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Direct Investment and the Future Agenda of the World Trade Organization 

I . Introduction 

Edward M .' Graham 
Institute for International E.conomics 

A key question facing the member nations of the WTO is whether, in coming years, to 

negotiate and implement within the Organization a new Agreement on Direct Investment (ADI). 

There is widespread feeling that, in light of the growing importance of foreign direct investment 

and the linkages between the operations of multinational firms and international trade, such an 

agreement will be a desirable addition to international commercial law. 

Such an agreement would help to foster free flows of direct investment across national 

boundaries. Direct investment is important not, however, so much in its own right as because 

it is the primary (but not the only) means by which business firms extend their activities 

internationally. 1 Seen in this light, what really matters is not the magnitude of the annual flow 

of direct investment2, but rather the business activity that this investment generates. At the end 

10therwise put, the main importance of direct investment lies apart from the fact that it is 
a "long term capital flow" figuring in a country's balance of payments. 

2These were $227.5 billion in 1994, the most recent year for which data are available and 
the highest flows ever recorded in a single year. Previously, the highest flows in a single year 
were $211.4 billion in 1990. 
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of 1994, the total stock of foreign direct investment worldwide was over $2.37 trillion, invested 

in over two hundred thousand affiliates of multinational firms.3 These affiliates generated about 

$5.24 trillion in net sales, a figure somewhat greater than the total value of all exports of goods 

and nonfactor services in that year (about $4.8 trillion). During the past ten years, the rate of 

growth of FDI and related activity4 has consistently grown faster than world trade, and world 

trade has grown faster than world output.

The benefits of FDI and related activities are almost without dispute. Among these are 

increased competition within national markets, transfer of technology, and spillovers associated 

with this transfer.5 The lattermost of these is of special note. The existence of spillovers implies 

that FDI is associated with increases in productivity of domestic firms. These domestic firms can 

be suppliers, distributors, or even competitors of the multinational firms.

Such benefits are of particular relevance to developing nations. In particular, it is 

demonstrable that those developing countries having strong international investment and trade 

ties with the OECD nations tend to have higher productivities and higher rates of growth than 

do countries with weaker such ties.6 Because, however, trade ties between developing nations 

and the OECD nations tend to be strongly correlated with investment ties, it is difficult to 

determine causality from international comparisons: the higher productivities and growth rates 

could be the result of technology transfer by MNEs, of importation of capital goods embodying 

3UNCTAD 1996.

5A review of the evidence is provided in Graham 1996, Appendix 1.

6See, e.g., Borzenstein et al. 1994 and Coe et al. 1994.

2

4I.e., whether measured by flows or stocks of FDI or by activity of overseas affiliates of 
multinational firms.



the newest and best technologies, or of some combination of the two. Exactly what is the mix 

of the two is not clear, but "micro" studies confirm that the effects of technology transfer are 

significant, including the effects of spillovers associated with this transfer. Some of the strongest 

evidence indicating that direct investment indeed does generate significant spillovers comes from 

China, where town and village enterprises (TVEs) located in areas with a heavy foreign investor 

presence tend to outperform TVEs located in areas without such a presence.7

Recognition of these benefits has led a worldwide shift in the official attitudes of these 

nations towards direct investment and multinational enterprises. Twenty years ago, the 

developing nations as a group were almost unanimous in their condemnation of multinational 

firms, which were viewed as agents of western imperialism. Today, however, in light of the 

very favorable economic performance of a number of developing nations that have maintained 

open policies towards inward direct investment, many nations that were only recently hostile to 

this investment now welcome it with open anns. The result has been a shift in policies of theses 

countries from restrictive regimes to regimes that are relatively open. 8

One unfortunate consequence of the move to open policy regimes is that there is an 

increasing potential that governments' policies will actually conflict with one another in ways 

that are harmful to overall economic gains. One possibility is that governments will increasingly 

compete for direct investment and its benefits by offering subsidies to direct investors, subsidies 

that have the potential to distort the benefits of the activity of these investors. Governments 

7Wei 1996 

8Policy liberalization in the developing nations is discussed in some depth in UNCT AD 
1994. 
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might also use other measures (e.g., performance requirements) that are designed to tilt the 

benefits of direct investment to their economies but at the expense of some other economy.

Finally, governments might attempt to use multinational firms as vehicles for achieving political 

ends, for example, via efforts to apply law and policy extraterritorially. The latest example of 

such an effort is the US Helms/Burton law, which would sanction certain non-US firms for 

doing business in Cuba. International rules could help to prevent or to attenuate such potential 

conflicts.

In recognition of the importance of direct investment, its contribution to the welfare of 

nations, and the need to head off conflicts between governments over direct investment and the 

activities of multinational firms, the member nations of the .^Organisation for Economic

Cooperation and Development (OECD) have already begun to negotiate a "Multilateral

Agreement on Investment" (MAI). This not-yet-finished agreement would, however, be flawed 

on at least two counts: (i) it would be a stand-alone instrument (i.e., not explicitly linked to the 

various existing agreements of the WTO) and (2) it would hardly be "multilateral"; it is doubtful 

whether many non-OECD member nations will join it, although the intention is for membership 

to be open, i.e., nonmember nations are in principle to be able to join if they so wish. Indeed, 

it will not even be required that all OECD nations sign it. (Thus, following accepted usage, this 

agreement should properly be termed "plurilateral" rather than "multilateral".) This second flaw 

is of particular gravity: Most of the potential benefit of a multilateral agreement on direct 

investment will result from reform of policy towards this investment by nations whose policies 

are not in conformity with the requirements of the agreement. As is elaborated below, such 

nations by and large are ones not currently members of the OECD.

4



Offsetting somewhat these two flaws, the main arguments for the OECD instrument are: 

(i) the OECD member nations seem to be willing to obligate themselves to "higher" standards

than would be accepted by most non-OECD member nations at the present time (exactly what 

is meant by "higher standards" is discussed in the next section); and (ii) the MAI, if completed 

on schedule, could be implemented at a much earlier date than any future ADI within the WTO. 

There is some circularity in these arguments: the OECD nations, by and large, already have in 

place relatively liberal policies towards FDI, and hence it is �latively easy for these nations to 

negotiate to "high" standards. But the benefits of achieving these standards within the OECD are 

limited, because the OECD nations already largely meet the standards. 

Thus, the main point made in this paper is that, in spite of ,the likely future existence of 

the MAI, it is desirable that an ADI be implemented within the WTO at the earliest possible 

date. The rationale for this point is further developed in section 2 of this paper, where also there 

is a discussion of what should be the main substantive provisions of such an agreement. Section 

3 explores two options for developing such an agreement: (i) to allow the OECD MAI to 

"migrate" to the WTO, i.e., at some future date to incorporate the MAI, modified as necessary, 

into the WTO framework and, (ii) to negotiate such an agreement in the WTO "from the ground 

up". The paper ends (section 4) with conclusions and recommendations. 

2. Why an Agreement on Direct Investment Would be Desirable Within the WTO and What
Should be the Main Provisions of Such an Agreement 

To address the issue of why there should be an agreement on direct investment within 

the WTO, it is necessary to decompose the issue into two components: why should the.re be 

multilateral rules on FDI at all, and why should they be in the WTO? 

5 



With respect to the first component, it is often asked why it is worthwhile negotiating 

multilateral rules at all on FDI at a time when, as just noted, a large number of nations are in 

the process of liberalizing their own policy regimes towards this investment. After all, won’t the 

effect of such policy liberalization be the same as if nations were to bind themselves to 

international rules?

There are two reasons why such rules are nonetheless desirable at this time, and each of 

them is compelling. First, policy reforms in nations, even in ones where there is a groundswell 

moving in the direction of liberalization, are likely to be more profound and enduring if these 

reforms are backed by international standards than if they are made in isolation. Thus, for 

example, the negotiation of the investment provisions (chapter 11 part A) of the NAFTA 

agreement actually helped Mexico to implement policy reforms that Mexican reformers sought 

under any circumstances. (Indeed, after signing the NAFTA agreement, Mexico announced that 

it would multilateralize its obligations under chapter 11 part A to investors from all nations.)

Second, international rules (or standards) would serve to lock nations into agreed upon 

standards and thus might help to check or prevent any future policy "backsliding". It is more 

difficult for a nation to adopt "deliberalizing" policies if such backsliding would contravene an 

international obligation than if no such obligation were to exist.

The main reasons why an ADI is specifically desirable within the WTO are to offset the 

two flaws of the MAI already noted. First, an ADI could (and should) be fully integrated into 

the existing framework of international commercial law as embodied in the various agreements 

of the WTO, rather than as a stand-alone agreement. This is desirable because many provisions 

of existing agreements already complement a future ADI. Such agreements include those on

6



Trade Related Investment Measures (TRIMs), on Subsidies and Countervailing Measures, and 

on Trade in Services (GATS). Desirable integration between the ADI and other agreements of 

the WTO would also include a linkage of the ADI to the WTO dispute settlement mechanism. 

For reasons to be specified shortly, however, it would be necessary for additional new dispute 

settlement procedures to be adopted in the context of an ADI over and above those that currently 

exist. In particular, the linkage would enable trade sanctions to be invoked against a nation found 

in violation of obligations under the ADI in accordance with wro dispute settlement 

procedures. As with any other dispute, sanctions would be allowed only if the putative violations 

were not remedied in accordance with recommendations of a WTO panel. In contrast, one likely 

weakness of the MAI will be that violations of obligations undenalcen by nations that sign onto 

the MAI will not be subject to any form of international sanction. Simply put, an ADI would 

be more enforceable than an MAI because violations could be subject to sanctions. 

Second, the number of nations that likely would subscribe to an ADI almost surely will 

be greater than the number that will sign on to the MAI. As already noted, one rationale for the 

current negotiation of an MAI is the belief of spokespersons for the OECD nations that "higher" 

standards can be achieved in the OECD than in the WTO. There is an obvious element of 

speciousness to this rationale because, after all, the OECD nations could themselves choose to 

negotiate an agreement within the WTO on a plurilateral basis. 9 If then even a handful of non-

9Within the WTO, however, negotiations for the European Union (EU) nations would be 
conducted by the European Commission whereas in the OECD the negotiators are from each of 
the individual national governments. It is not clear what difference this would make, although 
defenders of the OECD have argued that higher substantive standards can somehow be achieved 
by the OECD negotiators than by an· equivalent group where the European national 
representatives are replaced by negotiators from Brussels. 

7 
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OECD nations would be willing to join these negotiations on the understanding that these nations 

would commit themselves to the "high" standards sought by the OECD group, the outcome 

would be more favorable than that of the MAI.

What are these "high standards"? The MAI is envisaged to obligate all signatories to the 

following key provisions, all of which should also be required ingredients for an ADI:10

*

1. A broad definition of what constitutes a direct investment, in order to cover the

multitude of ways in which multinational business firms establish themselves in host

nations, e.g., through the creation of subsidiaries11, through joint ventures or other

forms of strategic alliance, through service and turnkey operations, etc.

2. An obligation of host nations to grant unencumbered right of establishment to

foreign investors. Usually this right is considered "good enough" if it is granted on the

same basis as that granted to domestic investors (if this is so, it is said that "pre­

establishment national treatment" exists for foreign investors). In practice, however, no

nation grants full pre-establishment national treatment to all foreign investors. Thus, in

practical terms, unencumbered right of establishment implies a minimum of restrictions

or conditions on entry by foreign investors, an absence of governmental screening except

perhaps for national security reasons, and no pre-establishment "performance

8

11 These typically are limited liability corporations established under host nation law in which 
the parent organization or investor has a controlling interest.

10 In what follows, a "host" nation is one that is recipient to direct investment while a 
"home" nation is the source of such an investment.



requirements" imposed by the host government or any subnational governments. 

