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I. Introduction 

Free Trade Agreements (FTAs) are trade policy instruments through which a country 
integrates deeper into global economic systems and processes. IDEAs has been 
following the issues involved in FTAs for some years now, looking at how these 
agreements have exacerbated the policy challenges before developing countries.1 The 
central message from these workshops and studies is that, given that globalization is 
only one component of a development strategy to enable countries to achieve faster 
economic growth, integration into the world economy through FTAs cannot and should 
not substitute for a national development strategy. Even as the experiences of Latin 
American countries provide sufficient evidence on the dangers of North-South FTAs, it is 
seen that South-South FTAs have become equally problematic, and increasingly so in the 
context of the inter-linkages between various commitments made in the multiple FTAs 
that countries are entering into. Several country experiences show that FTAs have 
increasingly generated conflicts within national economies and between countries, as 
more and more countries have shifted to export-led growth strategies. But market 
access gains through tariff liberalisation and other benefits of FTAs, including increased 
investment flows, have proven either elusive or short-term in nature and even 
disruptive for national economies. Despite this, developing country governments are 
increasingly resorting to FTAs, which involve profound commitments in public policy 
that drastically reduce or take away their ability to undertake measures for ensuring 
food security, industrial development, financial stability and environmental protection, 
all of which determine countries’ prospects for sustainable development.  

These consequences have come about primarily because of the distorted logic of FTAs 
(and ‘regionalism’), which is currently guided mostly or solely by the aim of increasing 
the profitability of the private corporate sector, especially the globalised sections within 
it. But, benefits from an agreement have to consider the implications of an FTA’s 
economic liberalisation commitments on the various other sectors of the economy and 
various other sections of a country’s people. It is also crucial to understand that FTAs 
also have an impact upon global public goods such as health, environment and 
international financial stability. 

Therefore, there is a need for policy coherence between the FTA commitments made by 
a country in areas such as investment, trade, intellectual property and others (across 
agriculture, industry and services) and its national development objectives. Within a 
regional FTA, these concerns need to be reconciled by the negotiating teams of different 
members for sustainable mutual benefit and for politically viable FTAs.  
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Given that FTAs are legally binding upon the signatory countries independently of the 
governments in office, the commitments undertaken by a government under FTAs 
reduce the ability of government authorities to modify their economic development 
strategy according to changing national priorities. It is therefore absolutely essential 
that more than in a world of autonomous liberalization, integration of a country into the 
world economy through FTAs has to be mediated on the basis of its development 
strategy, in order to ensure that faster growth that may follow from greater external 
integration translates into development outcomes. Against the backdrop of various 
existing country experiences, the purpose of this Policy Note is to provide an overview 
of the issues that need to be considered in detail while making such an assessment.  

The ensuing discussion attempts to analyse the core investment provisions in individual 
FTAs and also the links between trade and investment commitments across different 
FTAs, in order to come to an understanding of their overall impact on a developing 
country FTA partner’s policy space and thus on its development prospects.  

II. An Overview of Investment-related Issues 

Investment agreements are an important part of the legal and policy framework that 
governs cross border investments. These initially began to assume significance in the 
late 1970s with the increase in private capital flows into developing countries over 
traditional channels like overseas development assistance (ODA). Given the ownership 
advantages linked to proprietary assets and the lasting interest of multinational 
companies (MNCs), increase in private investments brought along the requirement for a 
system that provides safety and guaranteed returns on MNC investments into 
developing countries, many of which went through a period of post-colonial antagonism 
towards foreign capital. But following the debt crises of the early eighties, foreign direct 
investment (FDI) assumed an increasingly important role in the development strategies 
of several developing countries, as growth paradigms underwent the shift to 
neoliberalism.  

According to economic theory, FDI can contribute to a host country in three principal 
ways: (1) the financial capital invested by foreign firms; (2) the export market access 
provided by them; and (3) the faster technology development that is expected to occur 
through technology transfer as part of the FDI package. Together, these are believed to 
help the host country achieve faster industrial catching-up than is feasible otherwise, 
and thus contribute to the host country’s economic growth and development.  

Even while knowing that factors such as market size, growth, macroeconomic stability 
as well as created assets are more important, governments have used various incentives 
to influence the locational decisions of foreign investors, in an increasingly open and 
highly competitive global environment. Typically, incentives are offered to encourage 
investments into certain industries and activities in exchange for performance 
requirements. The latter have been part of national FDI regulatory frameworks across 
countries precisely because none of the above mentioned contributions of FDI that 
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enable faster catching-up by countries occur automatically. The experiences of 
countries like Japan and the Asian newly industrialised countries (NIEs) that developed 
rapidly and achieved domestic economic prowess in the post World War II years, and 
others in Asia and Latin America (such as the Philippines or Mexico) that did not 
experience similar development patterns have clearly established that only strategic 
utilisation of FDI-related policy measures can ensure that the foreign invested 
companies will establish substantial linkages with the domestic economy that translate 
into sustainable development outcomes and that foreign-invested sectors/segments not 
become enclaves (often with exploitative labour relations and severe environmental 
impacts). That is, performance requirements on the conditions of investment have a 
major impact on the overall results of an investment for the host economy. Therefore, 
governments must maintain the policy flexibility needed to obtain the maximum benefit 
from FDI and minimise its adverse consequences. 

But the ever-increasing competition among developing countries to play host to FDI led 
to an increasing need for bilateral investment treaties (BITs). In contrast with the 
earlier Friendship, Commerce and Navigation treaties that attempted to reduce risks on 
direct investments, most BITs have been part of a broader globalisation initiative to 
liberalise rules on investment. While many developing countries see these agreements 
as beneficial in attracting investments, studies have found that signing of investment 
agreements are not sufficient to attract investments on a sustainable manner.  

It is true that many developing countries have undertaken significant autonomous 
liberalization of their FDI regulatory regimes that have allowed increased FDI flows in 
many sectors. However, autonomous liberalization of FDI policies and the binding of 
liberalization measures under investment agreements have quite different implications 
and outcomes, given that the latter takes away host countries’ policy space to regulate 
the conditions of investment and the operations of foreign invested firms. In particular, 
since the late nineties, developing countries have been entering into a complex web of 
bilateral and regional free trade agreements (FTAs) and deeper preferential trade 
agreements going by names such as Comprehensive Economic Partnership Agreements 
(CEPA) and Comprehensive Economic Cooperation Agreements (CECA). Many of these 
have investment provisions and sometimes a separate article or an agreement on 
investment.  

The purported central objective of these investment provisions continues to be the 
substantial reduction in investment risks.  However, political economy pressures arising 
from financial sector liberalisation involving an entanglement of financial sector 
interests across countries, and the lack of success with international investment 
agreements covering cross-border capital flows has meant that their implicit (and 
recently, explicit) objective has moved beyond investment protection to mean 
investment liberalisation. This is why most FTAs have begun emulating BITs and are 
moving away from “narrow” to “broad” definitions of investment, wherein, various 
other forms of capital flows are included in investment besides FDI. The liberalisation 
objective has meant that in addition to national treatment and most-favoured-nation 
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(MFN) treatment for investors, investment provisions in FTAs have also come to include 
“market access” (which is essentially a trade concept). Guaranteeing market access in 
investment in a sector simply means giving up host country policy flexibility to regulate 
entry of foreign investments in that sector.  

Given the widespread shift towards export-led growth models, FDI is also increasingly 
perceived by developing countries as a key channel to establish linkages with globally 
integrated international production and distribution networks for improving their 
international competitiveness. Thus, a major motivation for extending the scope of even 
South-South FTAs to include investment liberalisation and facilitation has been to 
facilitate restructuring or rationalisation of production and services activities across the 
region. This is because the combined regional market that allows tariff-free access to 
the members’ markets, together with investment liberalisation, removes the need for 
MNCs to maintain horizontal national operations in different members.  

