mean that the issues are heard

060

in a forum which gives priority to other issues™'. Due to this, Dunleavy states that dispute

resolution systems such as the one the MAI provides are probably not effective or

sensitive mechanisms to deal with investment and environment matters™>.

This paper will now analyse the expropriation clause, which commentators believe will

give investors the greatest cause to invoke the dispute settiement procedures.

B. Expropriation

1. What Constitutes Expropriation?

The MAI prohibits direct or indirect expropriation or any regulation having the effect of
expropriation, as some investors fear that government regulations may result in the
indirect expropriation of their assets. Nwogugu states that.

*...the deprivation of title from an owner may be achieved under the camouflage of
governmental acts which by their nature do not ordinarily constitute a taking of
property. This is indirect expropriation. Often, the use of the... regulatory
power.... is carried out so subtly that there is a gradual deprivation of the
constitutive rights of property. A state may achieve its purpose of ‘nibbling the
foreign property owner to death’ by *sidestepping an outright and explicit taking'.
This process is sometimes referred to as *creeping expropriation. ™

Would environmental regulations amount to an indirect or creeping expropriation under
the MAI?

Expropriation is not defined in the MAI. The commentary states that the provision is

Y thidd at 236,

“2rhtdd an 249,

g ). Nwogungu. The Legal Problems of Foreign Investiment in Developmg Countries (UK:

Manchester University Press. 1963) at 23,
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intended to cover creeping expropriation

. but what preciscly constitutes an
expropriation must be determined with reference to international law™*. This is
problematic because international law on the issue is not settled*. Expropriation is
generally thought of as the compulisory taking of private property by the state®’, or the
deprivation of a right of property held by a foreign investor by a state*™*. However, some
states’ actions which have the cffect of depriving a right of property or which considerably

Y

affect foreign interests may nor be expropriation™”. Due to political differences between

nations there is little agreement on the exact actions that may be termed ‘expropriation™™.

(a) United Nations Resolutions
United Nations resolutions on this issue may indicate the position of international law.

While resolutions "are not unanimous sources of law™"'

. they “are evidence of the recent
dominant trend in international opinion™*. The U/N Resolution on Permanent

Sovercignty Over Natural Resources 1962 and the Charter of Economic Rights and

“ A1 30, The connmcntan also states that an expropriation will not be construced is having
occurred il nation cancels i pernnt beciuse an investor no longer mects the conditions for it. 1 offers
no othcr assistince in inlcrpreting “cxpropriation .

#5Gection 14 states that any issucs in dispute will be decided “in accordance with this
Agrcement. interpreted and applicd in accordance with the applicable rules of international law™.

%491 Brownlic. Principles of Public International Law 4" ¢d (Oxford: Clarcndon. 1990) at 531.

“7n ). Harris. Cases and Matertal on Internattonal Law 3" ¢d. (London: Sweet and Maswell.

1983) at 422.

““*1. Brownlic. Principles of Public nternanonal Law 3" ¢d (Onford: Clarcndon. 1990) i §32.

uﬂll/.
bl an 432

""l.lh_ruu American O Company: v Covernmient of Libvan Jrab Republic 200 ILM (1981) 1 ("the
Liamco casc™) at 103,

62
77

“}GA Res. 1803 (XVI1) G.A.O.R 17" Scssion. Supp 17 p.15. adopted 87 votes to 2. 12
abstcntions.
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Duties of Siares 19747 both confirm the rights of nations to conduct expropriation. In
doing so they indicate that the national law of the host state, as well as international law,
should govern the terms of the expropriation. Based upon this if an act constitutes an
expropriation under the law of the host state it also docs under the MAL. Therefore
whether there is an expropriation or not will always depend in part upon the law of the
host state. This means that investors are subject to numerous different expropriation
regimes, which is contrary to the aim of the MAI to provide investors with more certainty
and predictability. Thercfore investors will probably argue that the drafters of the MAI
could not have intended that the question of what constitutes expropriation be decided on
the basis of national laws and that the UN resolutions should be ignored.  They could
support their argument by stating that the International Court of Justice has noted that the
resolutions are essentially political documents and should not be relied upon to indicate
international law"’*. In any case. several developed countries, such as the United States,
France and the United Kingdom voted against the resolutions and have consistently
aftirmed their objections to them, so the documents could not be applied to disputes

(]

involving those countries"™.

(b)  lInternational Jurisprudence

There are few international arbitration cases which deal with the issue - most cases on
expropriation deal with the amount of compensation to be paid, rather than whether there
has actually been an expropriation. This is because in most cases a direct legislative act of
or declaration by a state will makc it obvious that an expropriation has taken place. For
example, in the Liamco case the Libyan government legislated to expropriate the property

on

of a foreign national. In Assers of Hungarian Germany®” a German national’s property

“MGA Res. 3281 (XNIX) 14 ILM 251 (1975), adopted 120 voles to 6. 10 abstentions.

678

Texaco v Libva (1977) S3ILR 389: 17 ILM | (197%). at paragraph 73.

151 Brownlic. Iruciples of Public International Law 3" cd (Oxford: Clarendon. 1990) a1 533.

7701967 ILR 32. 565
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was vested by dccree in the State of Netherlands. In other cases, while a country may
deny that it has expropriated asscts, the evidence will clearly show that government action
has resulted in the direct compulsory acquisition by the state of private property, which all

countries agree is expropriation*™.

At least one international case has decided that expropriation includes indirect acts. In
Starrett Housing Corporation v Iran™”, a US company was involved in a housing project
in Iran. The company was forced to leave in the midst of a revolution after the government
froze some of their assets and the majority of their work force had to leave because they
were being harasscd. The government took over the project but did not pass any law or
decree under which the project was expressly expropriated™. The arbitrator stated that
“measures taken by a state can interfere with property rights to such an extent that these
rights are rendered so useless that thev must be deemed to have been expropriated, even
though the state does not purport to have expropriated them and the legal title to the

property remains formally with the owner™*".

Kolvenbach states that any one of a combination of government acts, at one or other time,
can constitute an indircct expropriation™. Therefore a series of government acts to
regulate an industry over time and climaxing in an cnvironmental regulation may so

severely restrict an investor’s usc of an asset that the final act leads the investor to be able

M envennti and Bonfant SRL v The Govermment of the Popular Republic of the Congo. (1980)

67 ILR 345. An ltalian companys in i joint venture with the Congo govermment was forced to Icave the
Congo becausc of thrcats to the dircctor's lives and becinise the government dissolved the entity they were
in i joint venture with.