Much time is being spent in the MAI negotiations on what exceptions will be allowed to 

this general obligation. Even within the "high standard" OECD nati�ns, sector-specific and other 

exceptions are rife, and one possible benefit of an MAI could be reductions in these exceptions. 

However, at this time it is uncenain as to whe�er the MAI negotiations will actually result in 

significant liberalization of existing restrictions. 

3. An obligation by host nations to grant national treatment to foreign controlled

firms and other covered investments. National treatment .implies that such firms and 

investments are granted under law and policy treatment that is no less favorable than that 

granted to similar domestically controlled firms and investments. Again, no OECD nation 

grants full national treatment to all foreign controlled firms in all industries and thus, 

again, the issue before the MAI negotiators is to determine exactly what exceptions will 

be permitted. There is widespread agreement that some exceptions must be made in the 

name of national security. Beyond this, little consensus exists as to what exceptions 

should be allowed. 12 

12These two obligations - unencumbered right of establishment and national treatment - can 
impair the flexibility of governments to pursue specific "industrial policy" goals, and many of 
the exceptions sought by governments are in furtherance of such goals. To those persons who 
consider "industrial policy" to be anathema, such exceptions are tantamount to the work of the 
Devil; to those persons who believe in industrial policy. the exceptions are absolutely necessary. 
At least one very important sector, telecommunication s, is affected by this set of issues. 

No effort here is made to take sides in the industrial policy de�ate; however, it should 
be noted that efforts to implement specific industrial policies are more widespread in developing 
nations (including cenain of the rapidly industrializing nations) than in most OECD nations, and 

9 
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V

An obligation by host nations to extend "most favored nation" (MFN) treatment4.

to investments from nations that participate in the MAI. This implies that, should such

a host nation grant to any investment from any nation treatment that is more favorable

than that to which the nation is obligated under the MAI, that host nation will grant

treatment that is no less favorable than this more favorable treatment to any investment

from MAI participant nations. Again, the issue of exceptions is of importance. In

particular, the specific issue has arisen in the MAI negotiations as to whether MFN

exceptions should be granted in the context of agreements establishing "regional

economic integration organizations" (REIOs) such as the EU. For example, should one

EU nation be allowed to grant preferential treatment to investments of investors from

other EU nations without extending this treatment to all investments from MAI

participating nations? The logic of the EU is "yes"; the logic of the MAI is "no".

An obligation of host and home nations to allow unrestricted transfer of funds --5.

both at the level of operating funds and of capital funds -- between investors and

investments. Certain exceptions to this obligation would be routine (e.g., if the investor

or the investment were under suspicion of criminal activity or some other infringement

of the law); other exceptions might be allowed for, e.g., balance of payments reasons.

10

thus that negotiation of these two obligations likely would be more difficult in the context of a 
WTO ADI with wide participation than in the context of the OECD MAI. However, the MAI 
itself is, by all counts, likely to be riddled with exceptions both to right of establishment and to 
national treatment.



6. Obligations of host governments to grant certain .levels of investor protection. The

most important of these obligations is that no host nation would be allowed to expropriate 

a direct investment except for a public purpose, on a nondiscriminatory basis, under due 

process of law, and with adequate and prompt compensation guaranteed to the investor. 

One effect of adoption of these six sets of obligations would be achievement of a high 

degree of transparency: stated simply, investors would know with a high degree of certainty 

what ex�ctly are the rules that apply to them in each country that adheres to these obligations. 

With re�t to these six sets of obligations, there is widespread consensus within the 

MAI negotiations on language pertaining to the first, fifth, and sixth. Most of the problem areas 

center around exceptions to right of establishment, national treatment, and most favored nation. 

This would almost surely continue to be the situation were the negotiation of an ADI to be 

launched within the WTO. Agreement by a large number of countries on acceptable standards 

for definition of a direct investment, transfer of funds, and investor protection should be 

relatively easy to achieve. More difficult to achieve will be consensus on standards for right of 

establishment and national treatment. As in the MAI negotiations, the stickiest area will be 

allowable exceptions to these obligations. Exceptions sought by developing nations will in 

general be more widespread than those sought by most OECD nations. 

One approach to handling these exceptions would be to allow developing countries to 

continue those policies and practices currently in place deemed to be in violation of right of 

establishment and national treatment obligations, but to require that all such policies and 

practices be listed and for as many of these as possible to be phased out in accordance with 

11 
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published schedules. This approach was adopted with respect to Mexican policies and practices 

in the matter of the negotiation of the North American Free Trade Area (NAFTA), for example.

Mexico is allowed far more exceptions in the NAFTA than are either Canada or the United

States, but Mexico is simultaneously obligated to phase out many of these exceptions over time.

It should be noted that there are some countries that have indicated that they would refuse

to accept national treatment even as a principle (i.e., these countries would not obligate 

themselves to this principle even if they were allowed unlimited exceptions). However, the 

principle of national treatment is central to an agreement on investment, the purpose of which

reason, a WTO ADI would have to begin its existence as a plurilateral agreement.

As already noted, one benefit of the ADI would be linkage to the WTO dispute resolution 

mechanism. However, the dispute settlement procedures would have to be supplemented 

considerably. This is because many investment related disputes involve a multinational enterprise 

and a national or subnational government. However, in the WTO, only national governments 

("states") have "standing"; no other party (such as a firm) can bring a dispute before the

WTO.13 The need for some sort of "enterprise-to-state" dispute settlement procedure, in 

addition to a "state-to-state" procedure such as in the WTO, has been recognized in the NAFTA 

12

Governments could of course act as agents for firms in existing WTO procedures. This 
would suffer from the obvious flaw, however, that the interests of governments (even the home 
government of a firm, i.e., the government of the nation in which the firm has its headquarters) 
and firms may not coincide and hence that the government agent might not in good faith 
represent the interests of the firm. Indeed, as business continues to "globalize", it is likely that 
the interests of a global firm and any one government (including the firm’s home government) 
might diverge.

is to allow to as great an extent as possible unfettered flow of direct investment across national 
f J

boundaries. Thus, nations holding this view would not be able to participate in an ADI; for this 



(see the NAFTA Agreement, chapter 11, part B) and is contemplated within the OECD MAI. 

However, neither of these integrates enterprise-to-state dispute settlement procedures into the 

existing WTO procedures, something that would be desirable and possible to achieve. 

One alternative means to do this would be to create a two stage procedure whereby, after 

lodging a dispute, a firm would first have to pass a test of "standing". Standing would be 

granted if the firm could show probable cause that its interests bad been damaged as the result 

of the failure of a government to honor obligations under the ADI. This determination would 

be made by a panel of jurists trained to hear such cases. The second stage would be 

consideration of the case by a WTO panel, which would examine the merits of the dispute and 

to issue a recommendation. 1• 

A reasonable question is, what would happen if the panel found against the defendant 

country and recommended a change in law or policy but the country did not implement the 

recommendations? In a state-to-state dispute, the plaintiff country would then be authorized to 

apply sanctions against the defendant country. This would be awkward in the case of an 

enterprise-to-state dispute; it is difficult at best to imagine a firm, even a very large multinational 

firm, applying sanctions against a country. One option would be for the home nation of the firm 

to be allowed to apply sanctions against the defendant country. However, in some cases this 

might conjure up images of the "gunboat diplomacy" practiced earlier in this century where the 

interests of large firms were enforced by powerful nations on weak ones. A second option might 

thus be for the panel to be allowed to award mo�tary damages to the firm, to be paid by the 

14As in all disputes before the WTO, the disputants would first attempt to work out a 
mutually satisfactory resolution via consultation; only failing this could the case be brought to 
the two stage process. 

13 



country, in an amount equal to the damages suffered by the firm as the result of the breach of 

obligation.15 The two options do not, of course, mutually exclude each other. For investment 

disputes, both options might be allowable.

Although it would be necessary to create enterprise-to-state dispute settlement procedures 

in order to implement an ADI within the WTO, these procedures would supplement rather than 

displace the existing state-to-state procedures for investment related disputes. It remains entirely 

possible that a nation’s interests could be affected by the investment policies of another nation 

and that this could result in a dispute being lodged. For example, a nation might believe that its 

exports were displaced (or threatened to be displaced) by another nation’s policies to induce 

international investors to locate production facilities in its territories. If these policies violated

ADI obligations, a dispute could be lodged before the WTO that would be resolved using the 

existing state-to-state procedures.

Indeed, this example introduces a major lacuna in the MAI. According to reports that 

have "leaked" from the MAI negotiations, this instrument will not place any limitations on the 

use by national or subnational governments of "investment incentives". These incentives are 

subsidy or subsidy-like offerings by governments to firms; the subsidies are meant to induce 

firms to locate specific production facilities within the territories of the governments. Such 

subsidies can have distortive effects, e.g., to cause firms to relocate production from a relatively 

economic to a relatively uneconomic site, where the differences in production costs to the firm 

14

15Such a procedure in fact is applied in enterprise to state dispute resolution in the NAFTA, 
where an arbitral tribunal can award monetary damages to a firm which suffers loss as the result 
of failure of a nation to honor NAFTA obligations. Indeed, under NAFTA procedures, the 
tribunal can only award damages; it cannot recommend changes in law or policy.



are compensated by the subsidies. The net effect is to raise the cost to the world of producing 

the relevant goods or services. In spite of the extra costs (an<;I the deadweight losses these impose 

upon society), governments often are eager to offer investment incentives in order to increase 

local employment opportunities. Indeed, competition by governmental agencies to attract 

investment often leads to these agencies bidding against each other and upping the stakes. 16 The 

case is thus strong that there should be international agreements to put caps on such incentives 

or, better, to eliminate most such incentives entirely.17 For political reasons, however, the 

MAI negotiators have been reluctant to attempt to deal with this issue. 

For this issue, the WTO might be a better venue to achieve "high standards" than the 

OECD .. This is true for two reasons. First, rich nations (and rich subnational governments) can 

afford to offer more generous incentives than poor ones, for obvious reasons. Thus, limitations 

or elimination of investment incentives will benefit poorer countries more than richer ones, and 

hence the developing nations might as a group emerge as a stronger constituency for such 

limitation or elimination than the OECD nations. Second, WTO law already deals with export 

subsidies under the Agreement on Subsidies and Countervailing Measures, and a natural 

161n such a situation, the granting of incentives can take on the character of a classical 
"prisoner's dilemma" game: collectively, the authorities might be best off if no one offered any 
incentives at all. However, if just one authority does offer an incentive, every other authority's 
"best response" is also to offer incentives. Because at least one authority is almost sure to 
calculate that it can gain advantage unilaterally from offering an incentive, the result is that it 
does so and causes each other authority to play this "best response". 

17There may . be valid reasons for the granting of subsidies, however, and hence any 
discipline on investment incentives would have to attempt to distinguish between "good" and 
"bad" such incentives. Generally the distinction rests on whether or not the subsidized activity 
generates some tangible positive externality in excess of the cost of the subsidy. However, 
determination of whether an extemality is generated by a subsidy is problematic. 
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extension would be for this Agreement to be enlarged to cover investment incentives.

An issue often linked to investment incentives is performance requirements. Some such 

incentives are granted upon the condition that certain performance requirements are met. But 

also the meeting of performance requirements is often set as a condition for entry. It has already 

been noted that unencumbered right of establishment implies that no performance requirements 

should be placed on international firms as a condition for entry. However, it remains to be seen 

what, if any, restrictions on performance requirements are embodied in the MAI.

The WTO to a limited extent already deals with such requirements in the Agreement on

Trade Related Investment Measures (TRIMs). This agreement bans two types of performance 

requirements, notably local content and export requirements. The reasoning was that these 

requirements distort trade flows and are inconsistent with GATT article HI (national treatment 

on internal taxation and regulation, not to be confused with national treatment for investments).