But integration into global production and marketing networks without building 
adequate domestic capabilities will make a country’s production and consumption lines 
dependent on other countries’ production systems and make them highly vulnerable to 
external economic conditions. Further, instead of importing to meet domestic supply-
demand mismatch, countries will get into a model of importing most products for 
consumption (and production), with serious adverse implications for domestic 
industrial capabilities, with consequent negative effects on employment,  balance of 
payments, and eventually, economic growth.  

Apart from relative labour costs and the availability of natural resources, MNCs choose 
their investment locations based on the industrial and technological capabilities of the 
host country for the particular segment of the production process that they plan to 
relocate, and other economic factors such as macroeconomic stability and predictability 
of the regulatory environment.  While strict rules of origin in a bilateral or regional PTA 
can force localisation of certain parts of the production within the original PTA 
members, broader region-wide trade liberalisation removes the need for MNCs to 
maintain horizontal national operations.2  

But, broader PTAs with cumulative rules of origin enhances the possibility of sourcing 
inputs from the larger region at preferential rates or duty-free, which allows MNCs to 
locate different segments of the production process for a particular product in different 
countries (with competition now spread across a wider set of countries), and export to 
or import from those countries. A combination of broader and overlapping FTAs can 
also lead to the scenario that an MNC can locate the entire production process for a 
particular product in a single country that it considers the most suitable (with inputs 
sourced from the home country itself) and import tariff-free into all other markets in 
the region. Thus, the rationale of production sharing through regional and global 
production networks can mean that output and employment creation from the setting 
up of a production unit by an MNC in one country are offset by:  
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a. output and/or  job cuts in the same company’s other facilities in another country (in 
the region); 

b. output and/or job losses, because facilities are closed in other countries in 
conjunction with the new investment; or  

c. output and/or job losses, because of closures by domestic companies that cannot 
survive the increased foreign competition.  

The fact that developing country firms have emerged as outward investors together 
with the political economy of financial sector liberalisation is the other reason why the 
main objective of investment provisions in South-South FTAs too has gone beyond 
investment protection and promotion to become the liberalisation of restrictions to 
entry and establishment of investment (market access), followed by the eliminations of 
“discriminatory” operational conditions not just in the case of investments known as 
“commercial presence” (that is, FDI), but other forms of investments as well.  

While the expansion of relocative FDI especially from the 1980s onwards allowed for 
the recognition of a more complex relationship between FDI and trade by economists, it 
has not been well understood that the subsequently increased role of regional and 
global production networks also implies that South-South FTAs are driven by these 
same interests. In the context of increasing outward investments by developing country 
firms, it has been seen that large capital from the developed and developing economies 
behave similarly and seek increased market access (for exports and FDI) and greater 
profits. Thus, the interests of export-oriented businesses and outward investors have 
become the main driving force and central deciding factor of many developing country 
governments’ approach and positions in FTA negotiations.  

 

The emergence of developing countries’ export interests and increased number of 
outward investors from developing countries in particular sectors (say, some labour-
intensive manufacturing sectors, or services like hospitality, healthcare, education, 
information technology or IT-driven services or certain agricultural commodities) have 
meant that these interests come to dominate the negotiating position of developing 
country governments. This has often meant that with the prospect of increased market 
access (for exports or FDI or both) for these sectors from the FTA partner (in both 
North-South and South-South FTAs), countries make deep and binding liberalisation 
commitments across sectors to the detriment of their national development objectives.  

But benefits from an agreement have to consider the impact of an agreement on all 
sections of the society and the externalities of investments. In order to balance the 
private benefits with the public good, developing countries need to maintain the policy 
space required to establish effective linkages of foreign invested enterprises with 
domestic economy. Thus, while maintaining national policy space in North-South FTAs 
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remains to be of crucial significance, equally significant is to maintain the policy space in 
South-South FTAs. 

Policymakers must keep in their mind that export sectors and outward investors often 
consist of only small proportions of their populations and there are the remaining 
sections of the population whose developments interests are equally important. It must 
be understood that the development options of the latter are dependent on the policy 
choices being made. Further, the sustainability of exports and outward investments 
itself depends crucially on developing and maintaining the dynamic competitiveness of 
domestic entrepreneurs. The latter also calls for strategic industrial and technological 
development policies by the State as already mentioned, which cannot be carried out 
under fully liberalised FDI regimes. It is clear that even if there are a few sectors in a 
developing country that consist of significant outward investors, the central concern for 
its government should be to maintain the policy space required to ensure that the 
overall development impacts of FDI remains positive through a balancing of the private 
and the public interests and a balancing of sectoral interests. Thus, reciprocal market 
access cannot be a principle on which investment provisions in FTAs are negotiated on.  

Rather than progressive elimination of restrictions that are not in line with national 
development objectives, the core concern of investment provisions in FTAs should be to 
balance the need for transparency of investment regimes with host countries’ need to 
maintain policy flexibility to achieve their development objectives. This calls for policy 
coherence between investment and trade policies given that FDI and trade are 
inextricably intertwined both at the microeconomic level of firms’ strategies and 
operations and also at the macroeconomic level through their direct and indirect 
linkages with the development process. Investment and trade policies in turn should be 
coherent with national development priorities. These concerns need to be reconciled 
between members of a regional FTA too, for sustainable mutual benefit and political 
viability of regional FTAs.  

In the process of competing to get FTAs signed with the larger economies, developing 
countries undermine their negotiating strength. Even as developed countries negotiate 
agreements with strong “standards”, it is possible for a group of developing countries to 
begin at a different starting point and negotiate a common investment regime with 
stronger obligations on the part of investors. For this, developing country policymakers 
must recognise that the need to maintain such a common investment regime is a basic 
requirement for maintaining policy sovereignty for all groups of developing countries. 
Such a strategic utilisation of the South-South FTA space is crucial also because 
investment agreements at the bilateral and regional levels would be used for developing 
a consensus on common binding principles on investment, when they are considered at 
the international level once again. 

The drive to attract foreign investment through binding agreements cannot 
compromise people’s rights. Governments have a responsibility to promote and protect 
the economic, social and cultural rights, as well as civil and political rights of all their 
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people, as enshrined in the Universal Declaration of Human Rights (UDHR) and the 
international human rights treaties which translate its articles into legal obligations. 
Where many governments already fail to meet these obligations, for affected citizens, 
violations brought about by foreign investors under investment agreements will be 
even harder to contest unless adequate safeguards are put in place. Thus, investment 
agreements must obtain an overall balance not just between the rights and obligations 
of investors and host country governments (and also home countries), but also between 
the rights of the investors and the populations. 

Therefore, investment agreements should be formulated recognising the protections 
already afforded to foreign investors by existing laws at the multilateral level as well as 
the United Nations’ Norms and Responsibilities of Transnational Corporations and 
Other Business Enterprises with Regard to Human Rights. Only such an approach will 
ensure transparency, legitimacy and accountability for all the players in international 
investment processes.  

By highlighting a selected set of issues, the ensuing discussion attempts to promote the 
analysis of core investment provisions in individual FTAs and also the links between 
trade and investment commitments in various FTAs in order to come to an 
understanding of their overall impact on host Party policy space and thus on its 
development prospects.  

 

 

III. Investment Provisions in FTAs 

As in BITs, core elements across investment provisions in FTAs deal with: scope of 
application; general and specific standards of treatment; and, investment protection 
including dispute settlement. Whatever the combination of elements, an overall balance 
of rights and obligations for all actors involved needs to find expression in the 
substantive provisions dealing with investment issues in the FTA.3 As has been pointed 
out by several investment experts, the starting point should not be the rights of foreign 
investors (e.g., to invest), but rather the permissions granted by host country 
governments because national policies allow more carefully calibrated and cohesive 
approaches to development concerns.  