“™3 Iran-US CIR 122, 23 ILM (1984).

SUALITLS,

AL,

R2W. Kolvenbich. F'rofection of Farergn Investments (Deventer: Kulwer. 1989) ag 247.
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to claim that the actions should be described as an expropriation™*. There have been no
cases dealing with whether an environmental regulation alone will be an indirect
expropriation. It appears from the cases such a regulation can be considered an indirect
expropriation in international law if it is very invasive and renders the investor’s asset
useless. This is an extension of the expropriation law in most countries which requires
that there be an actual “taking™ before an expropriation is found. Shrybman states that the
international law position has been greatly influenced by the US (the complainant country
in most cases) position which reflects the fact that private property rights are enshrined in

nK

the constitution in that country™®. The right to own property is not a constitutional one in

most other countrics.

If an environmental regulation which interferes with an investor to such an extent that its

“private property rights arc rendered uscless™™*

and therefore expropriated. the state may
be able to justify its breach of the MAI on the basis that the regulation was made for a

public purpose.

2. Public Purpose
Expropriation is permitted under the MAL if it is for a public purpose. If an environmental
regulation can be construed as being for a ‘public purpose’, it will not result in a breach of

a party's MAI obligation not to expropriate. Brownlic states that “'a loss caused indirectly

“**Howcver. not all acts winch affcet a forcign imstor will be cxpropriation. An incidental

regulation such as onc wlich causes o currency devaluation which affects o forcign investor will not
amount 1o expropriation. Tehar Claim. (1953) 20 ILR 211,

“S. Shrybman. “The MAL and Dispute Scitlement”™ in A. Jackson and M. Sanger (cds.)
Dismantling Democracy (Canadar. Canadian Center for Policy Alicrnatives. 1998) 48 at 6. For examplc,
in Loretto v Teleprompter NManhattan CAT1 Corp 458 US 419 (1982). the US Supreme Coun held that a
New York law requinng the installation of cables on a property was an wicrference with property rights
which amounicd 1o in expropriation and required compensition.

BS\tarrent Housmg ¢ wrporation v Iran. 4 lem-US CIR 122, 23 ILM (1984).
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by health or planning legislation and the concomitant restrictions on the use of property™ ¢
will be an allowable public purpose expropriation under international law. Unfortunately,
public purpose is not defined in the MAIL. The position under international law is not
helpful - not only is public purpose vague, but whether a public purpose will in fact excuse
an expropriation is unclear. For cxample, in the Licmco case, the arbitrator stated that “the
public utility principle is not a nccessary requisite for the legality of nationalisation. 1t is
often mentioned... but there is no international authority to support its application to
expropriation. Motives are indifferent to international law. ™" However, in the British

Petroleum™

case, the arbitrator stated that an expropriation would be illegal if it were
made for a purely political rcason and was arbitrary and discriminatory, and therefore that

motivation and public purpose should be considered.

It is not clear in international law and therefore under the MAI whether an environmental
regulation will be considercd as amounting to an expropriation, and if so, whether it may
be MAI legal because it is for a public purpose. The MAI should include a definition of
expropriation to clarify the position for both states and investors and to ensure that
environmental regulations which have the eftect of expropriation are nevertheless
permissible. 1 the MAI docs not include such a definition, several cases which have
recently been filed under NAFTA could form a precedent for investor-state disputes under
the MAI®”. In cach of these cases the complainant alleges that an environmental

regulation has amounted to an expropriation.

%1 Brownlic. I'rnciples of Public International Law 3" cd. (Oxford: Clarcndon Press. 1990) at
538

"'7I.lhrun American Od Company v Government of Libvan Arab Republic 20 ILM (1981) | (Cthe

Liamco casc™) al 103,
®81970) S3 ILR 297,

“-Environment Still Major Issuc in Talks on OECD's Multiliacral Investment Accord™ (1998)
21 Intcrnation:tl Environment Reporter 46 at 47.
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C. Claims by Investors under the North American Free Trade Agreement

1. NAFTA Provisions

Chapter 11 section B of NAFTA 1994 establishes a mechanism for the settlement of
investment disputes betwcen a NAFTA country and an investor in another NAFTA
country. This section represents the first time that two OECD countries have included
such a provision in an agrcement between themselves*™. The section provides that an
investor in another country can, on its own behalf or on behalf of an enterprise that the
investor owns or controls directly or indirectly, claim that the host country has breached a
provision in chapter |1 section A" which has resulted in loss or damage to that
investor"”. A breach of Article 1110, which prohibits expropriation in the same way that
the MAI does, will trigger the dispute settlement. So will a breach of Article 1106 which
prohibits performance obligations similarly to the MAL, and article 1102 which contains a

similar national treatment obligation to the MAI.

2, Ethyl Corporation

Ethyl Corporation is a Virginia based company, and the solc owner of Ethyl Canada.
Ethyl Canada owns and runs an MMT processing facility in Ontario. MMT is a fuel
additive in unlcaded gasoline. On 25™ April 1997, the Canadian government passed the
Manganese-bascd Fuel Additives Act™® (* Act’) which prohibits anyone without a licence

from importing or interprovincial trade in MMT.

The Canadian government passed the legislation after it became concerned that MMT was

“M) Kirton and J. Soloway. . {ssessing NAFTL s enviraonmental effects: Dimensions of a
Sramework and the NAFTA regme < NAFT Workmg Paper 1 (Canada: CEC. 1996) a1 28, This type of
clausc exists in iy BITS between OECD countries and i descloping couniny.

“"'Or anticle 1503(2) or 1502(3)a).

anicle 1116, 1117,

SC 1997, ¢
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not permitted in several states in the United States including the states with the highest
levels of air pollution*”. 1t banned MMT on the basis of evidence which showed MMT
was highly toxic at high levels and that its indirect effects could be hazardous to human
health. Indirect effects included that MMT plugs catalytic converters so that they operate
less efficiently and release other toxic air pollutants™*. While the government did not have
evidence which proved beyond doubt that MMT had hazardous direct effects at low
levels, it “decided that it's prudent, based on the precautionary principle, to ban the import

and interprovincial transport of MMT ™

The government could not rely on an environmental basis to ban MMT as it did not have
evidence of its dircct harmtul cilects, only evidence of its indircct effects™’ Therefore
Canada designed the Act in view of constitutional issues and banned trade in MMT, rather
than prohibiting Canadian manufacturers from producing it and selling it within the same
province. “The restriction of import and interprovincial trade in a product is a method
employed by the Canadian federal government, within its sphere of constitutional
competence, to regulate trade, health and environment .. Its usc here and in other
regulatory schemes is in no way an attempt to target foreign investors or to favour

ALY

Canadian investors. The penalty for importing or trading in MMT was $1,000,000 or

owr

3 years imprisonment

Ethyl Canada was the solc importer of MMT to Canada. and obtained its supply from

MStatcment of Defence para 33,
“SStatcment of Defence para 62.