Other types of performance requirements can easily have trade distortive effects; these include 

local manufacturing requirements, trade balancing requirements, mandatory technology transfer, 

etc. Part of the work of the ADI should be to enlarge the range of measures covered by the

TRIMs agreement.

The Two Routes to an ADI

As noted in the introduction, the two alternative routes are (1) to use the MAI as the 

basis for an ADI or (2) to start from scratch and to negotiate an entirely new instrument. It is 

at the time of this writing truly difficult to evaluate these two alternatives because the MAI is 

not complete and only sketchy information has been released with respect to its content. Thus, 

16



at this time it is not possible to judge the MAI on the basis of its substantive merits. However, 

it seems a safe bet that the MAJ will contain all six of the obligations listed in the previous 

section (broad definition of investment, right of establishment, national treatment, most favored 

nation, unencumbered transfer of funds, investor protection). Were the MAI to be adopted (in 

an adapted version) by the WTO, the task would center around negotiation, nation by nation and 

sector by sector, of the exceptions to the main obligations. Thus, in practical terms, it in fact 

might make little difference as to which of the two routes is taken. The yeoman's work in 

creating such an agreement will not rest on drafting the language of the obligations, but rather 

on the negotiation of what exceptions will be allowed. 

The main problem with the WTO adopting the MAJ is sui:nmamed in the expression 

"NIH11 ("not invented here"). Those WTO member nations that have been excluded from the 

MAI negotiations already hold negative feelings about this instrument simply because they had 

no role in its creation. 18 

Given the "NIH" factor and the fact that eighty percent of the work to negotiate a WTO 

ADI will be in the hammering out of exceptions, it is likely that the WTO will "start from the 

ground up". The MAI will be a useful reference point, but it seems unlikely that it will be 

adopted by the WTO and adapted to the WTO framework. 

18This has come out in a number of meetings, in panicular one held by the OECD in Hong 
Kong in March, 1996 to which representatives of representatives of about twenty non-OECD 
member nations of Asia and Latin America attended and at which the author was present. All 
but two of these nations spoke against the MAJ. 
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3. Conclusions

The principal reason why negotiations on a multilateral agreement on investment are 

proceeding at the OECD, rather than at the WTO, is that the OECD member nations collectively 

have felt that few if any non-member nations were prepared to enter into such negotiations at 

a serious level. In the end, whether an agreement on investment will be reached at the WTO 

depends upon at least some of these nations deciding that such an agreement is, after all, in their 

best interests.

But, one can reasonably ask, is it? The case can be advanced that the answer is 

unequivocally "yes". The benefits of direct investment, as noted earlier in this paper, are 

virtually without question. These benefits exist for all nations, but they are especially important 

to developing nations seeking to "catch up" technologically with the advanced nations.

Subscription by a country to a strong multilateral agreement on direct investment would help that 

country to attract such investment and to capture these benefits.

Why then are many developing countries apparently unwilling to subscribe to an ADI?

There are several reasons.

One reason is largely tactical. Developing countries seek action on a number of agenda, 

including accelerated liberalization of textile and apparel trade and trade in agricultural goods.

and hence negotiators from these countries might hold back on agreeing on investment rules.

choosing instead to use these as a "bargaining chip." But also, on the substantive side, there 

remains a residual of 1970s thinking about direct investment and multinational enterprises.

Although this residual is, worldwide, in recession, enough of it remains in certain nations to 

block participation of these nations in an effective ADI.
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A third reason for developing nation reluctance is a persistent belief on the part of some 

national investment development agencies that they can use perf onnance requirements to benefit 

local economies, often by using these as conditions for entry (and thus the relevant authorities 

are unwilling to subscribe either to limitations on performance requirements or to an obligation 

to allow unencumbered right of establishment). This can lead (and very often does) to policies 

that are sbonsighted even from a national point of view: firms tend to demand privileged access 

to markets in exchange for accepting performance requirements (which can impose additional 

costs on the firm), and thus the nation loses potential benefits of competition as part of the deal. 

And, as already noted, the global effect of the performance req�ment is distortive: overall, 

the world loses benefits. 

One aspect of an ADI that most developing nations would readily endorse would be an 

obligation on international firms to obey the laws and policies of the nations in which they do 

business. Such an obligation in fact would also be in the interests of the firms themselves. In 

particular, under such an obligation, a subsidiary of a firm in nation A would be obligated to 

follow that nation's law and policy, even if this were to put it into conflict with the law and 

policy of some other nation. In a word, the obligation would help to resolve the dilemmas faced 

by a firm when local law and policy was in conflict with that of another nation which was being 

applied extraterritorially. Such an obligation in turn might dissuade certain governments from 

attempting extraterritorial application of law and policy. 19

191:be implicit restriction on extraterritorial application of law and policy should, however. 
itself be subject to certain exceptions, e.g., nations holding nuclear weapons would be allowed 
to prevent transfer of relevant technology between overseas subsidiaries of finns based within 
their sovereign jurisdiction. 
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Indeed, much of the benefit of an ADI would be to constrain governments from taking 

actions that are both shortsighted from a national point of view and distortive from a global 

perspective. However, as long as national leaders believe that selective intervention can serve 

national interests, the benefits of such constraints will be lost to view.

How lost to view are these benefits? The assumption behind the MAI is that, outside the

OECD, the fog is very thick. Given the policy shifts that are occurring in many nations, this 

seems overly pessimistic. Surely a plurilateral agreement within the WTO is possible, where at 

least one non-OECD nation joined in the fray. And, who knows, once the ship set sail, the fog 

might lift.
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1. Introduction

Advancin& Services NeptiaUom 

Richard H. Snape 
Industry Commblion and Maaash University 

and 
Malcolm Bosworth 

Industry Commission• 

Negotiated during the Uruguay Round, the Oencnl �ent on Trade in 

Se:vices (OATS) fonm part of the 'single undertaking' of.cx,mm!tmcmts �ted 

by all WTO members. It is an ambitious agreement. So far, however, it has met 

with limited success. The extended sectoral negotiations under its auspices 

during the past eighteen months have been disappointing. The 0A TS suffers 

from major structural weaknesses that reduce its ability to facilitate effective 

trade liberalisation. Developments in some regional mangements may provide 

some useful guidance in reviewing it. 

2. Framework of the GATS

Although the OATS embraces the key OATT principles of UDCODCtitional 

MFN, transparency, reciprocity, national treatment and negotiated (binding) 

concessions, there are important differences in thC! m•nncr in which most of1bese 

principles are implemented (Table 1). Unlike the OATT, the OATS permits 

1 The views expreued arc tboM of the autbon, and lboa1d IIOt be ettributed to 1he IDdultry 
Commilsion or the Australian Govemment. Tbe Industry Camminioa ii eurnrntly in the 
p.roc:us of amalgamating with the Bureau of Indul1ry Econcmic8 •d the Ecnaomle 
Pl.anning Advisory Com.mission to form lhe Produotivity Commi11iou. n.. autbon are 
gratlDfu1 for the valuabl• usiltance pvcn by Wenona Bird of tb• Jnduscry Commission in 
pn,parin; 1his paper. 
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exemptions from unconditional MFN for specified sectoral measures, so long as 

these were scheduled by 1 January 1995, or unless the relevant sectors were 

subject to ongoing negotiations,2 Countries insisted on, and used, MFN 

exemptions in the GATS to fecilitate industryrspecific reciprocity.

Under the GATT, national treatment is a general obligation, essentially 

requiring that once frontier barriers are cleared, imported and domestic like 

products will be treated equally by governments. As a general rule, an import 

tariff is the only form of permitted frontier barrier in GATT, though quantitative 

restrictions are permitted in certain limited and specified circumstances. The 

tariffs themselves can be at any level until bound under the negotiating processes 

of the GATT. Under the GATS, on the other hand, any form of barrier to 

services trade can be maintained or increased in any sector until it is scheduled; 

only then has “national treatment” any relevance to the services traded in that 

sector. Not only is national treatment not a general obligation as in GATT 

(arising only from specific commitments), it is defined more broadly in the 

GATS to embrace all measures which discriminate between domestic and foreign 

services internal as well as frontier. (The distinction between internal and 

foreign measures is often unclear in services trade.)

In GATS, national treatment is interwoven with “market access”, a term not 

appearing in the GATT. Para. 1 of the market access Article XVI of GATS 

requires foreign services and service suppliers to be treated in a manner no less 

favourably than that specified in a member’s schedule, for all modes of supply. 

This would seem to imply that all barriers to market access should be scheduled 

for any scheduled service sector, even where these barriers apply equally to 

domestic and foreign suppliers. (There is no corresponding requirement in the

GATT.) This para, appears to be directed to market access in general and thus 

2 Such exemptions are to be reviewed after five years and, in principle, should not exceed ten 
years. They are to be subject to negotiation.
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relates to competition policy. not foreign 1rade u such. The question arises 

whether an international agreement in services trade is the best way in which to 

address problems arising &om domestic competition policy. Para. 2 of the 

market access article prohibits specified quantitative restrictions in those JCCtors 

for which market access commitments arc undcrtatm. National treatment in 

OATS requires. that in the · sectors scheduled, foreign sc:mc:c:s and semce

suppliers be treated no las favourably than domestic aervica and acrvice 

suppliers, except u provided in the schedule. It can be seen there ii an 

uncomfortable and somewhat confusing relationship betwcc::n the netioa•J 

treatment article (XVll) and para. 1 of the mark.et access article. 

Commitments to market access and national treatment are therefore both 

country and sector specific. Members can 111aiut.ain those trade restricting (non­

conforming) measures pc:mining to each mode of supply listed in the sd:aedules. 

However. unless MFN reservations were explicitly ,pecified when OATS came 

into existence ( or under the provisions for c:xtcndcd neaotiatiom for specific 

sectors), all measures must be applied in a manner which cloes not discriminate 

among other mcmbers.l 

OATS implements a so-called 'hybrid' approach to scheduling 

commitments� combining positive and negative lilb (Hoekman 199S). A positive 

list determines sectoral coverage while a neptivc lilt specifies, for each sector 

and for each of the four modes of tcrVicc supply. 1hose mcuurca wbidi limit 

market access and national treatment A negative list apecif)ina sectors c:xcmpt 

&om specific. c:ommit:mmts, u wu adopted for MFN CXl"IDptiom, would have 

been far more transparent and better suited to facilitating future h"bcraliution, 

even though the list of exemptions would have been very 1011g. 

3 Preferential acceu may be provided within the "8m of 1he JfflMliou relatina to 
eoonomi, inteptjon., the OATS equivaleat ID the pnmsiam far ftN trade area and 
customs unions in the GA TT. 

3 



4

3. Sectoral Commitments

4

Although most developed countries recorded what at first sight appear to be 

substantial sectoral commitments in more than 70 sectors (with a handful leading 

the way with more than 100 sectors covered), as compared with a maximum of 

around 150, this is likely to be a poor indicator of coverage compared to service 

production. For example, while Australia made commitments on over 80 sectors, 

only one-fifth of its total production of services is estimated to be covered by 

liberalising obligations — bound commitments not to maintain non-conforming 

< 
,9

While the GATT covers only cross-border trade as a means of supply the 

GATS includes all modes by which supply may be undertaken: cross border trade 

itself and the movement of both persons and capital across frontiers for the 

supply or consumption of services. Thus, commitments under the GATS cover 

not only the more conventional cross-border trade, but also the much more 

sensitive areas of movements of suppliers and consumers (temporary movement 

of people) and commercial presence (foreign investment, particularly direct 

investment). This breadth of coverage could be a strength if there were a general 

commitment to reducing all barriers; experience so far raises the question as to 

whether it would be better for the GATS to focus on cross-border trade per se, 

even though this is quite limited in some services as compared with goods trade, 

and to leave investment in services and goods (and movement of people) to 

separate negotiations.