A. Scope of Investment 

Scope of investment needs to be defined narrowly since the extent of coverage and 
application of a particular investment agreement/instrument is determined by it. Scope 
is covered by the definitions of investment, investors and policy measures of the host 
Parties affected by the agreement. The ultimate effect of an investment agreement 
results from the interaction of the definition provisions with the operative provisions of 
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the agreement.4 Thus, there should be sufficient flexibility in the definitions to ensure 
the achievement of the host Party’s development objectives. 

It is most ideal to employ a narrow definition of investment restricting it explicitly to 
direct investments made in accordance with the domestic laws of the host State or to 
investment approved or duly registered by the host State. This is based on the logic that 
host country approval is usually given only to such investments that are considered 
particularly beneficial to its economy and these may also be subject to the satisfaction of 
conditions that will increase the overall benefits from the investment. But crucially, as 
we will discuss a little later, while restricting the scope of investments to those made in 
accordance with the host country’s domestic law, the host country needs to be careful as 
to how it defines FDI in its national regulatory framework. 

A broad or open-ended definition of “investment” is asset based and typically states that 
“investment means every kind of assets”. Such a definition covers equities, securities, 
loans, derivatives, sovereign debt, as well as a broad range of intangible assets. The 
latter includes: traditional intellectual property rights such as patents, copyrights and 
know-how; management and consultancy rights; claims to money and titles to 
performance; business concessions including concessions relating to natural resource 
scoping, extraction, etc.; and similar other rights.  

However, while protection of all intangible rights may be considered strategic from the 
investors’ point of view, including all those rights in the definition of investment takes 
away host countries’ policy flexibility substantially. While intangible assets on real 
property (including rights such as leases, mortgages, pledges, etc. on real property and 
also contractual rights and business concessions) may be included (to take care of such 
investors’ obligations also), it is most essential to deal with intangible assets on 
intellectual property (rights on intellectual property or IPRs) as under the already 
existing WTO Agreement on Trade Related Intellectual Property Rights (TRIPS) and not 
lose the hard-won flexibility in that agreement for ensuring public interests. 

But, a broad open-ended definition, which commits a host country to promoting or 
protecting all tangible and financial assets as well as intangible assets on real property, 
will also not be consistent with its development policies. The reasons for this are 
explained below.  

One rationale behind the introduction of broad investment definitions has been that 
new ways of organising and conducting businesses means that FDI encompasses new 
forms of investments (including private equity, venture capital, etc.) apart from 
traditional ownership and control-based FDI. A second argument is that the additional 
international liquidity that becomes available by liberalising capital account 
transactions will not just finance current and capital expenditures, but will enable faster 
economic growth by easing any supply-side constraints.5  
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However, given that an investment agreement generally provides for guarantee of free 
transfer of funds associated with foreign investment defined in this manner (as we will 
see under capital controls in the section on ‘Protection of Investment’ below), adopting 
broad definitions that include portfolio and other financial investments of various kinds 
implies that a host country agrees to considerable degree of capital account 
liberalisation. It should be noted that according to the International Monetary Fund 
(IMF) definition, share purchases are considered direct investment only if they provide 
10% of the voting power in the company to the buyer. However, apart from the US 
FTAs, with the most controversial being the North American Free Trade Agreement 
(NAFTA), European Union FTAs and Japan’s Economic Partnership Arrangements 
(EPAs) also increasingly include broad definitions of investment. Japan’s EPA with 
Malaysia is a case in point. Most EU FTAs with developing countries such as EU-
CARIFORUM Economic Partnership Agreement (EPA) and EU-South Africa EPA also 
include portfolio investment as a way to rule out host country controls over capital 
flows.  

Broad definitions of investment that include portfolio and other financial assets are 
highly problematic for various reasons. First of all, under the provisions of the 
agreement, the host Party will be extending the ‘preferential’ conditions of entry and 
operations that are offered to FDI to classes of investors whose actual identity is often 
unknown (for instance, hedge funds) and some of whom may not be regulated in their 
own home countries. Secondly, and more crucially, the class of investors who are 
essentially financial investors seeking speculative returns on their capital and are 
known to sell and move out (these include private equity funds and venture capital 
funds), cannot be argued to be either bringing in any ownership advantages to the host 
companies or contributing to national investments even in the medium term.6 But, 
despite this, they will be given the freedom for unrestricted capital repatriation enjoyed 
by foreign direct investors under the investment agreement. Inclusion of such financial 
or other assets in the definition of investment, which are not linked to long-term 
interests and physical presence in the host Party, will therefore lead to lack of control 
especially over short-term capital flows with implications for macroeconomic stability. 
By allowing entry of foreign financial investors who have been recently seen to invest 
even in agricultural production and assets for purely financial returns, this can also lead 
to increase in agricultural price instability and food insecurity with disastrous 
consequences. In fact, these are the problems even in defining investment in an FTA to 
be “investments made in accordance with the domestic law of the host-state” while 
having a broad asset-based national FDI definition, since the latter would have the same 
implications as having a broad investment definition in an FTA.7  

Thirdly, together with controversial provisions in US FTAs in the context of investor-
state disputes, broad definitions of investment could lead to situations where host 
country governments can be sued by private investors by deeming legitimate regulatory 
policies as expropriation. We will discuss this in detail under the section ‘Protection of 
Investment’ below. 
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Fourthly, if developing countries fail to arrest the above tendencies of including other 
kinds of financial assets and instruments other than FDI into investment definitions in 
their national regulatory frameworks and in North-South and South-South FTAs,8 this 
will undermine the efforts put in by developing country negotiators over the years to 
resist multilateralisation of investment rules (and erode national policy making space 
for regulating different forms of capital flows). For example, if India pushes ahead with 
inclusion of such investment provisions in its proposed agreement with ASEAN, this can 
undermine the efforts put in by developing country negotiators over the years to resist 
multilateralisation of investment rules. This is because some of the ASEAN members 
already have deep investment liberalisation commitments under EPAs with Japan and 
are in the process of negotiations with the EU, apart from Australia, the US and many 
other countries. India is also negotiating with the EU on a proposed FTA. If the 
European Commission obtains non-discrimination rules in its FTAs with ASEAN and 
India in a manner similar to that it incorporated in its FTA with CARIFORUM,9 then, 
ASEAN and India will have to provide EU investors the same treatment that they may 
agree in more flexible bilateral agreements with third countries each of them sign even 
in the future. Thus, if both India and ASEAN agree to EU-CARIFORUM type MFN 
treatment to EU investors and if India and ASEAN include more flexible rules on 
investment in the ASEAN-India investment (or services chapter) in the name of South-
South cooperation, all these countries will need to treat EU investors in a similar 
manner. This will then become the benchmark for possible negotiations that the US 
takes up with these countries, thus leading to multilateralisation of regional rules. 

It is most unfortunate that this attempt at capital account liberalisation through 
investment agreements is occurring despite research from very mainstream quarters, 
including the International Monetary Fund (IMF), which has established that financial 
liberalisation plays little role in increasing the investment rates of developing 
countries10 and despite damning empirical evidence that it exposes countries to the 
undesirable consequences of volatility, deflation and crisis (as seen most recently in the 
unprecedented global crisis and slowdown with disastrous social impacts). 

Countries should also guard against open-ended investment definitions in FTAs even 
under the pretext that exceptions to the mandatory provision for free capital transfer 
can be allowed on a negative list basis. More on this will be discussed in the sub-section 
under capital controls. 