“-Trade Action Aganst MMT Best Answer to Emironmental Problem, Official Says™ (1997)
20 lntcrmational Environment Reporter 153 0 153

o7 I,

“MStatement of Claim para 79.

PSection 14.
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Ethyl. Once the MMT was partly refined in the US, it was imported to Ontario and then

/L1l

distributed across Canada™. Therefore the Act prohibited Ethyl Canada from conducting
business as it had been. Ethyl sought relief of $251,000,000 and interest on the basis that
its assets had been expropriated and that Canada had breached its NAFTA national

treatment obligation and had imposcd an illegal performance requirement.

(a) Expropriation

Ethyl claimed that the Act terminated Ethyl Canada’s long term ability to participate in the
octane enhancement market in Canada because it did not manufacture MMT in Canada. It
claimed that due to this Ethyl Canada might be forced to close down™". It claimed that
this amounted to an expropriation of Ethyl’s asscts because it was an unreasonable
interference with them™* It further claimed that the Act had adversely affected the
company’s rcputation and goodwill to such an extent that they too were expropriated.
Canada replied that while the Act had placed a restriction on importing MMT., it did not
‘take’ Ethyl’s property, and therefore could not be said to have expropriated anything™*.
In any case, Canada argucd. the Act was an exercisc of' a public purpose that was

recognised in international law to excuse an illegal expropriation.

(b)  National Treatment

Ethyl claimed that because the Act banned the import of MMT while permitting it to be
sold domestically within cach province the Canadian government had breached its
obligations to provide treatment no less favourable to foreign investors than it did to its
own investors. The result of the Act was that if Ethyl, the sole importer of MMT,

“wanted to maintain its presence in the Canadian octane enhancement market, it would be

"™Stcment of Claim pari 8-Y.
™Statcment of Claim para 23,
™ 2Staement of Claim para 27.

™Satement of Defence it 93-95,
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required to build a MMT manufacturing, blending and storage facility in each Canadian

province™ ™.

Canada replied that the fact that Ethyl was the sole importer of MMT was
merely a reflection of the current industry structure and could not give rise to a breach of
national treatment. If it did, “general measures affecting foreigners who are currently or
temporarily sole supplicrs in a given market would always have national treatment
consequences. The substance of the measure, not solely the relevant industry structure at
a given point in time, must be assesscd to determine its effect on national treatment

obligations.”™*

(c) Performance Obligations
Ethyl claimed that the Act would breach the NAFTA prohibition on performance

obligations in three ways™

. It would require Ethyl to use MMT that was produced in
Canada, it would require Ethyl to build an MMT plant in cach province, and it would
require Ethyl to use Canadian labour to continue its operations because it was not
commercial to opcrate in any other way. Canada replicd that Article 1106 was a
prohibition on governments imposing direct and specific performance obligations upon an
investor. It was not a prohibition on any regulatory scheme which required investors to

h(1})

do something™ . The Act was a way of removing MMT from petrolcum, not of ensuring

preferences to local industry and labour, and therefore did not breach Anrticle 1106.

Article 1114 of NAFTA states that the provisions in chapter 11 shall not be interpreted 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”. Canada

™MStatement of Claim para 1 3.
™Suatement of Defence para X0,
Statcment of Claim para 43,

MStatement of Defence it 6.
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therefore argued that the Act was part of Canada’s framework 1o address air pollution and
was permissible under Article 1114. The Canadian government also defended the Act on
the basis that the NAFTA prcamble stated that it had a right to establish its own level of

domestic environmental protection™.

(d) Outcome
The Canadian government scttled the case. It agreed to immediately end the MMT trade
and import ban and to pay Ethyl $13 million compensation if Ethyl agreed not to pursue

its claim™

. The government also issued a statement that MMT was not a health risk.

. The Canadian government argument on performance obligations was probably its
strongest. The Act did not require Ethyl to do anything - it simply meant that if Ethyl
wanted to continuc to produce MMT, it would have to do so in each province. The
argument on national treatment was not as strong. Even though the Act may not have
seemed discriminatory upon its face, it had the effect of discriminating against a foreign
investor. The act only affected Ethyl - a foreign investor - it did not affect any domestic
investors. Even though the Act had this effect quite simply because Ethyl was the only
importer of MMT, given the purpose of NAFTA to liberalise investment and the
constitutive bias of the tribunal the case would go before, it is foresccable that a breach of
national treatment could have been found. Canada’s argument on the expropriation was
not strong. Ethyl was cflcctively prohibited from continuing to conduct business in
Canada because of the Act  Given the state of international law on expropriation, a panel
could have found that Ethyl’s assets had been so interfered with that they were rendered

uscless.

The government stated that “we didn’t settie with Ethyl because of the NAFTA challenge,

"™ Statcment of Defence at 71.

"™-Canada Gasoline Additne Lawsuit Called Poor Test of NAFTA Environmental Impact™

(1998) 21 Intcrational Environment Reporter 946 at 946.
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we settled because of the Agreement on Internal Trade (AIT) challenge™™, and one
commentator does not believe that this case was a good test of how the dispute resolution
provisions will affect environmental regulation as the scientific facts on the environmental
and health impacts of MMT werc in doubt’'. However, most commentators believe that
Canada was forced to settle because of the strength of Ethyl's™ expropriation claim.
Herman states:

“The legal concept of expropriation and the protection afforded under NAFTA
provisions go beyond traditional legal concepts. The MMT case... illustrates
governments arc at peril if they adopt measures having the effect of expropriating
foreign-owned assets, directly or indirectly. It shows using trade instruments to
achieve public policy goals must be meticulously thought out and supported with
impeccable scientific backstopping. ™™

Another commentator states

“The investment provisions in Chapter |1 of NAFTA pose a threat to the NAFTA
countrics’ environmental standards by permitting challenges of democratically
passcd laws before a dispute panel of trade officials.... Chapter 11 puts the onus on
governments to justify measures on purely objective terms without being able to

use the precautionary principle™"*.