While GATS is very broad in principle, in practice the liberalisation which 

has been achieved is heavily restricted by the sector-by-sector coverage of core 

enmm it-merits on national treatment and market access, as well as those measures 

exempted from MFN treatment.4

4 Services not covered by the OATS are air landing rights and those supplied in the exercise 
of governmental functions, such as the provision of basic infrastructural services. Also 
excluded is government procurement of services, on which negotiations are to be held under 

the GATS by 1997.



measures - and these comrnitnu:·na were skewed heavily towards services 

already relatively open (Industry Commission 1995, 189·214).5 Major sectors­

at least some of which are known to have highly re.ttrictive trade measures -

were excluded from Australia'• schedule, ar IUhject to unbound commitments. 

Other countries' schedules have similar characteristics. 

Not surprisingly. the number of meuurm scheduled ia the GATS as 

violating national treatment and market access and u 'unbound' offc:n were 

substantial. Most countries currently maintain cxtmaivc trade restrictions on 

services. For example, an analysis of OATS schedules for APBC economies 

combined indicates that well over two-thirds of possible 1ervice markets -

defined as each mode of supply in each JCrvic.e market in each APEC economy 

-may be impeded (APEC 1995, 72). Crou-bcader su_pply ii the least remictcd

mode of supply within APBC economies u a group, while the presence of natural 

persons is easily the most constrained mode of supply. 

4. Structural Problems oftlle GATS

The liberalisation in trade which bas been achieved within the context of 

GA TS is very modest; little more than limited standstill commitments wi1bin 

sectors already open bas been achieved even 1,y those countries m•kin& 

significant commitments. The inability to •�ure more subst.antial results may be 

attributable to structural weaknesses of GATS as well u to neeoti■tin& attitudes. 

Of course, the structure of the GA TS reflects what was achievable at the time. 

Unlike the OATI the OATS ii l■rply a framework aareemcmt. with 

commitments for seaors left for negotiation. There was always a question of 

bow much in the form of general obligations should be in the fi'amewark, �d 

S A q_uasu:r of Australia•• NrYica produdioa. illchadJn1 oaatal lhippms. ·...., aohMSed 
OU1right from its spec;ific. OATS oommiunmts. while tbote 1eaton ICbeduled far �c:b no
obligations were ,nado to prows. market 8"fll or Dllioul tremnent - thereby -..blina 
existin& restrictions and new ones to be introduced - repruented I fw1bar SS per Cllllt of
Australian 1ervioes produGtion. 
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how much left to negotiations. Compared with the GATT the balance in the 

GATS is strongly away from the general framework and this sectoral focus of the 

GATS is a fundamental problem. In GATT national treatment is a general 

obligation, with tariff as the sole generally sanctioned form of discrimination 

against foreign supplies. But within GATS national treatment (and market 

access) is a specific obligation to be negotiated with respect to all scheduled 

services and all forms of barriers. MFN exceptions were also taken across major 

sectors so as to negotiate sector-specific and country-specific reciprocity.

The sectoral trade-offs which can remove major stumbling blocks are 

particularly difficult to secure when negotiations are sector-specific. Such 

negotiations are highly susceptible to being blocked by vested domestic interests 

who are able to mount effective campaigns designed to focus attention on the 

costs to the particular sector of trade liberalisation, rather than the gains to other 

sectors, and to the economy in general, of such reforms.

The chances of success of sectoral specific negotiations arc diminished 

further by the nature of the barriers to services trade, as well as by the attitudes of 

key demandeurs (Hoekman 1995). First, tariffe on goods provide a continuum 

for negotiation — a sixty per cent tariff is negotiable to all levels between sixty 

and zero. But barriers to trade in services, which are seldom in a price-based 

form comparable to tariffs on goods, are less quantifiable and with their incidence 

not as divisible, are often subject to substantial bureaucratic interpretation, and 

are less transparent All these characteristics make them more difficult to trade in 

negotiations.6 A second, and related point is that some demandeurs are 

addressing negotiated reciprocity not in terms of the extent of market opening, as 

JUN IB '96 0b:59Kn iNXJUisirci LxrriisaxiA'i e®

6 Negotiating impediments to service* trade ii made more difficult by their largely non­
transparent nature, and because they are frequently embedded in domestic regulations. 
Unlike the GATT and for gooda, the main measures restricting services trade do not operate 
at the border, but are applied internally and are not directed to restricting just foreign access 
but all access. They are often also justified on other grounds, including consumer 

protection.



has been the tradition in GA IT negotiations. but in terms of market openness. 

This interpretation of reciprocity places a particularly heavy political-economy 

burden on countries traditionally having closed service markets. 

The so-called hybrid approadl to tie sch1nd11Jing of commitments. with a 

positive listing of sectors c:overed by spec.me co:mmJtments and a negative listing 

of trade restricting measures within these sectors, also inhl"bits h'beraliution. 

lbis structure facilitates and even encourages ■. "made-to-measure" app.roecb to 

liberalisation, that is to limit libc:ralisaticm to where, and to the c:x.tmt that. it docs 

not hurt. Moreover the transparency of barricn1 has hem severely compromised 

by· the ability of members to refrain from scheduling sensitive ,cctars in which 

trade restricting measures abound. Negative listin& is 11'1DSparent; positive listing 

can be, and is. used to obscure. 

5. Extended Sectoral Negotiations

While the WTO and hence the GA TS became operational on 1 January 

1995, negotiations ·were largely incomplete ait that time in the key areas of 

telecommunications, financial 1ervic:es, maritime tnmport, and the movcmait of 

natural persons.' A timetable was established :for extending these negotiations. 

This effectively suspended initial commitmentJi in tbcsc areas - Ibey could be 

amended, along with MFN exemptions, until tbe neaouations concluded. Major 

MFN reservations were lodged (or tbreataled)I by key players to 'lever.' other 

countries to improve their offers under OATS. At the same time, it wu agreed to 

'carve out' certain segments of financial servic:es &om the OATS for p1Udenti"1 

reasons. 

7 The EU. Jaraely at the insisteDee of tbe Fnmdl Ciovernmmt, aduded the audio-vilual 
soc:tor from MFN treatmClllt. 1be EU (aloa1 wid, ,ome other manNl"I) 1bua made no 
scaoral c.omm.itments in this sector, and may impone disc.riminatmy or.DOD-diaerimhwory 
measures in the entite audio-visual MCtor. Howaver, it will he the ..abject of future 
negotiations. 

7 
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The poor progress to date in the extended negotiations covering key sectors 

is disappointing, but hardly surprising. These sectors also have provided 

difficulties in regional attempts to liberalise services trade where successfully 

negotiating sectoral trade-offs would be more likely than at the multilateral level. 

Sector-specific negotiations provide separated foci for sectoral lobbies ensuring 

that “whole of government” considerations are likely to be overwhelmed in 

national negotiating stances, and that trade-ofis across sectors would receive 

scant attention within capitals and none at the negotiating tables. Thus, while 

within the US, for example, there may have been some possibility of setting the 

global view of the telecommunications industry against the fortress stance of the 

maritime interests, the structure of negotiations has kept them apart

Only 29 countries (counting-the EU as one) of the 76 WTO members which 

made commitments in the financial services sector, improved their offers during 

the extended negotiations.8 Although some concessions were made to relax 

foreign equity participation and operational restrictions, these remain well below 

those needed to open financial markets significantly. Most developing countries 

The results of the financial services agreement — concluded on 28 July 

1995 and then only after a one month extension — were unsatisfactory. The US 

withdrew its offer and invoked an MFN exemption for the entire financial 

services sector. However, while adopting a conditional MFN stance — of only 

opening its financial market to trading partners on a reciprocal basis — the US 

nevertheless agreed to guarantee Japan’s MFN status in its financial services 

market. While the stated objective of the US was to secure improved offers from 

other countries, in the eyes of some the US is currently free riding on other 

countries’ unconditional MFN commitments.

8 These offers are to implemented until 1 November 1997, after which members will have 60 
days to negotiate further amendments to specific offers on financial services, or to take 

MFN exemptions.
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still have not scheduled all their financial services sectors, and thus many 

element. of financial services remain completely unbound. 

Negotiations were held concum::ntly cm the mt¥t1e1Mnt of natural persons, 

aimed at achieving better temporary entry of ICDior cx.ecutivcs IDd promsicmals 

supplying services. These too concluded 1m111isfactoriJy cm 28 July 199S. Only 

a few countries made improved offers in tho course of the negociatiom. Tba:c arc 

no plans to resume them. 

Negotiations on basic telecowununlc:atlons, initially due to conclude on 30 

April 1996. were recently suspended, and me now due to recommence in lanuuy 

1997 for completion by mid-February 1997. To the surprise and chagrin of many 

participating countries, the US withdrew its offer late in April, claiming that only 

l O out of the 34 country offers presented were acceptable. Standstill 

commitments arc to apply in the interim. The scheduled date, 1 January 1998. for 

the telecommunications accord to come into force is still fi::uiblc. 

The change in stance of the US in the basic telecommunications 

negotiations can be attributed to strong lobbying at home by the parts of the 

telecommunications industry. In drls case, the pressure came fi:om American 

companies involved with low-orbiting satellite telephone services. lhe US was 

very reluctant to commit to unconditional MPN trcatmc:nt, which would 

relinquish its ability to press for iociprocity.' 

However, if negotiations arc eoncluded successfillly ao that best offers are 

retained, the telecommunications �d will significantly improve market 

aeoess. Most offers proposed reduced limitations oo foreign investmmt in 

telecommunication companies. although many govemmmts maim:d rcmictions 

9 The US induatry wu particularly conccmed that fcnip monopoly op«atora COQld, t,y 
chuging high domcatic prices to connect ovcneu phone ca1h, taks unfair advantap of 
cheap international· rates on oataom& calls from the US ud other libaralised mubta. 
Washington thm wanted to main the richt to reject applicmom to opaa � out of 
the US from oversou carriers 9'i1h a home-country monopoly. 

9 
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It was not until the Single European Act of 1987 that a legal and 

institutional framework was provided for ensuring the free internal movement of 

goods, persons, services and capital. This process introduced (and extended) 

concepts of minimum standards and mutual recognition, as well as the 

a. European Union (EU)

The EC-92 internal market program extended the three main liberalising 

principles affecting services contained in the EEC Treaty — the freedoms to 

engage in internal cross-border services trade, to rights of establishment and to 

movement of people. Despite the liberalising provisions for internal services 

trade in the EEC Treaty, major blockages remained for more than thirty years, 

due primarily to differences in national regulations and standards among member 

states.

on investment in domestic monopoly carriers. Modest offers were made on 

satellite communications. Commitments varied considerably between 

participants — for example, while the US offered to remove foreign ownership 

restrictions to open its mobile phone market to a significant degree, Thailand and 

the Philippines offered only standstill commitments.

There is little or no chance of an agreement on maritime transport services 

by the deadline of 30 June 1996. The US has so far refused to make an offer in 

the negotiations, and there is little chance of this happening until some 

countervailing forces can be brought to bear against the maritime lobby in that 

country.

6. Services in Regional Trade Agreements

It is useful to review the provisions regarding services in major regional 

arrangements — the EU, NAFTA, CER, APEC and AFTA— to see what lessons, 

if any, emerge. Key features of these regional agreements relating to services are 

summarised in Table 2.



. - development of common BC-wide minimum quality mndards.1° These were 

mainly applied through commonly-agreed EC diredives ar regulations. 