A related aspect of the scope is the definition of investors who will be considered as 
investor of a party and as thus enjoying the protection of the treaty. Typically investors 
covered are individuals (or natural persons) as well as companies and other juridical 
entities of the contracting parties. In general, nationals (natural persons) are defined by 
reference to the parties’ domestic laws on citizenship. But when it comes to the 
definition of the nationality of companies, the implications of the investments being 
allowed differ dramatically depending on whether the definition relies on: place of 
incorporation; the location of the registered office or seat; and the nationality of the 
ownership or controlling interest. A definition based on incorporation alone should not 
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be used, given that the place of incorporation may not be more than a formal or artificial 
link.11 Investors from non-Parties can benefit from the agreement simply by 
incorporating their venture under the laws of a Party to the agreement, which means 
they are registered as juridical persons.  

Definitions based on seat and control is better suited to establish the true links of a 
particular company to a contracting party. Thus, it is possible to specify that a company 
incorporated in one contracting Party could be protected by the other Party, provided 
that the seat of control of the company is located in the other contracting Party or where 
there is control or substantial interests in the company by the nationals of the other 
Party.12 If investors are defined in this manner, the treaty would ensure protection for 
MNC subsidiaries that are incorporated in a host Party, and also in the situation where 
the multinational corporation invests through the formation of a joint venture in the 
host Party.13 

It is then possible to define investment to mean investments made by investors (as 
defined) as part or all of a business or commercial operation with significant physical 
presence of the investment in the host Party. Investments defined in such a manner may 
include:  

 various forms of equity and debt interests in a company;  

 contractual rights (such as under turnkey, construction or management 
contracts, production or revenue-sharing contracts, concessions or other similar 
contracts);  

 tangible assets (including real property); and 

 intangible assets on real property  

But, two major qualifications to be specified clearly in the definition are that such 
investments are not in the nature of portfolio investments which shall not be covered by 
the agreement, and that investments have to be made in accordance with the laws of the 
host State.  

Some of the other types of investment that should be explicitly excluded are:  

 sovereign debt or loan to a State enterprise;  
 a bank letter of credit;  
 extension of credit in connection with a commercial transaction such as trade 

financing; and  
 claims to money deriving solely from commercial contracts for trade in goods 

and services.14  
 
For example, if sovereign debt is not excluded from the scope of coverage of investment, 
a Party’s attempts to restructure sovereign debt may give rise to investor-state disputes 
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to the detriment of the successful completion of a debt restructuring process and lead to 
significant erosion in the value of assets of the country in the process.15 Therefore, 
investment provisions in FTAs should not obstruct global efforts to set up adequate 
facilities for sovereign debt restructuring that could be undermined if bondholders are 
able to circumvent such mechanisms by filing claims under FTAs. In the context of 
countries across the world that have taken on large amounts of debt to get out of the 
recent financial crises and could risk default, the IMF and others have also raised 
concerns that efforts to restructure sovereign debt may give rise to investor-state 
claims16 under existing investment agreements that have not explicitly excluded 
sovereign debt.  

Therefore, these exceptions need to be built into the definition, thereby limiting the 
scope of the substantive provisions.  

Further, while it may not be useful to exclude investments established prior to entry 
into force of the FTA for the sake of ensuring parity of investments, it will be necessary 
to explicitly exclude disputes that have arisen prior to the entry into force of the 
agreement.  

It is also important to specify that the territorial coverage of the agreement does not 
include a host Party’s conservation areas or zones, nor affect host Party specifications of 
agricultural, investment, industrial and reserved areas.17 Thus, it should also be stated 
that prior approval of the host Government concerned is required in case of any future 
land use change. There should be strict mandatory regulations that curb the access of 
corporations and other powerful actors (state and private) to agricultural, coastal and 
grazing lands, forests and wetlands. Trade negotiators should also remember that 
where land is customarily and communally owned (as in most parts of Africa), the 
governments cannot make commitments to allow foreign investment in such lands.18  

Apart from the nature of investment and treaty coverage, other qualifications based on 
the sector; the scale of investment (for instance, assets of less than a certain value for 
enabling the domestic SME sector to develop), etc. also should be built into the 
definition of investment. Even though several countries have already carried out 
autonomous liberalisation in manufacturing, services and sometimes in agriculture too, 
for the reasons already mentioned and will be discussed further under the sections that 
follow, for sectors covered under investment it is crucial to build in qualifications 
excluding strategic areas from each country’s development point of view.  

For example, for many countries with large agricultural sectors, it may be important not 
to commit agri-processing industries below a certain capital investment. It is often the 
case that trade liberalisation leads to a fall in demand for local food and non-food 
agricultural products. But, allowing FDI into these small-scale industries can destroy 
domestic jobs and livelihoods with domestic SMEs unable to compete with the large and 
capital-intensive production by multinational agribusiness corporations. But FDI into 
agribusiness related activities are problematic not just from the point of view of such 
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industrial employment that will be affected, but also from the point of view of food 
security and farm livelihoods. This is because the entry of foreign investment into 
agribusiness activities sets into motion dynamics, which together with trade 
liberalisation that allows them to source their inputs (agricultural produce) from the 
most cost-effective production countries, leads to a further fall in demand for local 
agricultural produce or/and fall in prices of local crops and other agricultural produce, 
adversely affecting the income and livelihood prospects of farmers.  

While increased price competition under liberalisation or the structure of marketing 
networks could drive farmers towards becoming a part of vertically integrated agri-
commodity value chains through contract farming, experiences in developed and 
developing countries have shown that contract farmers (as well as other farmers facing 
similar market conditions) are usually put in a disadvantageous position on both the 
production and marketing sides. It has been observed that the primary determinant of 
the distribution of profits within the agricultural value chain is the balance of market 
power between farmers and corporations. But as Francis and Kallummal (2008) have 
argued, the various channels of interaction between financial liberalisation and trade 
liberalisation in agriculture sector, together with the current trends in change in 
ownership pattern occurring in the farm input industries & related service sectors such 
as wholesale and retail distribution (along with fuel companies, fertilisers and chemical 
companies, seed companies, machinery companies, grain companies, packers and 
processors, etc.) and the associated trends towards heightened integration within the 
agricultural products value chain shifts the balance of market power between farmers 
and corporations in favour of the latter. This leads to a disconnect between the gross 
farm revenue and net farm income and leads to a decline in their food security. Thus, 
while commercialisation and large-scale agriculture may indeed lead to diversification, 
use of technologically advanced production processes and increase in value-added 
production and exports from a country, experiences from countries that joined the 
export-oriented agricultural production model earlier on have shown that there have 
not been commensurate increase in farmers’ incomes in the host/exporting country.19 
Thus, when the very logic of export-oriented food production is questioned given the 
lack of evidence of increase in farm incomes, the need for FDI into agricultural 
production to increase exports or domestic supply is even more questionable.  

But, greater foreign investment in agriculture is a priority that has received increasing 
attention since the recent food crisis. There is a concerted effort to generate a consensus 
for encouraging and utilising MNC participation in agricultural production by 
suggesting international guidelines that will promote “responsible agricultural 
investments benefiting all stakeholders”.20 Since these investment deals in the 
agricultural sector are hinged on massive privatisation and transfer of land rights, the 
World Bank (WB) is promoting a set of seven principles that it wants MNCs to meet, to 
reduce the risks of social backlash. But going by the experiences with voluntary codes, 
this is highly unlikely to serve the purpose. Farmers and civil society groups have 
denounced the World Bank's principles, since they are entirely voluntary.21 
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As UNCTAD states in its WIR (2009), the attendant risks to entry by TNCs into 
developing-country agriculture include: the possible disruption of traditional farming 
and loss of livelihood for subsistence farmers or other disadvantaged groups, such as 
indigenous peoples; the concentration of the industry into fewer hands, with the danger 
of market power being exercised against farmers and consumers; unsustainable use of 
resources and potential environmental degradation, for instance arising from the 
introduction of water-hungry “industrial” methods in agriculture; and the wider 
dangers of dependence on foreign investors, including concerns about “land grabbing” 
leading to neo-colonial relations between countries producing and consuming 
agricultural produce.22 The FAO also finds that foreign investments create enclaves of 
advanced agriculture that are detached from local realities and do little to improve 
smallholder production or generate additional incomes and employment 
opportunities.23  

In the light of the above discussions, it is clear that the lessons to be drawn, on the 
contrary, in the light of the recent food crisis and the current increase in awareness to 
mitigate climate change-related consequences are that there should be increased 
recognition and promotion of local production to feed locally. It is only by recognising 
all these linkages between investments, trade, financial stability (through price 
stability), food security and climate change explicitly that members of RTAs can hope to 
reconcile the demands of export-oriented growth strategies with people’s food and 
development rights (in their countries and in importing countries) and global public 
goods. 