2 Metalclad
Metalclad, a US waste treatment corporation, has filed a claim against Mexico under the

NAFTA investment provisions. The basis of the claim is the Mexican government’s

T-US firm hats Ottawa with NAFTA lawsuit”™ Globe and Mail (21 August 1998) B2. The AIT
chatlenge was filed i April 1997 by Alberti. Quebeg. Saskitchew:n and Nova Scotia who claitied that
the Act imposcd unnccessan measures to triade contran to the AIT.

"Canada Gasoline Addun e Lawsuit Called Poor Test of NAFTA Environmental Impact”™
(1998) 21 Intcrnational En ironiment Reporter 946 at 946.

" Herman. “Expropriation takes on new meaning: MMT casc scis far reaching precedent™ The
Financial Post (28 July 199%) 13,

H-Canada Gasoline Addin e Lawsit Cailled Poor Test of NAFTA Environmental lmpact™
(1998) 21 Intcrnationial Ens ironment Reporier 946 at Y46.
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refusal to allow them to operate a notoriously polluting Mcxican waste disposal facility’*.

The site was previously operated by a Mexican company who illegally confined 20,000
tons of hazardous wastes on the site. The site was shut down and the area was declared
part of an ecological zone. Metalclad had already bought the site and after it was declared
an ecological zone they requested permission to clean up the site and begin using it again.
The local government refused to give Metalclad a building permit based on its zoning and

community opposition to the site being reopened™*

Metalclad secks compensation of $90 million, based on arguments that its asset has been
expropriated and that the Mcxican government has breached national treatment

Ti6

obligations by not allowiny it, a forcign investor, to operate the site’*. Crane states that

Metalclad's argument on expropriation is its strongest one’'’. The company claims that it
g prop g p

|7|l

has invested more than $22 million on cleaning up the landfill’* and that this money will

effectively have been expropriated if they are not allowed to operate the site.

3. SD Myers
SD Myers is a company bascd in Ohio which transports and processes wastes

contaminated with PCBs. It collects wastes in Canada and transports them to Ohio for

T Clarke and M. Barlow. A1/ the Multilateral Agreement on Investiment and the Threat (o
Canadian Sovereignin: (Camada: Stoddan Books. 1997) at 86.

TH-US Firm to Submit Clasm for Arbitrtion 10 Pancl over Mexico's Action on Waste Site™
(1997) 20 lcrnintional Eanironment Reporter Y56 at 956.

%M. Swenarchuk. “The MAL and the Environment™ m in A. Jackson and M. Sanger (cds.)
Dismentling Democ racy (Canada: Canadian Center for Policy Alternatines. 1998) 120 127.

"W, Cranc. “C orporations Swallowing Nations: The OECD and the Multilimcral Agrecment on
Investment™ (1998) 9 Col. J. 1nt’l Env. Law and Pol™s 429 at 452.

T"Mctalclad stated that it did so without i penit beciuse no domestic operitors obtilined onc.
and it thought this was the practice.  ~US Firm (o Submit Claim for Arbitration to Pancl Over Mcexico's
Action on Waste Site™ (1997) 20 International Environment Reporter 956 i 956,
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processing’”. In 1995, the Canadian government prohibited people from exporting PCB

720

wastes’“". This mcant that SD Myers could no longer continue to conduct business in

Canada by transporting wastes to the US.

The ban was in place for 15 months and then rescinded. SD Myers claims that during the
ban they lost more than $10 million. They base their claim partly on national treatment,
stating that the ban discriminated against US investors who wanted to treat the waste in
America while allowing Canadian investors to treat waste in Canada’™™'. They also claim
that the effect of the ban was to totally frustrate their Canadian operations and constituted

an expropriation™. The case is currently in arbitration.

4. Sun Belt Water

Sun Belt Water Inc is a Santa Barbara company. |t formed a joint venture with a
Canadian company to export watcr from British Colombia to California in super-tankers.
The BC government imposed a moratorium on bulk water exports, and the venture could
no longer operate. The Canadian company and Sun Belt sued the BC government, and
the Canadian company scttled. Sun Belt has filed a claim under NAFTA claiming that
their share of the venture has been effectively expropriated and that the BC government
has breached national treatment obligations by settling with the Canadian company and not

them. The claim is for $220 million in damages and lost profits™".

"YS1atcment of Claim para 1-3.

2 Order in Council #1992-261. February 26 1996. This order prohibited wastes being exported
from Canada to the US - a previous order in 1990 had banncd PCB wastc from being cxported from
Canada to anywhere othicr than the US.

" Statement of Claim para 1.

22Stacment of Clanm para 14,

3Scoficld. “BC water caport ban brings US lanwsint™ Globe and Mail (9 December 1998) B
and BY.
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This case is especially important as the Canadian federal government is proposing to
prohibit the export of bulk watcr resources™. Such a measure could lead to numerous
claims of expropriation by forcign investors. Two other cases have recently been filed
under NAFTA™

D. Conclusion

The MAI does not define the terms expropriation or public purpose. This could create a
situation where a foreign investor interprets these terms very differently to a signatory
nation. This situation could be prevented by the inclusion of universally understood terms

in the text™"

. It also means that the wide US view of expropriation based on the sanctity
of property rights is arguable and will probably be argued by investors seeking maximum
compensation. Such has been the recent experience in cases filed under NAFTA. The
recent NAFTA cases may be an important indication of how the MAI provisions will be
used, with onc important difference. According to Crane, Article 1114 in NAFTA could
absolve a nation from liability for expropriation where the country undertakes the
expropriation to ensure that investments are sensitive to environmental concerns™’. The

MAI does not contain such a provision.

While the Canadian government had the resources to defend their actions in the Ethyl

dispute, many small nations may not have such resources. Crane notes that out of the 100

chgul,\ . Water tap will be hisrd to shut off Globe and Ml (16 Februan 1999) at
htp:/ihcglobeand mail.com

20nc where a Canadian company is suing the US. and another where a US company is suing
Canada. Scoffiled ~Another US firm sucs Ottawa under NAFTA™ The Globe ind Mail (16 February
1999) at http:/thcglobeandniiil.com

72w Cranc. “Corporations Swallowing Nations: The OECD and the Multilamcral Agreement on
Investment™ (1998) 9 Col. J. Int’l Env. Law and Pol’y 429 at 448,

2T hid at 447.
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biggest economies in the world, S1 are corporations and 49 are countries™*. Developing
countries have far fewer resources than many multinationals and may be reluctant to pass
environmental regulations which may have the cftect of triggering the dispute resolution
procedures. Dunleavy states that this raises the possibility of interested industries lobbying

through the disputc process to have environmental laws altered’™”.