Significant liberalising directives were hnplanented in financial services, road 

and air transport, telecommunications and prof'euional acrvices.11 Greater 

internal harmonisation of tecbnir-el standards wu also applied, and diJciplincs on 

state aids. public p-ocuremcmt and competition imroduc:cd.12 

The EC-92 program demonstrated that adiieving fW1 market access in 

services required national treatment to be complemmted by other mcuura, sud! 

as the harmonisation and mutual recognition of standards, and the application and 

enforcement of competition tules within the common market (Hoekman & Sauve 

1994)- EC-92 policies on trade expansion wi� a common market were retained 

in the 1992 Treaty on European Union (the Mustricht �). 

b. North American Free Trade Agreemnt (NAFI'A)

Many of the features in NAFTA, whidi came into effect in Jamumy 1994,

emerged from the Canada-US Free Trade Agreement (CUSFrA). However, in 

services there were some significant changes in approach, particularly in relation 

to coverage. In CUSFIA a positive listing was adopted. While in NAFTA there 

was a change to a negative listin1: all services are· covered unless they are 

specifically exempted. Most air and maritime services arc so ex.empted.. 

While the GATS embraces all modes of aavic.e delivery, the services 

chapter of NAFT A covers only Cl'OSl-bords trade, including access to 

transportation and distribution systems. and the pre,mcc of the Nrvico providers 

of other parties. but excluding financial services. Invcstmmt (in Che provision of 

10 Mutual recognition requires member ltmel ID aUo'1f aooda and ,-vices 1D be traded that m 
lawfully traded in other member statu. 

11 Mutual recognition 111as iDtroduccd for diplomu retmd to pbarmacy ad prof••ion&J 
qualifications in supplying KCOWltin&, lepl and medical JIIMClel. 

12 However. the emphasis shifted &om harmonization of national ncvlatoiy diffenmcea to 
form community-wide regulation and atlDdlrdl towards mutual nc::opition of national 
.rtand.rds, a form of c.onditional nldional trcll!fflent - all ccmmun.ity aupp\ian that lllMt 
their government's standarda receive national u.tment. 

11 



W^FT* Al'UAJOItM VA-A't UUUiVII CAP U«JUN 18 z8b

as providing parties the best of national treatment and MFN.

12

c. Australia-New Zealand Closer Economic Relations Trade Agreement 

(CER)

Services were brought within CER in 1989. The Protocol on Trade in 

Services provided a framework of transparent rules aimed at liberalising services 

trade. All sectors are covered, subject to a negative list of exclusions, to which 

MFN treatment must still apply. (Thus, unlike OATS and NAFTA, there are no 

exemptions to MFN.) Included sectors of each member are subject to standard 

national treatment provisions (and market access, which is expressed in terms 

which, unlike GATS, do not confuse the issue) ensuring that domestic and

both goods and services), temporary entry for business persons, financial 

services, telecommunications and competition policy are covered in separate 

chapters, as are services associated with basic petrochemicals.

Most-favoured-natfon treatment for parties and (unlike GATS) national 

treatment are general obligations in NAFTA.13 14 Like GATS, NAFTA provides 

for exemptions of existing measures from MFN as well as from national 

treatment for both cross border trade and investment Exceptions to MFN or 

national treatment at the federal or state (province) level must be scheduled, 

though not those at the local government level.’* NAFTA provides a right of 

non-establishment whereby service providers are not required to have local 

residence to provide services.

The term "market access" is generally avoided in NAFTA. Its (general) 

absence in NAFTA, combined with a broad definition of national treatment, is 

one of the features of NAFTA which makes it easier to understand and apply than 

GATS.

13 NAFTA also has as a general commitment non-discriminatory treatment, but this is defined 
as providing parties the best of national treatment and MFN.

14 Federal measures needed to be scheduled when NAFTA came into force, while those 
maintained by state (provincial) governments had to be listed within two years (w. by 1 

January 1996).
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imported services arc treated equally. Persons, defined to include business 

entities and citizens or residents, arc also covered by these same commitments as 

well as the right to commercial prcsc:ncc, subjc:ct to foreign investment policies 

maintained by each country. Although investment is not cov� by the CER, a 

standstill commitment covers measures that ,would violate the right of non­

establishment. Australia and New ZeaJencl fmlm a common labour market in a 

separate agreement predating CER. Noi11-discrimmatory Hccnsing and 

certification measures an encouraged, as is mutlw rccopitio.n of qualifications. 

Sectors excluded cover basic teleccmamunications, broadcastin& air 

transport, coastal shipping and postal services. Austnlia bu ranovcd 

�crvations on banking, while New Z.caland bas done 10 for radio and television 

broadcasting., short wave and satellite broadcutiing, and stevedoring. Althoup a 

Memorandum of Understanding was signed bl� 1992 to form a siDglc · aviation 

market across the Tasmmi. including the right to operate in each others• market, 

from 1 November 1994, Australia decided in October 1994 not to proeeecl.15 

In the latest review in 1995, Australia liberalised its inscriptions O.tl postal 

services and telecommunications, while New Zcel•nd did so O.tl aviatiO.tl and 

coastal shipping. 

d. Alia Pacific Economic Coop•ration (AP:EC)

APEC economics agreed in the Bogor DeclaraliO.tl of 1994 to achieve free trade 

in the region. including for goods, Nl'Vices aid capital, by no later 1han 2020 

(2010 for developed countries). The 1995 APBC mcetin1 in Osaka c:ndonod this 

commitment and developed an Action Agez]lda to pursue libcralisatiO.tl md 

facilitation measures eonsi.stc:nt with WTO principles and objective&. In the 

Agenda, APEC ec.onomies adopted a nther weak standstill commitmc:nt to

endeavour not to introduce new protective meas,un:s, including on services. 

JS Discussiom between the two pammentl ate to resume in July. with tbe mtmrtion of 
seal� an apecment on a sinale aviation market by1Nowmbc 1996. 

13 
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negotiations, by expanding their sectoral commitments on market access and

e.

transport, telecommunications, air transport, tourism, construction and business

14

The Action Agenda is very broad, and the implementation details have not 

yet been resolved. However, the concept of open regionalism, as enunciated in 

Osaka in November 1995, embraces MFN treatment to non»APEC economies 

with no sectors being excluded from the Bogor commitment At this stage, all 

services arc covered by commitments to reduce restrictions progressively on 

market access for services trade and to provide progressively for MFN and 

national treatment. Moreover, members are to contribute positively to the GATS

national treatment, and eliminating MFN exemptions. The Agenda treats foreign 

investment both generically and separately, and calls for the progressive 

provision of MFN, national treatment and transparency.’6

The Agenda singles out four service sectors where negotiations on trade 

facilitation measures have existed for some time. These are telecommunications, 

energy, transportation and tourism. These sectoral negotiations are looking 

mainly at harmonising regulations as well as administrative procedures, and 

improving transparency. The Committee on Trade on Investment is examining 

the possibility of extending this work to other service sectors.

ASEAN Free Trade Agreement (ATTA)

The scope of AFT A does not currently extend to services. However, some 

preliminary moves were taken at the December 1995 ASEAN summit towards 

mr-Wine services and investment, with the first services to be included in 1998. 

In the meantime, a three-year negotiating process was agreed with foe aim of 

extending free trade in several services sectors, including finance, maritime

services. However, while predicting the likely outcome of these negotiations at 

this stage would be premature, it appears that any gains in these sectors will be

16 The APEC Non-Binding Investment Principles reflect these commitments. Countries are 
expected to submit individual Action Plans for meeting the Bogor Declaration — under the 
process of concerted unilateralism — in November in the Philippines.



largely exploratory. ASE.AN memben (except Vietnam) arc, of caune, alto 

APEC economies. 

7. Le11om from Reponal Acnem ..u 

There iJ a btoad 1imilarlty betwrm the OATS 1111d the main rcaianal 

a,recmcnts in tcrma of 1pec:ific rul� and ditolplinel u 'Mil u Uberaliled and 

excluded aecton (Hoekman ad Sauw 1994). Oenaally, aarecmmtl have 

excluded or have IJ)eCia1 provisiom far the ume nnsc of particularly ND8itivo 

acctors: basic tclecommunic:ations, broadc:atin& air and maritime 1r1D1pOrt and 

government 1ervice1. However, there arc important ttzuctura1 diffi:nmc:es

between the agreement,. Of the resiom.1 agrNmlllltl, NAPTA and CEil probably 

provide the bat models from whim to draw INIODI for the GA TS. The 

followina are some of these leuom, topther with leacm1,wbich rmc:rp ftom a 

more gmaraJ consideration of OA'IT, OATS and the rcgiOMI qrecn1111ta. Many 

of the pointa are also comiderod in Hoc:km•n (1995). HoeJanan and Sauvt 

(1994), Sauv6 (1995a, 1995b & 1996), Low (1995) and Saw.pc {1994). 

•· Sector tpeclfldty

The structure of OATS encourages aeotar ,pecific ne,otwiona and arnnpments. 

Liberalising commitments apply cmJy to ICbcduled soc:tcr.'IUlMectan. 1bit 

structure is likely to eontinue to limit the uaefulncl1 of GA TS iD promotinJ tbture 

Ubmalisation. Experience In multilatenl ne
p,tiatiou � that meat auccea in 

opening marketa has been achieved wlla'C neaodatiCJDI haw IIXtllllded beyond 

individual sectors. Focuuina OD trade restrictma measww. ntbcr than NCtml, In 

,uch negotiatiOD.1 militates trad.ofti between louCII to certain IOCtarl with the· 

broader gaim from suc:h rcfanm to odaer aoctors IDd the eoonomy pmaally. 11Hs 

GAIT is a general agreement, pncral with rwpcct to prodUCII and rmmtri•.

GA TS is being implemented not 10 much u a saaora1 qrNmcat. but u a buia 

for negotiating product (1ector) apeclfic asreemmts, The fooua needs to be 

shifted. 
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b. Exemptions from MFN

The possibility of exempting sectors from MFN has encouraged sectoral 

negotiations and product specific bilateral reciprocity: indeed this was the 

objective of those countries which demanded the allowance of exemptions. The 

CER ■greament (as well as the arrangements within the EU) and the GATT (with 

the exception of waivers and the Article XXXV provision for non-application 

between particular parties) do not specifically provide for sectoral exemptions 

from MFN among the parties. When under GATT such exemptions have been 

allowed — the Multifibre Arrangements being the prime example — the results 

have been trade restricting rather than trade liberalising.

c. Negative Listing

The adoption of a negative list approach to sectoral exemptions from national 

treatment (and market access), as found in CER and NAFTA, would greatly 

improve the transparency of the GATS. Under negative listing all exempted 

sectors and all restrictions maintained within sectors need to be clearly outlined 

in a consistent maimer to avoid ambiguities (as they are in NAFTA and CER). 

Apart from other virtues, a negative list is more conducive to establishing a

comprehensive cross-country comparison of restriction levels. This facilitates 

liberalisation by providing trade negotiators with a clear inventory of what 

remains to be done (and importantly focilitates domestic analysis of the economic 

costs of such restrictions). Although arguably more tedious, forming a negative 

list encourages countries to re-evaluate the desirability of existing restrictions. 

This approach also facilitates a standstill on restrictions. Unlike a positive listing, 

a negative list approach prevents countries introducing further restrictions to 

unbound sectors. A negative list also facilitates liberalisation by automatically 

including any new service areas that emerge.



d. Market accus/11aU011al treatmeat

Given that national treatment ia defined to cover all mcuuros which ditcrfminate 

between domestic and fareipi aupplin (both lntemally and at the border) in the 

OATS, there would be much to be pined iD the OATS from .lnteantilll the 

provisions regarding national treatment and market ac,c,as. pnflnbly clupcmlmg 

with the latter term. AA a apecificd obligation. market accca1 plays eJmt>st DO put 

in the CER. or NAPTA. and naac at all iD OAIT. Vrtbin the GA TS the 

provitions of the first para. of the market uc:e.1 article aecm tD overlap with 

tho1c of national treatment and add nothin1 (except aom. canfulion, an 

unnecessary incentive to list mcuures according to mode of delivay, and 

intrusion into domestic competition policy) to an interpretation of national 

treatment that embraced frontier u well u intanal meuun:11 whim diK.rimJnate . 

apimt foreign suppliers of lcrvices. 

