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Foreign Investment and the Rule of Law

GEORGE JOFFE

En mati¢re de régime des investissements étrangers, la plupart des PTM
(pays tiers méditerranéens) ont adopté, depuis la fin des années 80, des
codes d’investissements simplifiés offrant d’importants avantages
fiscaux. Ces codes sont la plupart du temps reliés aux programmes de
privatization. Mais la conversion radicale a Iaccueil des
investissements étrangers succede & plusieurs décennies de méfiance ...
et les avantages maintenant proposés sont comparables 2 ceux de
nombreux pays en développement. Il n’y a pas sur ce terrain d'avantage

particulier.’

This statement, from a respected French commentator on the Mediterranean
and on economic affairs, accurately sums up the current attitude towards the
legal status of investment in the South Mediterranean region. However, the
problems facing the private investor are far more complicated than he
indicates. It is usually assumed that direct private foreign investment and
portfolio equity investment, both of which fall under the rubric of ‘foreign
investment’,’ respond simply to the financial climate that exists in receiving
countries. In fact, the situation that persuades an investor to invest is far more
comptex and the weighting given to different investment destinations and to
different factors affecting investment varies from situation to situation. One
highly important consideration is the legal status of institutions and of the
political and economic environment in the investment destination under
consideration. In this respect, the Middle East and North Africa has a series
of acute problems to address if foreign investment is to reach the proportions
sought within the Barcelona context. As mentioned above, two of the most
important considerations relate to investor distrust and comparative
advantage. Despite new and simplified investment codes designed to
encourage the foreign investment decades of foreign distrust over political
interference in the economic process and ideologies of state supervision have
still to be effectively countered. In addition, these new investment codes have
usually been produced to encourage the privatization of state assets but will
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do little to encourage investment outside this arcna because the rCgicn as g
whole Jucks comparative advantage for the foreign investor, when compareg
with Latin America, South Asia or South East Asia,

The role of comparutive advantage is, of coume, important, China, for
example, which has linle formai guarantee of security of investment vet, noge
the less offers such finuncial comparative advantage that foreign lovestors are
willing to accept a tar higher love! of rsk than inight otherwise be the case,
as the massive inflows of dircet foreign invesiment in recent yodrs
demonsrates. However, the ability of a host povernment to creaie a climarg
of investor confidence can, ou occasion, be equally as imporant as the
conseyuences of the October 1994 Mexico crash demonstrated. Mexizcn's
rapid recovery was net only due to the safcty-belt provided by the United
States butf was also a function of the speed with which the Mexican
goverament responded., in creating an appropriaiz financial and cconomic
environment to reassuze investors and in providing appropriaie lzea]
infrastrectures, The reverse can be equally wue, as the erisis of conlidence jn
the wake of the moral hazard manifested in the Asian linancial collapse n
1997 demanstrated. On occasion, this can wotk in 1 regienal conlext: the
iniiation of the Middls East peace process in 1293 caused a rush of foreipn
imvestment inwo [smel - as had ocourred aftsr the 1967 victory us well albei
for different reasons — as investors assumed tha Israel itself would hecome
the gateway into a revived Middle East economic cavironment. Similurly, the
difficulties enccuntered in pushing the process forward in 1995 98 resulted in
a sudden dive in invesmient inflews there, Trzst or, rather, confidence is, in
shorl, probably the most important consideration as far as the Middie Eust and
Nonth Africa region is concerned, particularly if it wishes (o signilicently
reverse its poor record in persuading foreign investors to accept the implicit
risk of investment therc, Tn purt of course, this depends on the type of
investment involved,

British Petroleum has not been deterred from making o massive $3.5
billion investment in the Algeran gas industry, despite the civil conflict there.
Such investments, however. do little to alter the fundamenial ecenomic
balances of the region; they allow govemments (o become rant-seckuers rather
than 1o encourage them to engaye in creating conditions for productive
investment. The reality is that, for the non-oil investor, the region has heen
distincily unartractive for many yeurs, largely because seeurity of investment
was perceived 1o be low — either becausce of arbitrary state action, particatarly
in nationalizing foreign assets, or because of difficulties of cepatriation of
profits and the constant threat of 'indigenization®."