Many developing countrics have not yet established a comprehensive environmental law

framework to deal with developed nation industries”

. As industries spread and
developing nations begin to legislate to deal with the pollution they may produce, these
nations face the difficulty of having their legislation challenged on the basis that it breaches
the MAI national treatment obligations. 1If an environmental regulation affects a foreign
investor in a way which appears discriminatory the dispute resolution procedures will be
triggered. Forcign investors who have a monopoly in a particular arca will be in the
strongest position to arguc this, as they can show that the environmental regulation can
never affect a domestic investor’"'. Even if the country can successfully argue that the
effect is simply the result of market structure and not discrimination, they will have to go

through extensive litigation to do so
VI.  Conclusion

if the MAL is to lcad to sustainable development and decrease the ecological footprint of

development spurred by investment, it must permit national governments to adopt

byl at 483

M. W. Dunlcin v. "The Lamuts of Free Trade: Soveraignty. Env ironmental Protection and
NAFTA = (1993) S1 Uninersaty of Toronto Faculty of Law Review 204 at 237.

7M. Swenarchuk. “The MAT and the Environment™ in in A. Jackson and M. Sanger (cds.)
Dismantling Democracy (Canada: Canadian Cenier for Policy Alicrnatives. 1998) 120 a1 126-7.

™)t sccms ironic that monopolics. which arc usually powerful investors. may receive the greatest
protection under the MAI.
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whatever environmental regulations are appropriate for their country. It must also contain
provisions which prevent countries from lowering their environmental standards in order
to attract investment. It does not do cither of these and therefore may not lead to

sustainable development.

Neither of the not lowering standards provisions in the MAIl are likely to have a substantial
effect upon many countrics’ behaviour in regard to lowering or not enforcing their
environment laws. One draft provision docs not prohibit countries from lowering their
environmental standards and ncither provision provides for effective dispute settlement if

countries do.

The preambie does not include a strong iteration of the concept of sustainable
development, or of the precautionary principle, or of the poliuter pays principie.

Therefore it will probably have a negligible effect upon the interpretation of the MAL It
does however include a statement that the agreement should be implemented in
accordance with international environmental law which may allow countries to protect the
environment under international treaties notwithstanding that this may result in a breach of
the MAL.

If the environmental exception to the performance obligations provision is interpreted
similarly to the GATT cnvironmental exceptions it may provide only rare justification for a
state’s domestic content performance obligations in order to protect the environment.
Under the provision it is arguablc that countrics may be required to show that their
legislation was the least investment restrictive option and was made in accordance with
international standards. Countrics will almost certainly be required to conduct extensive
international negotiations before they legislate to protect any part of the environment out
of their jurisdiction, regardless of the likely effectiveness of such negotiations or the

imminent danger to the environment.
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With little scope in the MAI for countries to justify their environmental measures,
countries will be exposed to being challenged by foreign investors when they pass an
environmental law which affects foreign investors. This may have a substantial chilling

effect upon the passage of environmental legislation.

The MALI will probably not lead to sustainable development and by restricting states’
latitude to regulate investment when it affects the environment may in fact lead to an

increase in the environmental footprint of development.
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CHAPTER §: CONCLUSION AND RECOMMENDATIONS

I Conclusion
A. The Need for an International Investment Agreement

Prior to the mid 1980s, most international investment was in the form of foreign direct
investment and flowed primarily between the United States, Japan and the countries in
European Community. Most countries in the world who received foreign investment
sought to restrict and regulate it in order to obtain the maximum advantage they could
from it. Therefore, international investors were faced with a myriad of different
establishment regulations and performance obligations wherever they sought to invest.
Several attempts were made at an international levei to liberalisc and codify these laws but

none was completely successful.

The process of globalisation has proved to be more successful than the international
initiatives and has led to substantial liberalisation of national regulations on international
investment, though even today no country allows international investment into its
jurisdiction without at lcast monitoring it. Globalisation has also facilitated a massive
growth in foreign direct investment and in new forms of international investment such as
portfolio investment and debt financing. Both developed and developing countries have
started to competc for forcign investment, believing that it will spur their economic
growth. Most foreign investors have responded to this and begun to invest in ever
increasing amounts in the emerging markets in some developing nations. The face of

international investment has changed dramatically in a very small time period.

This has led to international investors calling upon their home countries to negotiate an
international agreement on investment both to provide them with certainty, predictability,

and non discriminatory trcatment and to provide a greater impetus for liberalisation.
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Without such an agreement investors argue that they will not be able to continue
increasing investment at the rates the world has become accustomed to. At the same time,
critics of uncontrolled international investment and many developing nations argue that
investors, who are often powerful multinational corporations, should be bound to a
corporate code of conduct. Globalisation reduces the ability of national governments to
regulate international investors, and therefore negotiating an international binding code is
one of the most cffcctive ways that nation states can continue to regulate investors to

ensure they are not disadvantaged by it.

The OECD., an institution primarily formed of developed nations, responded to these calls

for an international investment agreement and in 1995 began 10 negotiate the MAL.

B. The Criteria for Assessing Whether the MAI Will Lead to Sustainable

Development

International investment which is facilitated by the MAI has the potential to decrease the
ecological footprint of development. |t could lead to the transfer of clean technology. It
could increase peoples’ living standards to such a level that they begin to demand better
environmental protection and are willing to pay for it. It could lead to a more efficient
allocation of resources. However, it also has the potential to increase the ecological
footprint of development. It could exacerbate the market's failure to include
environmental degradation as a cost of production. It could lead to an increase in overall
consumption and ncgative scale cffects. It could precipitate natural resource sell-offs in
countries whose currency is destabilised by the rapid movement of portfolio investment. It
could lead to the formation of pollution havens in toxic industries when countries are

willing to lower their environmental standards in order to attract investment.

Due to its potential negative environmental impacts the MAI must allow countries to

regulate foreign investment when it becomes clear that investment is having a negative
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impact upon their environment. The most effective way for countries to do this in the face
of globalisation is to ncgotiatc an international code which makes investors responsible for
the environment they operate in. However, as an international agreement represents a
consensus, countries should also be permitted to implement different environmental
measures when their population or specific environment requires it. The MAI should also
include a provision which prohibits countries from reducing their environmental standards

in order to attract investment.

The above discussion gencratcs three criteria which the MAI should meet if it is to lead to
sustainable development.  The first criterion is that it should provide a certain, liberalised
and non discriminatory legal regime for international investment. The second is that it
should govern multinational investor behaviour. The third is that it should allow countries
to regulate international investment when it becomes clear that investment is having a

deleterious eflect upon the environment.