•· National treatment u a 1eaeral ahllption

With a negative listm& approach to cove:rase, natiaoal 1rcatmaat (ad mmbt 

access, whether or not it ii merged with national tidbrtdlt u IUgmted above) 

can easily become a general obliption, with exceptions acbeduled. Thia ia the 

approach which has proved IUCCCSSf\11 in NAFTA and the CBR. 

r. Sanctioned form or diacrlminatloa apiDlt fonlp Nmce1,

The question arises u to whether a rcetricted catcpry of fionticr meuuru could 

be allowed u legitimate (and tubject to neaotiation) diJcrimination apiut

foreipi supplica of ICVices, with all other trade barrien proscnDCd -

parallelling tariffs u the onl)' pn.-.lly aanctioned �an to the 9qUAl 

trcatmcn.t of domatia and foreian products UDdcr the GAlT. Tariff-like 

measurca ue one obvious farm: the pte«dent of the Urupy Round &&liiiWDCDt 

for agriculture relatin1 to tmiftication could give some hope here, 11114 there arc 

many ban-iers to services where tariff-type levies could rq,lace other forma of 

17 
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advantages in focussing a services agreement on this component of trade, and 

investment (in goods and sendees) and movement of people. The classification

18

leaving to separate negotiations and agreements investment (in goods and 

sendees), movement of natural persons, and most aspects of competition policy. 

Many of the above recommendations would be more easily implemented if they 

were dealt with separately in agreements relating to cross-border services trade, 

P.6/12

O

of forms of barriers to services trade according to modes of delivery does not 

imply that all modes need be covered in the same agreement, as was pointed out 

around the time that the classification was introduced (eg Snape 1988). There 

could be more scope for cross sector negotiation and trade-ofis if the focus in the 

GATS was solely on cross-border trade, while similar considerations would apply . 

in a separate investment agreement (possibly plurilateral under WTO auspices 

rather than multilateral).

Frustration of market access by existing internal restrictions that apply to 

both domestic and foreign suppliers are beat dealt with by competition policy on 

a broad front (eg relating to legislated monopolies, competitive neutrality, trade

Hiarriminatirm against foreign supplies of services (Deardorff 1994). However if 

thia is too much to digest, there could be a small set of other permitted measures 

which could be generally sanctioned exceptions to equal treatment of domestic 

and foreign services (Snape 1994). Restricting the allowed forms of 

discrimination in this way would greatly facilitate negotiation and negotiated 

liberalisation of an incremental trade opening form (which has been so successful 

in the GATT), rather than the openness focus which appears to have dominated 

the stance of some demandeurs.

g. Separate treatment of investment, movement of persons, and competition 

policy

Compared with goods trade, the arms-length cross-border trade is a minor 

component of the total trade in services. Nevertheless, therd do appear to be 



practice,. and ac:ce11 to eue:ntial &cilitica) rather tban in • NrVicewpeclfl.c 

agreement which ii e11entially OC'Clccmed with fareisn accc11 an1y.11 A model 

for this is NAFTA with 111 Npll'ata c:baptaw on c::rou-bardcr aarvieea trade, 

investment (in good, and 1Cl'Yicea), campedtim policy IDcl JDO'llfflWII of penom. 

It is abo the mmmcr of the CER agrecmant, mu,ept 1hat tbi1 qreemeat effcc:tively 

does not cover invllltmcnt. 

h. Do 1ome 1ecton aHd 1pec:lal prcmdou,

It would appear that the chuactariJtic, of 101ne lectorl do need speeial treatment: 

the prudential requirement. in tivoc:ial Nrvices and pabapa aomc upects of 

telecommunication, arc prime ex1mpt•. thoup much of the latter would aecm 

to· be usociated with competition policy (mooopoli• � accaa to euential 

facilities) which have as much to do with domeatic � u they do with 

international trade. To the extant that such. lpOCial treatment ii required, 

including reuom auoeiatc:d with political muad� the leuom of reaicmal 

agreements and of the OATI appear to be that neJotiatiOlll in these NCtara 

should ftot be aeparated from negotiatiam for other tocton, and catainly ahould 

not be left to the repreaentltiva of the Hetors themaclves. includ1n1 the 

bureaucracies responaible for them. Cauntervailina preatura and whole of 

1overnment (or economy wide paspectiva) need to be brauaht to bur. They 

aeldom are when 1ectora arc neaotiat,ed cm their own. 

17 New banicn to oocn.petitfon tbai .,. applied aftc barien 111inn tftip � are 
reduced can be dealt with undar nwllftcadoa and impairm•t prcwi,iom. 
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Table 2: Compariig GATS with Services Provisions of Regional Trade Agreements
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lemts (continuedina GATS with Services Provisions of Trade
Table 2: Com
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Globalizing Free Trade 

C. Fred Bergsten

THE ASCENT OF REGIONALISM 

EcoNOMIC SUCCESS in today's world requires countries to liberalize 
to attract mobile international investment, which goes far to deter­
mine the distribution of global production, jobs, profits, and technol­
ogy. Success also requires countries to compete effectively in interna­
tional markets rather than simply at home. A process of competitive 
liberalization, therefore, has driven the trend toward free trade among 
a myriad of countries in all parts of the world with very different eco­
nomic systems, at very different stages of development, and with very 
different prior philosophies. 

Interstate arrangements are usually necessary to implement such 
liberalization, however, because domestic political opposition fre­
quently blocks countries from abolishing their traditional barriers 
unilaterally. Entrenched interests fight hard, and often with pro­
longed success, to maintain their protected positions. Trade reform 
thus requires mobilizing enough pro-trade interests, especially ex­
porters and others who would gain directly from the opening of mar-

. kets abroad, to overcome those who resist further market opening. 
The political economy of trade liberali.zation in individual countries 
rests heavily on parallel liberalization in partner countries. 

The most assured technique for achieving such parallel action is to 
insist on reciprocity, through the negotiation of trade agreements 
with enough existing or potential markets to tip the internal balance 

C. FRED BERGSTEN is Director of the Institute for International Eco­
nomics. Since 1991 he has chaired the Competitiveness Policy Council
created by Congress and, from 1993 to 1995, the Eminent Persons Group
that advised the Asia-Pacific Economic Cooperation forum.
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in favor of the desired liberalization. In seeking reciprocal liberalization, 
countries could turn either to their respective geographical regions or to 
the world trading system as a whole. The global approach is superior 
because it maximizes the number of foreign markets involved and 
avoids the economic distortions (and political risks) of discrimination 
among trading partners.

As the urgency of competitive Eberalization has accelerated, how­
ever, the regional approach has increasingly come to the fore. It is 
considerably less complicated to work out mutually agreeable 
arrangements with a few neighbors than with the full membership of 

the well over 100 countries in the World 
Trade Organization (wto). Moreover, 
regional groupings are demonstrably 
willing to proceed more boldly: many of 
them have decided to adopt totally free 
trade, whereas none of the global con­
claves to date has even considered such 
an ambitious goal.

The desire to overcome traditional 
political rivalries has also driven several 
regional economic arrangements. The 
cardinal goal of the European Union 
(eu) was to end the historical hostility 
between France and Germany. Merco­
sur sought to end the arms race between 
Argentina and Brazil, including its nu­
clear dimension. A successful Asia-

Pacific Economic Cooperation (apec) forum would reduce the risk of 
intra-Asian and trans-Pacific conflicts, which have been so prevalent 
over the past century—including three wars for the United States. 

As a result, about 60 percent of world trade now takes place within 
free trade agreements or among countries that have decided to 
achieve free trade by a certain date. The eu has completed its “single 
internal market and in 1995 agreed with 12 Mediterranean countries 
(Euromed) to establish free trade by 2010. The 18 countries of apec— 
including the United States, Japan, and China—have committed 
themselves to “free trade and investment in the region” by 2010 for I
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Globalizing Free Trade 

the higher-income n:iembers that make up 85 percent of their trade 
and by 2020 for the rest. The 34 democracies of the western hemi­
sphere will devise a Free Trade Area of the Americas (FTAA) by 2005, 
building on the existing North American Free Trade Agreement 
(NAFTA). A number of smaller arrangements, including the ASEAN 
Free Trade Area (AITA) and Mercosur (Argentina, Brazil, Paraguay, 
Uruguay) in Latin America, augment these totals . 

THREATS TO THE TRADING SYSTEM 

REGIONAL AND global liberalization initiatives have been mutually 
reinforcing since the European Common Market was created in the 
late 1950s. The fears of some observers that regionalism would derail 
globalism have been overcome to date. But determined leadership has 
been required to avoid conflicts between the two, like those that have 
appeared in earlier historical periods with devastating security as well 
as economic impact. Avoidance of conflict has required the mainte­
nance of effective global trade rules that both define the regional 
arrangements and govern relations between them, as well as an insti­
tution to enforce those rules. 

Even so, there have been some close calls--especially when the 
global system faltered. The major new regional arrangements, partic­
ularly NAFTA and APEC, were spawned in part by missed deadlines of 
the Uruguay Round of GATT and were intended to serve as alternatives 
to the global regime if needed. An ultimate failure of the round, as

nearly ocP1ITed, would have discredited the entire global system and 
raised the specter of competing blocs. By joining East Asia and North 
America, APEC has eliminated any possibility of the three-bloc world 
that was so widely feared a few years ago, but a two-bloc world that 
would convey substantial dangers could still be created instead if APEC 
and Europe fail to work out satisfactory accommodation . 

Moreover, the EU frequently seems to focus so heavily on its re­
gional agenda that it forgets its global responsibilities. The United States 
is often viewed as preoccupied with NAFTA or APEC-Or as turning pro­
tectionist more generally, a fear heightened by the early successes of 
Pat Buchanan in this year's Republican primaries. A subtle threat to 
the global trading system is posed by the recently suggested Transat-

FOREIGN AFFAIRS· Mayl]unt1996
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One of the great advantages of the contemporary regional initia-

verse the trend toward liberalization. Buchanan’s success was partly
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The “bicycle theory” 

teaches that failure to 

move forward toward 
free trade causes a fall.

I

C. Fred Bergsten

lantic Free Trade Area (tafta) idea for North America and Europe, 
which implies that free trade is acceptable as long as it takes place 

among countries at roughly equal (that is, high) income levels and 
would have the rich (and white) countries 
combine to erect new discrimination against 
the poor (and a few rich Asians).

The Asian giants, Japan and China, also 

pose major threats to the continued openness 
of the trading system. The political economy 
of liberalization can win domestic support, 

even in a country as large as the United
States, only when its major foreign markets (especially if they are also 
its toughest competitors) are seen as contributing their fair share to the 
process. Japan has grudgingly participated in all the gatt rounds, but 
access to its markets remains extremely truncated.1 China has not yet 
committed even to the minimum reforms necessary to join the wto. 