Regional governments ~ cxcepr [srzel and. perhaps, Turkey, whers
ppropriate conditinns for foreign investors obtain - need to devote far more
atlention to creating investor coafidence in termus olher than ths simple
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comumercial environment. Investment codes, in short, are very important and
a necessary but not sufficient condition to persuade the private investor to take
risk. There is a crucial need to establish the indepeadence of legal systems
from gOVEMMENt interference and the rransparency and accountability of
commercial administrations. OFf course, it may he argued that this is an
inavitable concomitant of econamic liberalization and restructuring and of the
development of international “openness’, 1o use the World Bank's term, This
is not, however, self-evidently the case. Chife, after 1973, and Singapore
suggest thal other means also exist to create the climate of stability sought by
the foreign investor. §i therefore follows that, unless they wish to atempt the
authoritarian approaches wsed there — which, in any case. have heen
responsicle for significant economic and politicsl inefficiencics in the past in
rerms of rent-seeking and political instability — governments in the Middle
East and North Africa must actively promole steps to create political
transparency. accountability and legitimacy for the very process of
government 1tself, as much as they must onsure the independence of legal
systems 10 which they themselves will alse be aceountable. In short, the
political transforrmations required in the Middle Hast and Nerth African
tegion are us important as the specific economic measures now being
undertaken by the magority, if not ail of the countrics concerned,

The Investor’s Ohjectives

Itis commonly thought that the primary consideration in potential investors®
minds is simply the rate-of-retum on investment o be expacted from a
particular investment destinalion. This is. of course, a consequence of
investment opportunity imself — whether in the indigenous market or as an
export generator — and of the economic environment of the country in which
the investment is to be located. The lutter consideration involves such factors
as Jabour costs. input costs and availability, transport costs and the political
climate for investment. The political climare is construed usually as issues
such as the ability to repatriate profits and potential tax halidays, as well as
other finuncial inducements to investors, There should, in shart, be sufficient
‘comparative advantage’ making the investruent atiructive in financial terms,

There are, however, other acute considerations thar aftect irvestor
decisions in chousing a destination for investment and determining the type
and size of the investment o be made,’ particularly if ‘comparative
advamtage” 1s not the decisive considerarion, s is the case in the Middle East
and North Alrica. Que such consideration, For example — as sugpesied above
~is that the rate-uf-return, however high or low it may be in comparisen with
irvestnents elsewhere, should te stable and predictable. This is particularly
important in investments where the real benefit (o the investor oCCUIs only

is



The Barcelora Process

FOREIGH IMYESTMENT: DEVELOPING COUMNTRIES RY REGIDN

(5 RILLLON]
13 1904
FDI {%%) PEI1 (% FIM %)
Fas AsfaPuciflc 19 &5 8.1 383 430 53.7
Lalin 15.7 230 L] 531 2% 260
America/Carikbean
Curope/Central Asia 20 8.2 13 28 B4 ts
Sab-Sahoran Africa 1.8 26 0.4 (¥} i 38
Middle Easy™oah AT kY] ik M. 0.8 37 4.6
Scuth Asia 02 L2 20 4.2 12 1.5
Tokal £8.2 473 EO.L

Sowme: COMET, 43 (May £5w5); 21
1BRE, Finumcied flaws and the developing cownrries, Augues F996,
Tabiy ASI

Nedes =World Bank projection
**[acludes Eastern Europs (34.1 billien)

after the initial investrogat has been recovered, so that subsequent cash-flow
streams are esseniiably profit. Majer investments in hydrocarbons and other
mining aclivities are a very good example of this, It should be borne in mind
that high rates-gf-retuen ace often ilusury, as — aver timea — retwmns end to drift
back to 2 basic norm relaled 10 government discount rares, according {o the
capilal assets pricing model,