C. Evaluating the Multilateral Agreement on lnvestment

In relation to the first criterion, the MAI mandates cextensive liberalisation of national
investment regulations and will provide considerable stability and certainty to international
investors. [t contains a wide definition of investment which means that the MALI provides
protection to all of the existing and emerging ways foreign investors are conducting their
activities. 1t obliges countrics to provide most favoured nation and national treatment to
investors. 1t provides investors with access to a neutral dispute resolution procedure
when an investor suflers any loss due to a state party breaching its MAI obligations or

expropriating an investor's asscts.

In relation to the second criterion, the MAI does not govern multinational corporate
behaviour. It includes the non binding OLCD Guidelines for Multinationals and specifies

that they will retain their non binding status.
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In respect of the third critcrion, the MAI will not provide states with sufficient latitude to
regulate investment when it becomes clear that the MAl is having a negative impact upon
the environment. It contains some provisions which directly conflict with a state’s ability
1o protect the environment, such as the national treatment obligation which arguably
prevents states from imposing cnvironmental laws which aflect a single foreign investor.
The environmental exception provision provided in the MAl is so limited in scope and sets
such high standards that it unlikcly to be effectively utilised. For example, countries may
be required under the provision to prove that the performance obligation they have
instituted is based on irrefutable cvidence of environmental harm and that they conducted
international negotiations beforc imposing the obligation. The ‘not lowering standards’
provision included in the MAI is not likely to influence states’ behaviour to any significant
extent. Due to these deficiencies the MALI will probably not lead to sustainable

development.

il. Recommendations

Some provisions in the MAI could be altered so that it is more likely to Icad to sustainable
development. Altering the drafl provisions will require extensive negotiation among
parties, and given the resistance of many business organisations to the inclusion in the
MALI of provisions which relate to the environment, the negotiations are bound to be
protracted and difticult.  Altering the draft provisions will also require a comprehensive
analysis of the eflects and consequences of the suggested changes to determine whether
they will in fact lead to sustainable development and whether they will unacceptably
compromise the ability of the agreement to liberalise investment and to provide certainty

to investors.

In light of these problems, this chapter now highlights some provisions of the MAI which
should be altered if it is to forestall unacceptable environmental damage and suggests how

the provisions could be altered to ensure that the MAI achieves sustainable development.
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A. A Code for Investor Responsibility

Gro Bruntland, the Chairman of The World Commission on Environment and
Development which wrote Our Common Iuture™ stated that “with greater freedom for
the market comes greater responsibility™™'. However, this will not be the experience of
investors under the MAI. The investment market will be greatly liberalised under the MAI
yet the investors in that market will not be accorded any greater responsibility.
Specifically, they will not be accorded any responsibility for the environment. The OECD
guidelines that are incorporated in the MAI preamble and annex do not bind investors and
the annexing provision specifies that, at least in connection with the MAI, the guidelines

will always be non binding,

The MAI could ensure that whatever standard of conduct or code of responsibility it
prescribes for investors is binding and enforceable  Even though international investors
will not be parties to the MAI and therefore can not be bound by #. individual countries
could require investors to follow a code which prescribes standards for behaviour.
Countries could do so by requiring an investor to sign a contract agreeing to be bound by
an MAI code of intcrnational cnvironmental standards before that investor is permitted to
establish an investment. if the investor fails to act in accordance with the standards, it will
breach the contract. If the MAI requires parties to seek this agreement from investors,
any county who allows a foreign investor to establish an investment without first signing
the agreement will be in breach of its MAI obligations. In this way foreign investors could

become subject to a binding and enforceable code of environmental responsibility.

The OECD Guidelines for Multmational Enterprises (Cthe guidelines’) set behavioural

™The World Connmssion on Euvironment and Devclopment Cur Common Future (Oxford:
Oxford University Press. 1987).

™Cited in S. Schimdhciny with the Business Council for Sustainable Devclopment. Changing
Course (USA: Massachuscits Institutc of Technology. 1992) at 1.
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standards for foreign investors which are relatively broad and non specific. They are
currently being reviewed by the MAI negotiating tecam which aims to make them more
detailed and specific.  However, even as currently drafled the guidelines provide the basis
for a set of internationally regarded behavioural standards for multinational investors.
They state, among other things, that corporations should conduct environmental impact
assessments, implement cnvironmental management plans and use appropriate
technologies. They turther state that corporations should take account of the need to

protect the environment and avoid creating environmental problems.

The effect of national governments’ laws is lessening due to globalisation. However, once
a code has established a basic standard of conduct for investors with respect to the
environment and therefore ensurcd that investors are not completely exempted from
responsibility, it is important that countries have the ability to pass specific national laws
to regulate investors to protcct the environment. It is unlikely that after investors are
bound to a basic level of conduct (and given the relatively small cost to investors of
meeting environmental standards) they will move their investments to escape national
environmental regulations. National laws will still be of great importance in protecting the
environment and countries’ ability to make them should be greater than it is under the
environmental exceptions provision in the current draft of the MAIL. The next part

examines this point.
B. Broad Environmental Exceptions

The environmental exception (o the prohibition on performance obligations does not
provide countries with suflicient latitude to regulate international investment when it
becomes clear that such investment is having a negative effect upon the environment. The
environmental exception provision should be broadened in scope and altered in form.
Instead of using the restrictive GATT formulation, a new one which gives countries

sufficient latitude to protcct the environment should be designed. The current draft of the
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MAL states:

“Provided that such mcasurcs arc not applicd in an arbitrary or unjustifiable
mannecr, or do not constitutc a disguised restriction on investment, nothing in
paragraphs 1(b) and (c) (which paragraphs prohibit domestic content and purchase
requircments) shall be construed to prevent any contracting party from adopting or
maintaining measures, including environmental measures....

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

(c) necessary for the conservation of living or non living exhaustible natural

resources

A new draft could state.

“A contracting party may adopt any mecasurc which is inconsistent with their
obligations under this agrecement which will facilitate them in protecting their
national or the global environment.™

The following cxplains the clements of the new draft of the provision.

L “Inconsistent With Their Obligations™

Countries are becoming more reluctant to require performance obligations of specific
investors for fear of deterring them and are thercfore unlikely to utilise the exception
provided in the MAI in relation to performance obligations. Countries could be permitted
to deviate from any of their obligations under the MAI in order to protect the
environment, not just from the prohibition on performance obligations requiring investors
to purchase or use domestic goods and services. Specifically, they could be permitted to
deviate from their obligations to provide national treatment and most favoured nation
treatment to investors. They could be permitted to expropriate an investors™ assets (the
issue of compensation will be discussed below) in the course of protecting their
environment. 1" countries are to have suflicient latitude to regulate international
investment when it becomes clear that such investment is having a negative effect upon the
environment, they should be permitted to deviate from any of their obligations under the

MAI in order to protect the environment.