Thus, in the context of agriculture, commitments in liberalising agriculture have to 
recognise all these inter-linkages, the interdependence between agricultural 
development and industrial development (by providing a basis for industrial 
development, diversification and growth) as well as the national imperative to support 
domestic subsistence agriculture production for ensuring food security and reduce 
environmental consequences. Thus for countries with significant agricultural sector and 
large SME segment in the agri-processing industries (for example, frozen fruit and 
vegetables, evaporated and dried milk, canned fruits and vegetables, bottled and canned 
soft drinks, prepared fresh and frozen fish industries, etc.), it is important to exclude 
such industries/activities from the coverage of investment so as to protect employment 
in domestic agricultural processing industries and livelihoods in related farming and 
non-farming agricultural production and services. Similarly, for the inter-linkages 
discussed above, while making commitments in services too, policymakers need to 
recognise the role of corporate agriculture and foreign-dominated agricultural services 
(apart from inputs) in wholesale and retail trade, logistics and transport, etc. on 
sustainable agricultural production for ensuring food security. Apart from food security, 
excluding retail trade from FDI is often crucial to ensuring livelihood security.  

When it comes to investments in services, it is true that service providers from 
hospitality, healthcare, education, information technology or IT-driven services in some 
countries may stand to gain substantially by obtaining improved market access to 
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developed and also other developing countries’ markets. But, in that process, 
governments should not trade-off their social sector commitments which are basic to 
the human development needs of the majority of their populations. Existing experiences 
with privatisation of public services have shown that government monopolies in social 
sectors are crucial in meeting the development rights of the economically and socially 
deprived. So, governments should not offer liberalisation in such sectors (such as water 
and sanitation services, healthcare, education, etc.) in favour of increased market access 
for sectors or segments that could do without the additional market access they would 
gain through such trade-offs. Countries have to balance the interests of their services 
exporters with the development rights of their populations.  

In general, the thumb rule while defining the scope of investment covered, countries 
should not go beyond their present commitments under the WTO’s General Agreement 
on Trade in Services (GATS). This should be followed even if countries have made 
autonomous liberalization in a GATS-plus manner, because as already mentioned, once 
they are bound under the investment agreement, it will take away government 
flexibility to change policies to suit changing priorities. Investment provisions under 
RTAs should not take away whatever limited scope for developmental restrictions that 
exists currently in the services sectors through limited commitments undertaken by 
(most) developing and less developed countries. (Mode 3 commitments under the 
GATS, namely, on commercial presence, grants market access and pre-entry national 
treatment to foreign investors in the scheduled services). Presently, several countries 
have numerous conditions while allowing market access, which are intended for 
ensuring that the entering foreign firms are required to apply various national 
developmental objectives by involving domestic firms (through joint ventures, etc.), 
thereby paving the way for effective technology transfer and managerial practices. If a 
country includes additional sectors/activities under the coverage of investment, the 
preferential treatment that a member extends to bilateral or regional trading partners 
could be in terms of access to national subsidies for R&D, regional development or 
environmental technology application, or tax exemptions, subsidized bank credit, etc. 
There is a clear danger that such preferential treatment being offered to such RTA 
members will have to be extended to all other WTO member countries as well, if these 
become the benchmark in the future for extending liberalisation in multilateral 
negotiations. Thus, by taking a ‘GATS-plus’ approach in regional agreements, developing 
countries jettison any bargaining leverage that could have been maintained when 
negotiating for liberalisation with countries that have more restrictive regimes. 

While including services sectors within the scope of investment, it should also be kept in 
mind that there are multiple, conflicting, complicated services classification systems. 
Further, services are notoriously difficult to measure. Even developed countries and the 
UNCTAD have had difficulty in measuring them. Clearly, without accurate data, it is 
difficult for developing countries to know what they can safely liberalise, not the least to 
know in advance new services that might come into existence.24 
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Apart from social sectors, it is crucial that countries explicitly keep financial services 
sector out of the scope of investment definition or (less ideally) not adopt GATS-plus 
commitments in opening up the financial sector. This is because opening up the 
financial services sector and allowing the entry of foreign financial service providers 
increase fragility and magnify the problem of financial instability that trade in new 
financial services generate.25 This is critical, as the recent crisis showed, given the 
extent of financial entanglement, all countries with open financial sectors will be 
affected by the volatile functioning of unregulated financial markets elsewhere. 
Experience with past and the recent crises suggests that multifunctional banking is the 
leading source of financial crisis, while large size contributes to contagion and systemic 
risk. This suggests that just resolving large banks (bailing them out in a crisis using 
public money) will not ensure financial stability, but that problems associated with 
multifunctional banking needs to be tackled.26 Further, in light of the enormous costs 
associated with the current crisis, we have a great deal of emerging evidence on the high 
costs associated with some financial innovations. For instance, many of the measures or 
procedures implemented by the Reserve bank of India during 2003-08 under a financial 
precautionary principle for new financial products would not have been possible if India 
had committed financial services under the GATS. 27 

Further, as past experiences (including Basel I and Basel II capital regulatory norms) 
have shown, any new regulations are limited by their inability to foresee future 
weaknesses in the system given that future financial innovations tend to find ways to 
evade them.28 All these mean that governments should have the ability to frame 
regulations as and when required depending on changing financial sector dynamics.29  

It has been pointed out that the CARIFORUM-EU economic partnership agreement 
actively requires market access for new financial services. Thus, if the developing 
country has committed to liberalise a particular financial service and its law allows its 
own financial service supplier to provide a financial service, applying the national 
treatment principle, then it must also allow the other party's financial institutions to 
provide that new service. For example, if Jamaica allows Jamaican hedge funds and it 
agrees to liberalise that sector, it must also allow the much larger European hedge funds 
to operate in Jamaica which have greater potential to disrupt the Jamaican economy.30  

Also, as we shall discuss below, given that national treatment and MFN treatment 
provisions grant equality of treatment to national and foreign investors in “like 
circumstances”, a Party’s ability to carry out stimulus measures and carry out bailouts 
of domestic firms during a crisis aimed at ensuring systemic financial stability (or 
maintenance of strategic domestic industrial or technical capabilities) can be challenged 
on grounds that they deny a foreign investor’s right to “fair and equitable treatment.”31 

All these point to the strengthened case for ensuring that countries should keep out the 
financial services sector (including banking) from the coverage of investment. 
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B. Treatment of Investment 

Standards of treatment refer to the legal regime that applies to investments once they 
are admitted by the host Party.  

National Treatment 

Post-establishment national treatment means that unless otherwise specified, the host 
Party will grant all investments from the partner country, once they are set up in the 
host Party, treatment ‘no less favourable’ than that it accords, ‘in like circumstances’, to 
investments by its own investors. This means that a host Party cannot impose extra 
regulations or requirements on foreign investors over and above those faced by 
domestic firms. 