DOuiside the question of mining operations, decisions aboul investment in
non-rent-related operations or in equity also often depend on considerations
of long-term stahility, sirce the real benefis o the investor will also he delayed
until the imtial investimen! is repadd. lmmediaie reterns, therelore, ire nog
necessarily she maior consideratior in making investment decizions.
However, it long-tarm stability is a major concern, this also raises questions
about both the legal stutus of [oreign investment in a host country and about
the political stability of the regime controlling it. Associated with thess
concerns are considerations of nattonalization and compensation, as wall as of
the actual stas of the rule of law. Indeed, the staws of the legal svsem is a
vital consideration, pamicularly its independence from govermment, as well as
it ability to modify and moderate govenument action. In some respects, 1his
consvderation subsumes all others related to the political environment in
which an investment is 10 be mads for it will eltimately determine what that
environment will be. In other words, politicul conditions in the Middle East
and North Afrlca region are acutely importan to the forefgn investor today —
ouside, perhaps, the question of oil-related investment — and those
conditions, in wrn, are determined by the Jegal environment in which
povernincnts there operate, particutariy the independence of the judicinry.
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The Legal Status of Investmient

[f such independance is ensured, then onc important aspect of this issue is the
pamre of the legal rerms offered w forsigo investors and guarantzed by e
legal sysIem.

Jvestment Coders

Until the 1980s, investment codcs in developing countries, particularly in ic
Middle East and North Africa, were oltcn scen to be restrictive and genuine
liberalization of foreign investment codes only began towinds the end of the
decada.f Although thers have been dramatic changes since then, the codes are
ofiers stll scen by potential investars as restricted — Algeda’s anxiedy of
cconomic soversignty over the gas and oil sector is one good example. This
1o, nf course, changing as the principies of modern ecoromic tberalization are
increasingly accepted by the govemments concerncd, but the South
Mediterranean region continues In be one of the poorest in terms of foreign
investment worldwide.

The actual levels of foreign investment inflows by country make clear the
difficulties they face. Indeed, apart from lsmel, Turkey, Metocce and Tunisia,
forgign investment hus been declining in the region - the Saudi figurzsl are an
aberration cansed by the war against Irag. Even in these three coontries, the
total ammouns o invesiment has been owly around hall of what had been
anticipated or required despite modifications of law and regulation w
encourage foreign investors, The picture when net foreign imvestment 15
considered is equally as depressing. The Middle East and North Afdcan
regicn is grouped alongside South Asia and Africd in rerms of i‘ts areess o
foreign investment world wide and, in many cases, early success in attrfictm r
fureign investment at the start of the decade has mow begun 1o tail off.
Furtheamore, forsipn investnient i still predominantly in the torm of dicect
investment and the very recent pick-up in porfolio eyuiry investment in
Egypt, Movoreo and Tunisia reflecis the one-time atwaction of i_‘rri\f:lti:'.:-lﬁLTn
prograrmes, rather than an ongoing fommitment [0 eCconomic arenas in
which flexibilily of Investment offers its own newards. .

Tn fact, in a sample of 20 countries drawn from the Mediterrancan, Latin
America, the Far Fast and the three newest Mediterrapean European Union
mambers (Spain, Poctugal and Greece), topether with Eastern Brrope and the
former Soviet Union, the six major South Mediterransan states (Turkey,
[smel. Egypr, Tunisia, Algeria and Marocco) only received seven per cent of
accurnuluted direct private foreign investment reccipts between (971 and
19972, [n comparizon, 39 per cent went 1o South East Asia, 25 per ceat o Latin
Arnerica and seven per vem to the newest European Union members. Even
worse, whereas the South Mediterranean states had received 11 per cent of
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these Iivesunent flows in the 1970s, berwesn 1990 and 1992, they only
teceived 4.1 per cenr — much of which was. in any case directed towards the
bydrocarbon sector. Migrant labour transfers during the same period were five
trmes greater than direct private foreign invesiment, at $125 billion, compared
with 524 billion — a patlern which was completely reversed in the case of
South East Asfa.”