213

2. “Protecting the Environment™

The new provision could state that countries are ablc to detract from their MAI
obligations in order to protect ‘the environment’. The phrases *to protect human, animal
and plant life or health’ and ‘to conscrve living or non living exhaustible human resources’
which are used in the MAI do not encompass all of the purposes for which countries may
wish to implement environmental measures. On a related point, the MAI could specify
that countries are not required to conclusively prove that their measure will protect the
environment. If countrics are so required a regulatory chill effect may ensue. The MAI
incorporates a soft version of the precautionary principle in the precamble. To ensure that
the precautionary principle in fact governs the standard of proof that countries are
required to show, a harder version of the principle could be incorporated into the

agreement as a specific objective of the partics.

3. “Which Will Facilitate"

The MAI provision should not require that a country prove a measure is ‘necessary’ (o
protect the environment. This requirement is probably too rigorous to provide countries
with suflicient latitude to regulate for the environment  Further, it may be interpreted to
incorporate the notion that a measure will only be deemed necessary when it meets an
international standard of protection, rather than the level a specific country desires. The
provision could instcad statc that parties can take measures which *will facilitate’
environmental protection. This is a far less rigorous test, but by using the word ‘will’ the
test still incorporates the notion that a measure should be squarely aimed at environmental
protection. Using ‘facilitate’ also incorporates the notion that one measure alone may not

achieve environmental protection.

4. “Their National or the Global Environment™
As the environment is not constrained by jurisdictional boundaries it is important that
countries be able to act to protect the environment within their own jurisdiction and the

environment that they share with other countries. The question of whether the GATT
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environmental exception clause contains a jurisdictional limit has not been resolved by the
WTO/GATT jurisprudence. Unless the issue is made clear in the MAL, some countries
may argue that another has no right to act to protect the global environment without first
conducting extensive and potentially fruitless negotiations for an international
environmental agreement. Therefore a new exception provision could state explicitly that
countries may implement measures to protect either the environment within their

jurisdictional boundaries or the environment that they share with other countries.

S. The *“arbitrary and unjustifiable” Clause

The test that a measure should be shown to be justifiably discriminatory and not arbitrary
has not been included in the new formulation of an environmental exception. This clause
has arguably been incorporated in the MAI to ensure that the principle of investment
liberalisation retains paramountcy over the principle of environmental protection. If the
clause is interpreted 1o ensure this, it is contrary to sustainable development. If the clause
is interpreted as it was in the Slwamp Turtle Appellaie Body decision, it will require that
parties act in good faith and do not abusc the exception provisions. Parties are already
required to so act under international law. Thercfore, as the clause may either prevent
sustainable development or merely be superfluous it should not be included in any

formulation of an environmental exceptions provision.
C. Strong Preambular Language

The preamble to the MAl incorporates sustainable development. However, as it includes
a weak version of the concept of sustainable development, as well as a weak version of the
precautionary principlc and the polluter pays principic, the preambile is not likely to have a
substantial influence upon the interpretation of binding obligations. And while it includes
a statement that the MAI should be incorporated in accordance with international

_environmental law, it is not clcar what that law is.
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The preamble could include a strong version of sustainable development. Rather than
referring to the Rio Declaration and Agenda 21 it could include a specific articulation of
the principle which recogniscs the importance of integrating environmental and economic
decision making. The following, taken from principles 3 and 4 of the Rio Declaration,
may be appropriate:

*The parties wish to excercise their rights to development so as to equitably meet

the development and environmental needs of present and future generation. The

parties recognisc that in order to achieve sustainable development, environmental
protection shall constitute an integral part of the development process and cannot
be considered in isolation from it.”

This is a far stronger version of'the principle currently in the MAI. Further, by stating that
" the parties wish to exercise their rights to development in a certain way, this preambular
clause is on par with the partics’ other aim to establish a fair and transparent liberalised
investment regime. It is therefore unlikely 1o be overlooked as casily as a preambular
clause which merely recogniscs that sustainable development may be consistent with

international investment, as the current preamble does.

The preamble could include a separate clause which states that the parties wish to
implement the agreement in accordance with any international environmental treaties that
they are parties to at any time. The NAFTA Article 104 lists several environmental and
conservation agreements and allows parties to add other agreements in an annex for this
purpose. While this may be suitable for the NAFTA which only has three parties, it may
be more difficult for the number of partics in the MAI 10 reach agreement on which
environmental agreements should be included initially or added to the annex. Therefore
individual partics should only be bound to implement the MAI in accordance with the

international environmental agreements they are parties to.

While there are no instances at present of a specific obligation in a multilateral
environmental agreement (MEA) which conflicts with an obligation in the MAL, it is

foreseeable that MEAs in the future may contain some MAI inconsistent requirements.
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To deal with such a situation, a similar clause to the NAFTA Article 104 would be useful
to include. Such a clause could state:

“In the event of any consistency between this Agreement (the MAL) and a
requirement in an international environmental agreement that a party (of this
Agreement) is a party to, the requircment in the intcrnational environmental
agreement shall prevail to the extent of the inconsistency, provided that where a
party has a choice among cqually effective and reasonably available means of
complying with the requirement, the party chooses the alternative that is least
inconsistent with the other provisions of this Agrecment.”

This clause ensures the primacy of the international environmental agreement while
ensuring that a party docs not derogate from its obligations under the MAI unless it has no

other effective or reasonable option.

D. Not Lowering Standards Provision

The two versions of'a not lowering standards provision proposed by the negotiating group
are problematic. Only onc will be a binding obligation upon states and neither will give
parties access to the disputc resolution provisions in casc of breach. It is not clear
whether either clause will address the issue of parties who do not enforce their standards
rather than lower or waive them: And a formulation which uses the term “lower™ in

relation to environmental measures may restrict the regulatory options that countries have.

A new clausc could state that

1) “A party shall not waive, or offer to waive, or not enforce, or otherwise
derogate from environmental measures in order to attract or facilitate international
investment.”

2) A party shall not decide to not enact a new environmental measure or not
amend an cxisting one in order to attract or facilitate foreign investment.”