National treatment should be granted only on a positive list basis. This is because by 
affecting developing countries’ ability to regulate multinationals so as to maximise the 
benefits of foreign investment, national treatment exposes domestic enterprises to 
direct competition from foreign investors.  

Granting national treatment in post-establishment phase on a negative list basis is not 
desirable. Under a negative list approach, Parties have to explicitly list industries or 
activities that are exempt from the basic principles and identify measures that are 
contrary to the core liberalizing provisions in the agreement. A country could list all 
sensitive industries and activities and services to which national treatment do not 
apply. Any country wishing to introduce policies to regulate the activities of foreign 
investors in the future must already have registered those policies as limitations to its 
liberalisation commitments in advance. This is simply not a practical reality, since no 
government can predict what measures might be required to regulate foreign investors 
in years to come under changing economic conditions. Thus, circumstances can still 
arise that a country finds itself unable to refuse national treatment and comes under 
dispute, because a particular industry/activity/service was not considered for inclusion 
in the negative list and therefore a particular government policy affecting investment in 
that area can still be questioned and compensation sought.  

ActionAid International (2005) offers an example of the need for countries to retain the 
flexibility to introduce new regulations on foreign investors as been seen in the retail 
sector of Thailand, where the rapid increase in foreign investment since the 1997 crisis 
led to the closure of several thousand small traditional shops each year. Tesco, the 
largest foreign investor, had been the focus of extensive protest actions by traditional 
retailers and the wider public, who petitioned the government to halt the expansion of 
the hypermarkets and cash-and-carry outlets which foreign investment introduced to 
the country. In the face of public protest and its own concerns at the potential 
emergence of oligopolies within the retail sector, the Thai government set about 
devising new measures to ensure fair competition and greater regulation of the foreign 
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investors. Had it already bound the liberalisation of its retail sector (under GATS), it 
would not have been able to contemplate any such measures. 

Thus, national treatment should be granted only on a positive list basis. It should also be 
clearly stated that measures taken in accordance with government procurement 
policies specifically for the purchase of goods or services by any level of government 
shall not be considered as violating national treatment. Committing national treatment 
in government procurement will mean that procurement of goods or services by 
national or sub-national governments or state enterprises must also be opened to 
investors from the contracting Parties to the agreement. It should be kept in mind that 
developing countries had rejected the inclusion of government procurement at the WTO 
for this very reason. Given that only a few developing countries have joined the optional 
government procurement agreement at the WTO, it is crucial to retain this policy space 
in FTAs, since it will decide the effectiveness of fiscal stimulus packages to stimulate 
domestic demand in recessionary conditions. It should be remembered that tariff 
liberalisation already undermines the impact of fiscal stimulus packages on generating 
additional national demand (even though this may work the other way in an RTA).  

While national treatment grants equality of treatment between foreign and domestic 
enterprises post-establishment, recently, national treatment has also been defined to 
include the pre-establishment phase. Commitments on the pre-establishment stage of 
investment question the host governments’ right to regulate entry of FDI and determine 
the degree of investment liberalisation which becomes binding under the agreement. It 
is therefore important not to grant pre-establishment national treatment to 
investments, since that will automatically take away all elements of host country FDI 
policy discretion to take care of development objectives. This is because all cases of 
original limits on foreign equity holdings including equity divestiture requirements are 
considered barriers to establishment and violations of national treatment.  

Although countries that have already adopted open regimes for foreign capital such as 
Singapore have incorporated pre-establishment national treatment based on a negative 
list basis, this should not be a benchmark for other countries, including for a regional 
FTA, for the various reasons already discussed.  

It is sometimes argued that selective liberalisation of entry and establishment in specific 
activities or industries (i.e., pre-establishment national treatment using a positive list) 
will take care of developmental concerns about full liberalisation. But, depending on 
changing industrial structure and impacts of domestic or external factors on domestic 
industries and economy, it might be necessary for host governments to place limitations 
on admission and establishment in the context of: employment effects, technology 
transfer, environmental or cultural impacts, defence capabilities, or other development 
concerns. Thus, granting pre-establishment national treatment even based on a 
positive-list basis is undesirable since the host Party will be bound by these sectoral 
commitments when economic conditions warrant policy changes. Given that procedures 
to screen investments enables the host country to assess its potential impact before 
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granting permission to invest, maintaining the right for prior approval is also crucial for 
allowing consultation with local communities on how new projects being proposed 
impact their rights. 

Thus, it is important to state explicitly that notwithstanding any other provision, 
nothing in the agreement should be interpreted as creating a right of establishment for 
potential investors in a potential home state.32 Further, more favourable treatment than 
domestic investors needs to be excluded clearly.  

Most Favoured Nation Treatment 

Besides national treatment, most-favoured-nation (MFN) treatment is another principle 
related to the treatment of investments. MFN treatment means that a host country must 
extent to investors from another contracting Party, the same treatment or treatment ‘no 
less favourable’ than it accords, ‘in like circumstances’,33 to investors from any other 
country.  

MFN provisions should explicitly establish exceptions to its application. First, MFN 
treatment and privileges that one of the Parties grants to investors from other States 
owing to their membership of a free-trade area, customs union or regional agreement – 
whether already in existence or to be signed in the future – should be excluded.  

Developing countries still need to be cautious about how exemptions are defined in the 
context of regional integration agreements. For instance, the MFN principle in the FTA 
that CARIFORUM has signed with the EU mandates CARIFORUM to provide EU investors 
“treatment no less favourable than” that applied to “any major trading economy with 
whom they conclude an economic integration agreement after the signature of this 
agreement”. While the agreement registers a necessary exception to allow regional 
integration processes (and the CARIFOURM FTA with Dominican Republic) to continue 
without need to apply their internal agreements to the EU, “major trading economy” is 
defined to include “any industrialised country, or any country accounting for a share of 
world merchandise exports above one percent.” In many Asian South-South FTAs 
definitely, this kind of definition will not exclude countries like Thailand, Malaysia or 
India. So, say if India signs an EPA with the EU with this kind of MFN treatment, then 
India will have extent whatever treatment it might extend to Thailand when the ASEAN-
India FTA on Services is finalised. That is, despite the fact that the reciprocal EU 
commitment for CARIFORUM investors requires providing treatment no less favourable 
than that accorded to investors or commercial presence in the EU of any third country, 
defining exemptions to the MFN treatment will erode the flexibility for investment 
policy considerably, and not the contrary as suggested by some analysts.34 Similarly, in 
the context of regional integration agreements, text like in the CARIFORUM-EU EPA that 
states that “CARIFORUM and the EU will enter into consultations to decide whether the 
signatory CARIFORUM state can deny the EU the more favourable treatment” is also 
unreliable as an exemption, given that political pressures at the time of consultation 
may yield opposite result. 
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Secondly, MFN treatment preferences stemming from agreements signed by Parties 
relating wholly or mainly to tax matters should also be excluded.  

Unqualified obligation to extend national treatment or MFN treatment would curtail 
developing countries’ control over national economic policy. Unqualified NT and MFN 
combine to offer particularly strong protection to international investors since any 
derogation from national treatment (e.g. for national security purposes) still leaves 
MFN, which ensures that foreign investors will be competing on an equal footing with 
other foreign investors in that market.35 The MFN clauses in bilateral and regional 
agreements mean that the highest standards in one of them are extended to Parties to 
the other agreements. Since a number of important countries are members of various 
regional agreements, unqualified MFN clauses will facilitate cross-regional 
harmonisation covering more and more countries and regions, defeating the original 
purpose of South-South FTAs and establishing a level playing field for foreign investors. 