In facr, it is difficult to see what these conntries can do in addition ro the
measures they have already taken to persuade foreign investors to take up the
opporunities they offer, unless they can create political and culiural
vorditons which encourage foreipn investors far more quickly than they
appear [0 be doing at present. The region is, in short, in crisis despile the
valiant effons made — in some cases far more than 3 decade - 0 achieve
economic refornt and  restructuning which will promeie  economic
developmieni. Sadeed, without adequate investrnent, it is most unlikely that
these states can resolve their interoal soctal problems, let idone begin w match
the patterns of development experienced by the countries of the developed
watld or of the rapidly developing world of the Far East. Unless far more
toreign nvestment — or official development aid, presomably from the
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Eugopean Union’ - is made available, genuine economic developrnent seems
unlikely o occur in any sense thar will puargntec gemeralized economic
growth in the countries concerned. Under present plans, the danger 15 thar the
ahcrnative will be that enclave economics will be creared in South
Mediterrancan states, designed 1o serve the Furopean market and that the
national economies will mergiv become states of the Europesn Unsun without
experiencing genuing cconomic development and the prosperity which stould
accompany Lk

¥et, if the leoms offered for foreign privale investment have improved so
significantly ovae the past decade and investriens s4ll does net come except
to the oil amd gas sectors in the amounts anticipated. then te reason must be
in wther factors than the direot legs) status conferred oo foreign investment,
Some of these problems arz general to the whole phenomenon of foreign
investment; ather arisc specifically from the conditions which exist in the
Middle East und North Afrca. As will be discossed below, the reots of Hiese
problems and Jifficuliies reside Lanrely in socin und political issues, rather
than in the directly economic sphere a consideration which underlines the
urgent nzed for pelitical and suctal reform throughout the region. At he same
tine, regional stability plays its parc and cutside aciors, soch as the European
Union. need to pay far greater attention to participating actively in lhe
resolution of regienal probtems, such as the continuing tensions between
Isragl and the Arub world, pinicularnly with respect to the Palestinan issac, or
the worsening crisis in Algena,

The (egeral Problems

{Une major concetn arises for the status of foreipn propecy rights. This is the
question of providing legal gusranees of ownership to foreign nationals
investing in a pardeuly counisy. Since the original owner is. by definition,
non-resident, he has linle recourse excepl to withdruw Tuture investment, it
his investmenl is apprepriated by lewal or iilegal means. It is an age-old
problem that exists largely because few generalized instruments exist in
international law to maintain such property rights and intemational law, itself
is wirtuaily withowt sanction against states and legal entities within ther,
excepl by agreement of the state concerned. Fumhermore:

... foreign properny rights grew ot of secipiocal interests, but...lhey
were one-sidedly extended to the developing countrigs, The capital
exporiers Jald dewn the “rules of the game’: the capital importers sought
10 undermine them. AL first, the latter sought o 2stmblish the rght not o
be subject to military intervention at the time of investment dispurss.
Subsequently, they suuggled for the right to natienalize forcign-
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controlled, for whatever gains. By diplomatic co-operation developing
coontries gradually undercut the traditional property rights.!

[nterestingly enough, one of the maior effarts made by Westem states
since 1990 has been to enshrine forcign peoperty rights in the legislation of
both developing countries {including countries in the fomroer cemrally planned
poonomies grovp) and 1o do she same in inlemational fora, AT present, a major
row 15 developing belween developing countries and the developed world
over the lawer's proposal  inclede a foreign mvestnent code in the
jegislation of the World Trade Organisation — the Multilateral Investment
Agreemnetit that has been emparanly shelved as a resalr of French ohjecrions.
Thiz would allow for open access, whatever national legislation might dictate,
It is being strongly resisted by developing countres. including Egynt
However, the countries concerned alsa need w recognize that their awn legal
wysbems are defiective as far as the foreien investor is concemed, becatse theie
deficiencies increase the political risk of invesument - despite recent
imiatves 0 accepi inmternarienal procedurss over litigation and dispure
resolution.” This has a particular relevance to the issue of intellectual property
rights, an area o which relatively little zneotion has been paid by South
Mediterranean governments. Pechaps mast immediate in this respect.
however, is the contineing danger of state exprapriation of private foreign
assels, given the role of hydeocarbon investetient in the regeon. Despats curtent
asswmptions that the era of naticaglization has disappeared. the very nature
of mining operations means that it is bound (o re-emerge in the fulure and
attention should be paid o this particalar problem now. if the tensions end
crises of the 1970s o] shocks are o be avaided nex time cound.