The history of trade policy teaches forcefully that failure to move 
steadily forward toward liberalization condemns the trading system to 
tip over or fall backward in the face of protectionist pressures—the “bi­
cycle theory. For example, protectionism scored major successes dur­
ing the prolonged periods when the gatt went into hibernation in the 
late 1960s immediately after the successful conclusion of the Kennedy 
Round and in the early 1980s after the Tokyo Round. Renewed finan­
cial crises a la Mexico could, as in the past, produce a wholesale adop­
tion of new import controls.
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tion tn Japan, Washington: Institute for International Economics, 1995, conclude that 
the consumer costs of these barriers total at least three to four percent of Japans gdp and 
block at least $50 billion in imports annually.
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tives is that they have kept the bicycle moving after the conclusion of 
the Uruguay Round. The round itself helped as well by scheduling 
future negotiations in a number of sectors, some of which are already 
under way. But there are strong pressures throughout the world that 
would seize on any stalling of the forward momentum and try to re- 

due to the inadequacy of such momentum in 1996. F 7

’Yoko Sazanami, Shujiro Urata, and Hiroki Kawai in Measuring the Costs of Protec­
tion tn Japan, Washington: Institute for International Economics, 1995, conclude that 
the consumer costs of these barriers total at least three to four percent of Japan s gdp and
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gains from global liberalization

ingenious at staying one step ahead of the judge, and the systemare

openeconomies fully to global competition.3

ination of particular markets (cartels, as in glass). The United States has

HTiis case ii

Negotiations," forthcoming.
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Uru^ J W V PCrSUaSTively by J0hn Whalley in The Trading System after the 
U d' Institute for International Economics, 1996
Ecol R C°nCeiPt r eAab°rated in GeZa Feketckuty> “The Scope, Implication, and 
Economic Rationale of a Competition-Oriented Approach to Future Multilateral Trade

Even more important, new negotiations are needed to enable the 
g obal system to catch up with some of the “new problems” that are 
plaguing international trade relations. Protectionists in all countries 
are;------’ *
needs continuous updating to keep these forces at bay. The goal 
should be to make all markets contestable with policies on invest­
ment, antitrust, and overall regulation as well as trade that open 
economies fully to global competition.3

For example, most complaints about Japan no longer relate to that 
country s border barriers. They focus instead on the anticompetitive be­
havior of its firms, with their exclusive suppher or distributor arrange­
ments (vertical keiretsu as in auto parts and film, respectively) and dom­
ination of particular markets (cartels, as in glass). The United States has 
been using trade measures, such as Section 301 of the U.S. trade law, to 
address non-trade problems. There is an urgent need to work out new 
international agreements on competition policy and corporate behavior.

Investment is a second area in which the international rules have 
lagged far behind commercial practice. Investment is now an essential 
element of international trade, especially in services but in traditional 
manufacturing as well. A few modest covenants on trade-related in­

vestment measures and services-related investment were agreed upon 
in the Uruguay Round. But the major efforts have come in regional 

groupings, including nafta and apec, and the current discussions

In addition, there are enormous opportunities for farther economic 

gain in eliminating remaining tariff and nontariff border barriers. The 
Uruguay Round teed up these remnants of traditional protection for 
decisive action by converting all agricultural quotas into tariffs, phas-
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tariffs of developing countries. One last big push could condemn these 
practices to the dustbin of history.2
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their regional arrangements into a global commitment to achieve

Such a commitment would rest on a “grand bargain” between two
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Zealand successfully meshed their competition policies in a manner 
that also enabled then to eliminate antidumping duties, and nafta has 
pioneered investment rules. But there would be a serious risk of incon­
sistency if such issues were addressed differently in the regional forums. 
It would be much more efficient to derive worldwide approaches that 
could be applied by all. The case for globalism is again compelling.
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Canada United States Free Trade Agreement provided a model for 
some of the sendees talks in the Uruguay Round, Australia and New 

in a manner
.i

and labor standards, and between trade and corruption, need to be 
seriously discussed.

It would be possible to address all these issues in a series of separate 
regional negotiations. Indeed, some of the regional agreements have 
innovated successfully in addressing new topics in the past. The

C. Fred Bergs ten

among the Organization for Economic Cooperation and Development 
nations of a Multilateral Agreement on Investment exclude the coun­
tries that are growing fastest and maintain the most impediments.

Another pending issue is regionalism itself. The gatt article that 

governs regional arrangements is extremely weak, and its implemen­
tation has been even weaker: the gatt has been notified of more than 
100 “free trade agreements” but none have been rejected and only two 
have been approved. Now that regionalism is so prevalent, the wto 
needs to adopt much stronger provisions and procedures to make sure 
that regional arrangements evolve in an open manner.

A number of other topics must be addressed as well. The numerous 
linkages between environmental measures and trade need to be sorted 
out in ways that both protect the environment and avoid providing new 
excuses for protecting against trade. The relationships between trade 
and labor standards, and between trade and corruption, need to be 
seriously discussed.

THE GRAND BARGAIN

The members of the wto should therefore agree to consolidate 

worldwide free trade by a certain date. The date could be 2010, on the 
apec and Euromed models, with a possible extension to 2015 or 2020 
for the poorest countries.
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Globalizing Free Trade

America and Western Europe and the rapidly growing, lower-income 
countries that make up most of the rest of the world (with Japan some­
where in between). The lower-income fast growers (and Japan) owe 
much of their spectacular success to the openness of the world economy 
that enabled them to pursue outward-oriented development strategies. 
Hence they need insurance against any reversion to protection by the old 
rich, including procedural safeguards against subtle methods of undo­
ing prior market opening. In the regional agreements already adopted, 
they have demonstrated a willingness to pay the premiums necessary to 
buy such insurance.

There is a second component of the “insurance motive” in a number 
of developing countries: insurance that their domestic successors will 

not reverse the liberalization of their own economies. Such reforms can 
be locked in by making a country’s liberalization binding in international 

agreements, regional or global. Such bindings apply only to trade and 
investment policies and direcdy related domestic measures. But it would 
be difficult to undo most domestic reforms if it were impossible to raise 
new external barriers to support a renewed flirtation with dirigisme.

The Asian and Latin American countries have been predominantly 
concerned about a possible reversion to protection in the United 
States, by far their largest market, and hence have emphasized trade 
deals with that country. They are also concerned about Europe, how­

ever, so are pursuing that dimension as well, Mercosur through nego­
tiating a trade agreement with the eu, East Asia through its new sum­
mits with the Europeans. Neither of these arrangements is likely to 
produce much substance, however, and they would in any case raise all 
the problems of duplication and inconsistency cited above. East Asia 
and Latin America, which are likely to be the two fastest-growing 
parts of the world economy over the coming decades, would thus 
benefit greatly from extending to Europe the free trade commitments 
they have already elicited from the United States. This can be done 
only through a global effort in the wto.

The second part of the grand bargain would provide the higher- 
income countries with full access to the markets of the lower-income 
but rapidly growing countries around the world (and Japan). Most of 
this latter group, despite the impressive liberalization of many over 
the past decade or so, retains substantial trade barriers.



THE PATH TO THE GRAND BARGAIN

The United States attempted to move in the proposed direction

proposal at the Group of Seven sum-

[112] FOREIGN AFFAIRS • Volume7SNo.3
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members reportedly blocked recent proposals by the Europe

Latin America. Given the eu’s overarching focus on its own regional

with its “Open Markets 2000" 1
mit in Naples in July 1994 but was turned down by the eu. Several 
eu members reportedly blocked recent proposals by the European 
Commission that the union negotiate modest trade agreements in

C. Fred Bergs ten

This part of the bargain would be attractive to the rich countries 
because they too are heavily dependent on export expansion. Such 
dependence is nothing new for Europe but has also now evolved in a 
major way for the United States—where the share of trade in the econ­
omy has risen by two-and-a-half times over the past generation. As 
exemplified by the “Big Emerging Markets” strategy of the Clinton 
administration, this rich country interest focuses primarily on coun­
tries with large and rapidly growing markets that still maintain sub- 

---------------------------------------- stantial access barriers. Hence the United 

The fast growers need States and Europe would also benefit greatly 

insurance that the old
rich will not regress.
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from the proposed grand bargain.
There is nothing conceptually new in this 

proposal that the old rich pledge to avoid new 
barriers while the rapid growers commit to 
eliminate theirs. Such asymmetric liberaliza­

tion lies at the heart of nafta, the ftaa, apec, and the more recent 
extensions of the eu. In these regional versions of the grand bargain, 
the poorer countries have bought assured continued access to the mar­
kets of the rich states by agreeing to catch up over time with those 

countries prior liberalization. The asymmetry is equitable because the 
willingness of the rich countries to facilitate the outward-oriented 
growth strategies of the poor was instrumental in enabfing the latter 
to start catching up in terms of living standards.

The novel element here is shifting the context to the global plane 
via the wto. This move would consolidate and link the existing re­
gional agreements. It would bring the former Soviet Union, South 
Asia, Africa, and the few other uncovered parts of the world into the 
deal. It would keep the bicycle moving forward for some time.
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Globalizing Free Trade

concerns, centering on the expansion of its membership to the east 
and the deepening of its integration, including monetary union, it is 
doubtful that Europe will be prepared for a leadership role in the 
global system at any early date.

Nor can the United States forge the next global trade initiative by 
itself. Its latest effort was rebuffed, as just noted, but so was its similar 
push to renew global momentum after the Tokyo Round as long ago as 
1982. The security leverage that permitted previous American leader­
ship in this area (as so many others) has disappeared with the end of the 
Cold War. American domestic politics can be brought to support a new 
global round despite the criticisms of the wto and trade liberalization 
more generally, but probably not to provide solo leadership for it.

The alternative is apec, which includes the world’s three largest 
economies (the United States, Japan, and China) and accounts for 
half of world output. From its inception in 1989, apec has proceeded 
under the mantle of “open regionalism”—a term deliberately chosen 
to contrast it with the inward-looking regionalism that was feared in 
both Europe and North America. Every pronouncement by apec 
leaders, including the 1994 Bogor Declaration that committed its 
membership to “free and open trade and investment in the region,” 
has emphasized the group’s commitment to further global liberaliza­
tion and its antipathy toward becoming an exclusionary bloc.

apec has not defined “open regionalism.” Its members have, how­
ever, committed themselves to continue reducing their barriers to non­
member countries as they move toward free trade in the region. Some 
of them might extend their apec liberalization to nonmembers uncon­
ditionally, which they are perfectly free to do, as apec has no intention 
of becoming a customs union with a common external trade policy.

Most likely, however, apec will offer to generalize its regional lib­
eralization to the rest of the world on a reciprocal basis. Since apec 
accounts for about half the world economy, global liberalization and 
hence world economic benefits will double because nonmembers 
cannot afford to reject the offer. Furthermore, the political economy 
of trade policy requires the mobilization of domestic export interests 
by offering them sufficiently enhanced access to foreign markets to 
induce them to undertake the effort necessary to win national sup­
port for liberalization.



«

X F © ’*"•*-** lllVUlllUVUl, YY11U LW1V d
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First, the biennial wto meeting in 1998 should be converted into 
the first global trade summit. The gatt never held a summit meeting. 
Yet summits have been a regular feature of the European integration 

and key subregional trade arrangements including afta and Merco-

_1 remain
even if its regional trade plans are globalized.

I

!
i

4apec of course has undertaken several initiatives in addition to trade liberalization, 
in the areas of trade facilitation, finance, and development cooperation. It will
an extremely important institution

[114]

C. Fred Bergsten

APEC thus has the capability and the inchnation to initiate the next 
major episode of global trade Uberafization. It has already made a 
commitment to achieve free trade in its region and is hard at work 
converting that vision into practical reality. It is in a strong position 
to assume leadership of the global trading system.4
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STARTING THE PROCESS

The World Trade Organization’s first ministerial meeting, sched­
uled for December 1996 in Singapore, would be the natural occasion to 
begin the process of achieving global free trade in the early part of the 

21st century. It would clearly be premature, however, to seek a global 
free trade pledge at that time. The United States will have just con­
cluded a presidential campaign in which the incumbent, who took a 

courageous lead in signing and ratifying free trade pacts during his first 
two years in office, became reluctant to discuss the issue, and his op­
ponents have been equally hesitant if not explicitly hostile. The eu will 
be preoccupied well into 1997 by the Intergovernmental Conference on 
the future of its integration process, apec will probably not yet be far 
enough along in implementing its own plans to provide the needed in­
ducement for others to join it. Several of the largest trading nations (in­
cluding China, Russia, and Taiwan) remain outside the wto.