Performance Requirements 

Prohibition on performance requirements is a third element in the treatment of 
investments. By prohibiting such performance requirements for investments 
originating in FTA partner countries, these provisions seek to liberalise the conditions 
for investment. Performance requirements are already dealt within the Agreement on 
Trade-related Investment Measures (TRIMs) at the WTO, which seeks to eliminate a few 
types of performance requirements such as local content regulations and requirements 
limiting imports.  

In order to retain this policy space which is crucial for meeting the development 
objectives from FDI, it is necessary not to expand the list of investment measures in 
FTAs beyond those included in TRIMs. An illustrative list is as follows: export 
obligations; restriction on sales of goods and services in the host country by relating it 
to volume of exports; restrictions on exports of raw materials; local purchase of 
goods/services; transfer of technology or other proprietary knowledge or to perform a 
given level of R&D in the host Party; hiring or appointment of employees or officials of 
any particular nationality; restricting sales of goods and services to the world market or 
a particular regional market; location of regional or global headquarters in the host 
country; labour and environmental standards. The latter are essential to protect worker 
rights and the environment. It should also be remembered that non-WTO members 
(including least developed countries) have the flexibility to use a wider range of 
performance requirements (including non-TRIMs compatible ones) as long as they do 
not commit these under investment agreements outside the WTO. 

In the context of services, a framework for liberalising existing regulatory regimes is 
achieved by requiring host Parties – where applicable – to remove measures currently 
in place and commit not to introduce measures in the future that: (a) Limit the number 
of investments whether in the form of numerical quotas, monopolies, exclusive rights or 
other commercial presence requirements such as economic needs tests; (b) Limit the 
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total value of transactions or assets in the form of numerical quotas or the requirement 
of an economic needs test; (c) Limit the total number of operations or the total quantity 
of output expressed in the form of quotas or the requirement of an economic needs test; 
(d) Limit the participation of foreign capital in terms of maximum percentage limit on 
foreign shareholding or the total value of individual or aggregate foreign investment; 
and (e) Restrict or require specific types of establishment (subsidiary, branch, 
representative office) or joint ventures through which an investor of the other party 
may perform an economic activity. Countries should not include any such commitments 
that will take away their policy space. 

Further, provisions for reviewing of national treatment, MFN treatment and/or 
conditions of investment should be incorporated explicitly linking it to domestic 
economic circumstances and capability at the time of review. 

Minimum Standard of Treatment 

The minimum standard of treatment for foreign investors provided for under 
investment agreements means that covered investment should be treated according to 
the canons of customary international law. In turn, customary international law is 
defined as including “fair and equitable treatment” and “full security and protection”.36 
This also includes non-discriminatory treatment of investors and investments with 
respect to measures the host Party adopts or maintains relating to losses suffered by 
investments in its territory owing to armed conflict or civil strife. 

But, the concepts of “fair and equitable treatment” and “full protection and security” 
should not be interpreted to be creating additional substantive rights. Any investment 
agreement or investment provisions in an FTA should specify that foreign investor 
rights are strictly limited and fully exempts any law or regulation written to protect 
public safety or promote the public interest. The latter should explicitly include laws, 
regulations and measures taken by the host Party at the national and sub-national 
levels. It should be specified that no provision in the agreement, including "fair and 
equitable treatment" should be interpreted to mean to go beyond domestic law or the 
granting to foreign investors of any rights in the host country greater than those of its 
own nationals. 

C. Protection of Investment 

Expropriation and Compensation 

Provisions on investment protection provide for fair and equitable treatment to foreign 
investors in the event of an expropriation.  

It is crucial to define the terms of coverage of expropriation to include only direct 
expropriation. Direct expropriation refers to the nationalisation, transfer of title or 
seizure of private property by the host government. 
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However, a liberal definition of expropriation prohibits direct and indirect 
expropriation. Indirect expropriation has been defined in some FTAs as expropriation 
by measures equivalent (or tantamount) to expropriation or nationalization. This has 
sometimes been interpreted to mean change in foreign investors’ business profitability 
or prospects resulting from any policies or regulations imposed by the host Party. Thus, 
legitimate regulations at the national, sub-federal and local governments can be brought 
under litigation for affecting the profits of the investor.  

Chapter 11 of the NAFTA has been the most controversial in the respect of how it 
includes a list of rights for multinational corporations, which allow, among other 
benefits, for businesses to sue central Governments if they feel that actions which 
violate their rights have been taken. This affects the Government’s ability to protect 
public interest. Although it is argued that the FTA has clauses which protect public 
interests, the evidence in the case of NAFTA is much to the contrary. Pizzaro (2007) 
found 24 cases of investor-to-state disputes in the NAFTA, none of which can be 
considered as cases involving arbitrary expropriation by a corrupt government, the 
original logic behind these agreements. Rather, they can be seen to be a systematic 
questioning of the regulatory power and role of the national government.37 A classic 
example is that of UPS, a private US courier service, which requested a judgment for 
US$100 million, because the public postal system in Canada is involved in courier 
service thus affecting the profits of UPS. The tribunal argued that some government 
actions could be considered “progressive expropriation”. Another paradigmatic case is 
that of Metalclad, a waste disposal company which argued that the State of San Luis de 
Potosí, Mexico, wrongly denied it permission for its disposal plant, affecting its rights as 
an investor under Chapter 11 of NAFTA. The State governor had concluded that the 
plant proposed by Metalclad implied an environmental risk and ordered it abandoned. 
Metalclad sought compensation under the NAFTA, arguing that it had already initiated 
construction for a cost of US$90 million. It received US$16.7 million. The exceptionality 
in the FTA for environmental protection was not respected. Likewise, in the case of 
Cemsa/Feldman, the company sued the Mexican State for US$50 million because it had 
been denied a tax rebate on the export of cigarettes.  Thus, it is clear that beyond the 
most apparent costs of the increased likelihood for legal actions or other attacks on 
public policies, government’s ability to be able to alter current development plans 
through incentives, subsidies or taxes, can also be questioned even when not prohibited 
explicitly. Granting such legal security to investors can therefore impose heavy costs on 
the host Parties. 

Therefore, listing the conditions that can be treated as expropriation is important given 
that companies can file suits against governments of partner countries for seeking 
compensation. This should necessarily exclude non-discriminatory expropriation for 
public purpose (including prevention of financial, public health and environmental 
risks). This should exclude governments withdrawal of an existing permission to invest 
in a conservation area or areas otherwise restricted for foreign investment, if it is found 
that the permission for investment was granted by the government through its officials 
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either by mistake or through corruption. State’s capacity to provide certain basic 
services for meeting such public purpose should also be explicitly exempted (for 
reasons already discussed in the context of excluding social services from investment 
coverage).  

Dispute Settlement 

Most investment agreements have provisions which state that the host Party can be 
sued if it does not comply with any of its obligations under the agreement. This can 
happen in two ways. When a host Party is sued by the investor directly at an 
international tribunal, it is known as ‘investor-to-state dispute settlement’. When the 
home government sues the host government at an international tribunal, it is known as 
‘state-to-state dispute settlement’.  

Most investment agreements typically refer to the Convention on the Settlement of 
Investment Disputes between States and Nationals of Other States done at Washington 
in 1965 (commonly known as ICSID Convention, 1965). On the other hand, the United 
Nations Commission on International Trade Law (UNCITRAL, set up by the General 
Assembly of the UN in 1966) has prepared the Model Law on International Commercial 
Arbitration, which has been adopted by a large number of countries in their domestic 
legislation on arbitration. 

But, it should be noted that in arbitrations, the ‘seat’ - not the location of the hearing - 
determines the national law that applies to arbitration and that provides the legal 
framework for the arbitration proceedings. Thus, the seat of arbitration is crucial to the 
enforceability of the resulting award. ICSID awards (managed by the World Bank) are 
enforceable in a Washington Convention state without the possibility of court review 
(including setting aside) under the national law of that state. And unlike in civil court 
judgments, under an ICSID award, compensations may be enforced against sovereign 
property used for commercial activity without showing that the property relates to the 
claim at issue. On the other hand, each state that is a party to the New York Convention 
has also agreed to enforce arbitral awards made in another contracting state, subject to 
limited grounds of refusal.  