Part | of this clausc creates a binding obligation upon states not to waive their
environmental measurcs, and therefore provides states and investors with access to the

dispute resolution provisions in case a country breaches the obligations. 1t explicitly
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covers countries who choose not to enforce their standards in order to attract

investment’**

. and by omitting the word ‘lower’ does not restrict countries’ regulatory
options. Part 2 deals with the issuc of the regulatory chill in some developed countries
who decide not to implement better environmental standards because it would make their

own investors less competitive

E. Investor-State Dispute Resolution

Some commentators™™ belicve that the investor-state dispute resolution provisions should
be removed from the MAI altogether. This paper will not address this issue. Rather it will
suggest some ways in which the provisions could be altered so that they are not able to

used by investors to avoid environmental regulation

The MAI provides that a dispute resolution panel can request scientific evidence from a
board of independent scientific experts. However, these experts may only provide advice
and the final decision is made by panel members who are experts in financial and
investment disputes. Some commentators believe that the constitution of the panel means
this method of dispute resolution cannot eftectively deal with investment/environmental
disputes. This problem could be alleviated if an independent scientific expert could be
appointed to the pancl when there is an investment/environment dispute. Panels consist of
3 members. Parties are usually able to choose one member of the panel. The final panel

member could be a person with scientific expertise as well as knowledge of the investment
field.

n : . .
*As noted in € hapter 4. tlus paper docs not iddress the issuc of countrics who do not have
sufficient access 1o resources 10 enforee their civirommental measures.

T Clarke and M. Barlow. A1 the Mtultdateral Agreement on vestment and the Threat 1o
Canadian Sovercignn: (Canada: Stoddant Books. 1997) and A. Jackson and M. Sanger (cds.) Dismantling
Democracy (Camada: Canadian Center for Policy Alicrnatives. 199%).
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The provision which prohibits expropriation could define expropriation so that investors
cannot argue for a broad interpretation of the word based on the United States position
which is inconsistent with the position in several other countries. This would mean that an
investor could not claim that an environmental regulation has had the effect of
expropriating its asset simply because it cannot usc that asset in the same way it did prior
to the regulation. In cases where an environmental regulation interferes so much with an
investor’s use of its asscts that it docs amount to an expropriation, that expropriation
should be allowed on the basis that it is for a public purpose. Expropriations for a public
purpose arce permitted under the MAI, and public purpose could be defined to include laws

made for the purpose of protecting the environment

Investors whosc assets are expropriated should be able to receive damages. However, the
MAI should ensure that the damages claims are not so great that they chill a country’s will
to pass a new environmental law - This paper makes the following preliminary suggestion
which could be the subject of further study as to how to address this issuc. States could
be required 10 place some percentage of the revenue they receive from taxing international
investors into a special fund available only for payment to forcign investors whose assets
are expropriated by an environmental law. This will ensure that countries have access to
funds in case they expect to enact far reaching environmental laws and are therefore not

deterred from this goal.

in the recent Ethyl Corporation claim under NAFTA Canada argued that NAFTA Article
1114 should have been considered to legitimate their ban on MMT. This Anrticle states
that:

“Nothing in this investment chapter shall be construed to prevent a party from
adopting. maintaining or enforcing any mecasurc otherwise consistent with this
chapter that it considers appropriate to ensurc that investment activity in its
territory is undertaken in a manner sensitive to environmental concerns.”

Including a similar Article in the MAI could ensure that there is an underlying assumption
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that partics who regulate investors to protect the environment are acting legitimately, and

that nothing in the MAI may be interpreted to indicate otherwise.

F. Modified Definition of Investment

The negotiating team drafted a broad definition of “investiment’, which encompasses all the
current and emerging areas in which foreign investors invest, in an effort to ensure that the
MAI has a comprehensive application. The definition is so broad that it includes volatile
short term investments, the rapid movement of which can precipitate financial crises. This
is problematic for two reasons  First, it is arguable that volatile flows are not an efficient
use of capital. Therefore by incorporating volatile flows the definition is inconsistent with
the preamble to the MAI which states the aim of the partics is to tacilitate the efticient use
of capital. The sccond problenm is that some developing countrics have been observed
selling ofY their natural resources to alleviate financial crises caused by the movement of
volatile investment. This causes unnecessary damage to the environment in those

countries and is not a sustainable activity.

The definition of investment should be refined so that it excludes volatile short term
investments. This paper makes the following preliminary suggestion which could be the
subject of further study as to how the definition could be so modified. The modification
could take the form of a criterion that investment be of a long term nature. It could
prescribe a fee or penalty be levied on investors who claim their investments are long term
and therefore avail themsclves of protection under the MAI but move the investment

before it has proven to be long term.

G. Other Recommendations

1. Investment Incentives

Another problem with the MAI is that it does not regulate investment incentives. The
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incentives that some countries offer to attract foreign investment can be so great that they
distort the investment market and Icad to resource allocation incfficiencies. Countries
could be required to publish details of their investment incentive schemes. This may mean
that countrics are more circumspect in offering incentives, and therefore may lead to fewer

resource allocation problems.

2. National Treatment

While it is arguable that the MAI national treatment obligation incorporates the notion that
countries are only required to accord national trecatment to foreign investors when those
investors are in similar or comparable situations, the MAI could be amended so that it
explicitly incorporates the notion. This would prevent multinationals arguing that they
should be accorded the same trcatment as smail local firms who are involved in far
different activities. Therefore, if a multinational investor was the only investor in a
country affected by an environmental measure, it could not argue that the country had
breached national treatment because no domestic firms were subject to the same measure.
Multinationals who are in a monopoly position in any country, such as Ethyl Corporation,
would not be able 1o arguc that a country had breached national treatment by enacting a

regulation which affected only them.

H. Conclusion

The question posed in the introduction to this paper was whether the MAL incorporated
sound environmental principles which make it compatibic with sustainable development, as
supporters believe it does, or whether it could lcad to the environmental degradation that
critics assert it will. Perhaps not surprisingly, the answer this paper provides lies between
these two propositions. Indeed. the MAI has the potential 1o lead to positive impacts
upon the environment and to sustainablc development. However, as currently drafted it
negates some of the positive impacts it may have and largely prevents countries from

regulating investment which has a negative environmental impact.
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Sustainable development requires that development decisions, such as whether a country
should sign the MAI or not. be made in full light of their ecological consequences.
Countries should be aware that signing the MAI as currently drafied has the potential to
have negative consequences for the environment which they will not be permitted to
address. The challenge is to redraft the MAI so that the countries who sign it may be sure

they can continue to pursue sustainable development.
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