In determining a role for the Singapore ministerial, however, it is 
important to set long-term systemic goals and then work backward. 
An agreement to achieve global free trade by 2010 could plausibly be 
reached at the succeeding wto meeting in 1998. To do so, planning 
needs to proceed on a number of fronts.

First, the biennial wto meeting in 1998 should be converted into 
the first global trade summit. The gatt never held a summit meeting, 

process, the rapid evolution of apec since 1993, the launch of the ftaa,

sur. The wto should bring together its heads of government at the last
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high-level meeting of the world trade body in the twentieth century 
to set a vision for the global trading system in the 21st.

Second, the Singapore ministerial should appoint a wise persons 
group to make recommendations for the future of the trading system. 
A similar group, chaired by Fritz Leutwiler of Switzerland and in­
cluding U.S. Senator Bill Bradley (D-N.J.), was created by the gatt 
in late 1983. Its report in early 1985 made an important contribution 
to the decision to begin the Uruguay Round in 1986. afta was pro­
posed by a group of private advisers from the Association of South­
east Asian Nations. The apec vision was initially proposed by that 
organization’s Eminent Persons Group. It is essential to move out­
side official circles to produce bold ideas for major initiatives.

Third, Singapore should initiate a work program to tee up the is­
sues that would form the substantive core of the global free trade ne­
gotiations. Fortunately, there is already widespread agreement on 
most points of that agenda. The Uruguay Round itself laid out an am­
bitious schedule of further negotiations, including telecommunications 
and maritime services in 1996, financial services (again) in 1997, gov­
ernment procurement in 1999, and agriculture and services in 2000. 
Consultations among the wto members have identified an additional 
set of priority topics along the lines of those outlined above: compe­
tition policy, investment, trade-environment linkages, perhaps labor 
standards and their relationship to trade, and several others.

Another important preparatory step is to complete the member­
ship of the wto. Singapore should accelerate the effort to bring China, 
Russia, and the other large nonmembers into the institution in time

r x-/ K-*

ig, sched- 
ccasion to 
'art of the 
< a global 
just con- 
bo took a 
ig his first 
d his op- 

ie eu will 

-■rence on 
/et be far 
-•eded in­
ions (in-



FOREIGN AFFAI RS ■ Volume^No.j

r.

The fi 
icallv fi 

above s

The 

be the I 

ity, hav 

that it \ 

nonmei 
ers, as ii 
liticallv 

Round, 

trade ar 

compel

ipant- 

effort 

have 1 

the lat 

now o 
cial se 

encoui
On 

past. C 

mum s 
the grc 

ization 

tradeol 

rent p 
closelv 

with rt 

packag 

broadei 

tried-ai 

especia 

ambitii

C. Fred Bergsten

to participate fully in the proposed negotiations. These countries must 
of course comply with the organizations requirements to get in, but 
no move to global free trade can be complete without them.

Finally, the wto needs to continue establishing its own credibility 
throughout the world. This effort will require effective implementa­
tion of its dispute settlement mechanism, more transparency in its op­
erations so all interested parties can see how they work in practice, and 
efficient management of the overall organization. Trust in the institu­
tion is a prerequisite for giving it the additional responsibilities sug­

gested here, as well as for allaying fears that it 
violates the sovereignty of member countries. 

Beyond these preparatory steps, a number 

fore a global free trade pledge can be adopted. 
For example, how should free trade be 
defined? It should clearly apply to all tariffs, 

quotas, and other border barriers—which would require substantial 
liberalization in many developing countries but not much in most of 
the industrial world. It should also extend to selected measures behind 
the border because of the central role they play in blocking contesta­
bility of markets, and hence in current and foreseeable trade conflicts 
with some countries (such as Japan).

Another key issue is the definition of reciprocity or comparability. 
All agree in principle that any negotiation of this matter must elicit 
fair contributions from all parties. But it is extremely difficult, in 
purely intellectual terms even before turning to the politics, to equate 
concessions across issues as disparate as tariffs and national competi­
tion policies. The concept of reciprocity was never very precise and 
became even more difficult when the gatt turned to negotiating 
nontariff barriers. Nevertheless, the political economy of trade re­
quires each country to demonstrate that its own concessions were 
matched by those of its partners, and it is highly desirable to buttress 
the case with orders of magnitude if not precise estimates.

Another question is whether the goal of global free trade should be 
achieved via another comprehensive trading round with a single dead­
line or via continuous negotiations over time on individual issues. At 
the end of each previous round, including Uruguay, virtually all partic-

[116]

The logic of global 
trade rounds has always of 

prevailed in the past.
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ipants have dismissed the idea of launching such an all-encompassing 
effort ever again. “Trade fatigue” is fully understandable in those who 
have had to labor to bring such an effort to conclusion, especially since 
the latest round took seven years. Moreover, individual negotiations are 
now occurring in the wto on a wide range of topics, including finan­
cial services and telecommunications, and there is some reason to be 
encouraged by the results to date.

On the other hand, the logic of rounds has always prevailed in the 
past. Comprehensive coverage has proved necessary to offer the maxi­
mum scope for liberalization across sectors and issues, thereby inducing 
the greatest number of countries to agree to the largest possible liberal­
ization. Sectoral or issue-specific efforts, by contrast, require intra-issue 
tradeoffs that tend to minimize the headway that can be made. The cur­
rent process of issue-specific negotiations should be monitored 
closely to see if it looks promising as a long-term proposition, at least 
with respect to rule-making, but the rejection of the financial services 
package by the United States last year constitutes a warning that 
broader inducements maybe needed with respect to liberalization. The 
tried-and-true alternative of a round should be kept foremost in mind, 
especially to achieve global free trade by 2010, which would be the most 
ambitious multilateral trade initiative ever attempted.
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WILL IT FLY?

The final question is the most crucial. Is such a proposal polit­
ically feasible in the key countries? The doubts and fears outlined 
above suggest that a herculean effort will be needed to pull it off.

The pivotal actor, as in all past global trade initiatives, will probably 
be the United States. The Europeans, for all their apparent insular­
ity, have removed all barriers to each other and logically point out 
that it would be inconsistent for them to impose new restraints on 
nonmembers. Japan cannot afford to block progress sought by oth­
ers, as it indicated when it agreed to liberalize rice imports—its po­
litically most sensitive sector by far—at the end of the Uruguay 
Round. Most developing countries are even more dependent on 
trade and have been actively engaged for some time in the process of 
competitive liberalization.
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free trade by 2010 should be eminently salable in the United States.
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Perhaps surprisingly, there are two reasons why the case for global 
free trade by 2010 should be eminently salable in the United States. 
First, increased trade can be a big help in enabling America to solve 
its most pressing economic and social problem—widespread stagna­
tion of wages, incomes, and standards of living. Export jobs pay 15 
percent more than the average wage. Worker productivity at export­
ing firms is 20 to 40 percent higher. These firms expand employment 
20 percent faster than nonexporting firms and are 10 percent less 
likely to fail. Small and medium-sized exporters do even better than 
large ones and account for 70 percent of all sales abroad.5

Hence a shift to export jobs from import-competing jobs, which 
would be the net result if trade liberalization had no impact on the 
American trade balance, would help considerably even though the lat­
ter also pay more than the national average. Better yet would be a shift 
to export jobs from the nontradable (mainly services) sector, in which 
most of the jobs pay less than most tradables (mainly manufacturing) 
which would occur if liberalization helped the United States reduce its 
trade deficit. This reduction is quite feasible without raising major in­
ternational problems because the United States continues to run an­
nual trade deficits of about $175 billion. An improvement of even $100 
billion in America’s net external position, lowering the deficit to about 
one percent of gdp, would create one to two milfion more of these 
high-paying export jobs than would be lost to growing imports Total 
elimination of the external deficit would have twice as favorable an 
Wact. Such improvement in the country’s net external position 
should thus be a cardinal policy goal of the next administration, pri-

To be sure, substantial adjustments in the United States’ internal 

economy will be required to achieve such a shift. Net national saving 
must rise by one to two percent of gdp to obviate the need for the net 
capital inflows that are the counterpart of the current account deficits 
but savings will rise by that amount if the budget deficit is eliminated
by 2002 or so, even if private savings fail to rebound from their cur-
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‘Thcse net capital inflows, though essential to fund domestic investment, are a direct 
cause of the trade deficit because they push up the exchange rate of the dollar and thereby 
reduce American competitiveness in world markets (including its own).

^America’s remaining barriers carry a net economic cost of only about $10 billion in 
an economy of $7 trillion. See Gary C. Hufbauer and Kimberly Ann Elliott, Measuring 
the Costs of Protection in the United States, Washington: Institute for International Eco­
nomics, January 1994.
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Globalizing Free Trade

rent historic lows.6 Individuals will need better education, training, 
and retraining to compete effectively in the world economy, but they 
will need those investments to raise their incomes regardless of what 
happens on the trade front.

These internal efforts would be greatly reinforced if American ex­
ports could win full access to foreign markets. Exports have done well 
in recent years. They have more than doubled as a share of total U.S. 
output since i960. They would make an important contribution to solv­
ing Americas fundamental economic and so­
cial problems if they double again by 2010.

The second reason global free trade
should be salable in the United States is that
it would mean a sharp reduction in barriers 
in most other countries compared with very 
little liberalization in the United States, 
where markets are already largely free.7 But the United States would 
not receive a totally free ride in such negotiations. Other countries, 
in both the industrial and developing worlds, would insist that the 
United States subject its import safeguard measures (such as an­
tidumping duties) and its export promotion tools (such as Section 
301) to more stringent multilateral discipline. This is a modest price 
for the United States to pay, however, and the reduction of actual bar­
riers remains almost wholly asymmetrical.

From the American standpoint, such an initiative is the only way 
to achieve a truly level playing field across the world economy. In­
deed, a push for global free trade is the only way for the United States 
to achieve fair trade. At a stroke, it would greatly increase and roll into 
a single package the benefits that otherwise would be provided for the 
American economy by nafta, apec, and the ftaa.

To be sure, a major political debate will be needed in the United 
States if such an initiative is to be endorsed. That debate will have to
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come anyway, if not in this year’s campaign then in 1997 or 1998 as the 
administration of the day seeks congressional approval to proceed 
with the Eberalizations already agreed upon in apec and the ftaa. 
Globalizing free trade would add only modesdy to the needed au­
thority, primarily by adding Europe, with which trade is already 
largely free.

But the idea of free trade with China and Japan, or even Brazil 
and Indonesia, will make the nafta debate of 1993 pale by compar­
ison. The United States historically has been far more successful 
with large initiatives than small ones, however, certainly in trade. 
Sweeping visions, such as the Kennedy Round and its successors, 
engage the president and Congress in a major national venture. The 
business community and other supportive constituencies make the 
investments needed to carry the day. Once launched, the initiatives 
command sufficient momentum to overcome rearguard efforts to de­
rail or even erode them.

Global free trade by 2010 would enhance the prosperity of all 
countries by underwriting the ultimate success for competitive lib­
eralization. It would preclude the risk that regional arrangements 
could develop into hostile blocs. It would terminate any risk of 
North-South conflict by engaging both sets of countries in a coop­
erative multilateral enterprise that meets the needs of both. Such a 
vision should guide this area of international affairs as the world en­
ters the 21st century.©