The other problems with existing arbitration proceedings are that Parties agree 
expressly in the arbitration agreement to keep the proceedings and the award 
confidential unless otherwise required by law.  Thus, arbitration proceedings take place 
in private, which removes it from the purview of the State and the public. But the 
conventional advantages of arbitration (over litigation or adjudication) such as less 
expensive and dispensation of quick justice and confidentiality of commercial 
information cannot be excuses for the violation of citizens’ rights for taking part in the 
proceedings. Thus, the dispute settlement processes under the FTAs should be 
transparent and open to public participation so that the concerns of those affected by 
the particular investment project can be effectively redressed. The dispute settlement 
processes described in Mann et. al. (together with the listing of Obligations of Investors 
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and Home Countries in the same) appears to be a good starting point to take discussions 
in this area forward.38 Currently, some FTAs also have provisions that allow the 
imposition of tariffs on the host Party’s exports for failure to comply with the 
obligations of the treaty in an FTA.39 It should be clear that this should not be the case. 

It is true that to some extent, state-to-state dispute settlement process will serve better 
to help investors from developing country Parties to seek fair and equal treatment. But 
it should be noted that in many judgements in the WTO (that follows a state-to-state 
dispute settlement procedure) that have passed awards against developed countries 
including the US, the imposed penalties have not been complied with. Developing 
countries have generally not sought to enforce these awards for fear of retaliation by 
the developed country.  

Thus, given that state-to-state dispute settlement channels are also not ideal, developing 
country policymakers and trade negotiators are best advised to be vigilant and cautious 
so as not to make commitments that will cost their countries dearly and create further 
obstacles in the national development trajectories. 

Freedom for Capital Transfer 

As discussed under ‘Scope of Investment’, investment agreements require all transfers 
relating to investments from contracting parties to be allowed without delay into and 
out of their territories. Typically, these transfers cover contributions to capital, profits, 
capital gains, dividends, interest, loan repayments, etc. Thus the use of capital controls 
is allowed only as defined under the safeguard measures in each agreement, that is,only 
under emergency situations in case of “serious difficulties” with monetary policy, 
exchange rate policy, or balance of payments and that too only temporarily. 

Clearly, this prevents countries from making use of different capital control measures in 
order to to prevent “serious difficulties”.. But the issue of prudential financial regulation 
and the inclusion of investment disciplines under FTAs cannot and should not be 
handled separately if a country’s financial stability is to be taken care of and 
international financial stability as a global public good is to be achieved. 

Gallagher (2010) shows that in most recent U.S. treaties, the exception provided for 
prudential measures states that Parties to the treaty should “not be prevented from 
adopting or maintaining measures … to ensure the integrity and stability of the financial 
system.” However, the paragraph ends with the following sentence: “Where such 
measures do not conform with the provisions of this Treaty, they shall not be used as a 
means of avoiding the Party’s commitments or obligations under this Treaty.” Apart 
from the fact that this language is vague and thus open to unfavourable interpretations, 
some legal scholars have argued that the sentences were self-cancelling.40 Further, if a 
Party to an US BIT or FTA restricts any type of capital flow, they can be subject to 
investor-state arbitration whereby the government of the host state would pay for the 
“damages” accrued to the foreign investor.41 A handful of recent US FTAs have allowed 
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for a grace period whereby foreign investors are not allowed to file claims against a host 
state until after the crisis period has subsided. This however changes only the timing, 
not the nature of the problem to be faced by host Parties for legitimate use of capital 
control measures. Indeed, even the IMF staff report for the 2003 Article IV consultation 
for the United States had questioned whether the investment provisions in US 
preferential trade agreements (PTAs) could leave the partner countries too vulnerable 
to surges in capital inflows.42 

The FTAs of other capital exporters like Japan and the EU also include a guarantee that 
host governments will not restrict the free movement of capital relating to investments. 
In the case of EU’s FTAs and EPAs, Minambres (2009) shows that only in the case of the 
EU-Chile FTA, the developing country preserved the right of its central bank to exert 
control over capital flows as stated by its constitutional law. The agreement allows it to 
impose restrictions up to one year which can be renewed indefinitely, but on the other 
hand established limits to the amount of reserves to be deposited in the central bank as 
a requirement for allowing capital moving in or out the country of up to 30% and two 
years period. These measures were imposed by the country during 1991-1998, when a 
30% deposit was required over a period of one year for all incoming capital, with great 
success in limiting short-term flows, currency volatility and contagion of external crises. 
The case of EU-CARIFORUM agreement, the most recent to be signed by the EU, is also 
revealing. Restrictions on capital flows can be imposed only as “strictly necessary” and 
for a maximum period of six months. In the EPA that the EU signed with South Africa, 
capital movements related to investments are liberalised and only “serious balance of 
payment difficulties” would allow for any kind of controls on foreign capitals, these 
again being “of limited duration”. 

However, as several important studies43 have shown, countries that used capital 
controls were able to better wither financial crises. Using various capital management 
techniques for both inflows and outflows, they were able to reduce financial fragility by 
inducing longer maturity for countries’ external liabilities and by improving the 
composition of capital inflows. By thus reducing financial instability and risks to 
financial contagion, such countries also reduced economic contraction in a regional or 
global slowdown. The IMF, which has always condoned the use of capital controls44 also 
admitted in a 2010 Staff Position Note that capital controls are justified as part of the 
policy toolkit, in addition to both prudential and macroeconomic policy.45 The report 
singles out capital management techniques such as taxes on short-term debt (like 
Brazil's) or requirements whereby inflows of short-term debt need to be accompanied 
by a reserve requirement for a certain period of time (as practised by nations such as 
Chile, Colombia and Thailand) as having been successful in limiting massive inflows of 
hot money, currency volatility and contagion of external crises. But as Chandrasekhar 
(2010) cautioned, the Report suggests the use of capital controls as the policy of last 
resort, that too only in the context of “transitory surges”.46 Further, it has to be 
understood that even this IMF staff position note discusses the macroeconomic 
consequences of capital inflows and financial fragility separately as though the two 
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were independent of each other. There is also no mention of the social costs of the so-
called “macroeconomic implications” and “financial risks” of surges in capital flows.  

Therefore, FTAs must explicitly provide for safeguard mechanisms for nations to deploy 
capital controls to prevent and mitigate financial crises. Given that the Obama 
Administration intends to proceed with official negotiations with China, India, Vietnam, 
and possibly Brazil, it is essential for policymakers and negotiators from these countries 
to keep the above in mind, in case the review of the US Model bilateral investment 
treaty does not lead to desirable outcomes.47 Further, since GATS rules tend to prevent 
any backtracking on liberalisation commitments that are already made by a country,48 it 
means that developing countries need to be doubly careful and should explicitly provide 
for capital control measures in FTAs. In the context of an RTA, it is important to note 
that it is essential to maintain capital controls by all the member countries, since 
speculative flows tend to bypass countries with capital controls to those that do not 
have them.  

IV. By way of Conclusion 

The above discussion is not meant to be exhaustive; it is rather an overview of some of 
the central concerns that have arisen in view of the experiences with recent FTAs and 
the emerging cross-linkages of various provisions in a particular FTA and also between 
FTAs. Overall, investment provisions in the FTA have to be formulated by consistently 
balancing the rights and obligations of investors and the country Parties with the 
central concern of minimising the adverse economic, social and environmental impacts 
from foreign investments and keeping in mind the development rights of various 
segments of people in our societies, and not just the corporate sector stakeholders.  
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