The ODsalescing Buryein

This problem gives rise to another, moe specific issuer the “sanctity of
contract’, Forgign invesiors are anxipus 10 be certain that a contract onge
entered into, will net be subject t¢ change under pressure from domestic
legislation. The classic dilemma tn this respect is also best ilustrated in the
ail and gas sector which is subject, us are other mining operations, o the
‘obralescing bargain®. This provides for ihe fact that, when such an operation
is planned, the risk of failure is clearly high for there is considerable
uncertmimy of profitable discoveries. Contract terms cleacly mave to reflect
the high leve! of risk involved that the investmeni be unprofitable to both
sides. However, once discovary has been made and exploitation has started,
the risk element in the investment will have dropped significantly and the
lertns of the original contraet seem increasiogly unluir to the host country
which sees the proportion of rent it receives as being unreasonably Jow
in consequence.
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Such comiracts are notoriously subject 10 unilateral demands by host
countries for change. demands which are ofien backed by the weight of
domestic law and thus cannot be resisted. Altheugh foreign investors uttempt
0 sllow for this by the inclusion of so-called “sabilization clauses'. the facy
is thar these can hardly ever be sustained against determined attack by the host
country. This in-built lack of stability in the sanctity of contract is, of course
a powerfol dis-incentive 10 investmernt and its Jogical conclusion is
natiopulization, This, in turn, generates another prohiem for the forzign
investor; namely, the mode of compensaton he is to receive for his
nationalized asset. Iniemational law demands thai compensation strould be
*fair and juist’.

The problem 1s that there is no agreement on whal these lenhs mean. The
United Srates, supparted by most developed states, has insisted that this texm
should be interpreted 1o mean the full value of the asset, as determined by
discounled-cash-flow principles — as if the assetin question wore 1o be valued
for the porpose of private purchase. Developing counimies have argued that net
book wvalue or some wvarian: thereof is a fairer altemmative. Internationa]
tribunals have yert to establish what the standard of compenszaiion should be.®
The same probdem, of course, exists in an attencated form with non-oil
propecties, where it is known as ‘the changiog balance-of-power prublem”.
Furthermore, although nztionalization as a techaique in the hands of
duveloping countrizs has declined significantly in recent vears, ther is every
Feason 1o suppose that, in a few years time, the problem will arise emce again
as developing conniries perceive themselves 10 be unfarrly disadvantazed by
modem inemational investment codes, whether o not they are members of
the World Trade Organization.

The Political Dimension

These problems are all rendered more acute by political considerations, One
typical problem is that of sovereign immmunity; namely when foreign entitics
are protected by their own governments so that a host state has 1o deal with
ancther statz in any dispute with an investor. Thiv used to be a serious
problem in the past and has slackened in recent vears, larpely becauss of
customary international law. Nevertheless, treaty oblipations can create such
a siluation in specific cases and with specific countries. The reverse of this
problemt is that of sancticns which renders foreign investors leery of what
might ctherwise bz major investment opportunities which meet all other
investment criteria.

The classical example af this type of problem is provided by Lhe Helins-
Burton and D' Amato-Kennedy legislation — better known as the Cuba
Sanclions Act and the Iran-Libya Sanctions Ace {ILSA}— in the United States
which seeks o enshrine the principle of legal extra-territoriality for American
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federal taw. The other typical exampie is the role of the Uoited Nations or
individual states in imposing sanctions of states such as Libva, Iran or Irag,
It should not he fargotten, for example, that o major investor in Egypl is Libya
~ which suggests that Egypt itxelf might fall under the constraints of
American cXira-territorial lagislation or, until they were remeved from Libya,
L'nited Nations sanctions, with all that that might imply for foreign private
iovestors there, In effect. sanctions are considered by investors 1o be an
unreasonable interference n legatimate ecenomic activity but they are forced
to comply because ot the potentiz] penalties under domestic legislation in the
statas applying sanciions,

Even Uniled Nations sanctions operate under a similar legal regime.
Investors face another problem, however these circumstances, This is that the
host country for the invesiment may also levy penalties if the investor
observes home country or third counuy legislation. Swch penalties can
involve financial 1oss, retentzon of profits or pationalization. Thus, investurs
tend to make careful evaluations of politicul dsk in this case external polirical
risk — as pact of the basic investment decision. Often such caleulations are
absorbed inw the proposed discount rate used to caleniate expected returns
and the financial value of the asset and this. in turmn, can lead to problems over
the ‘obsolescing barganl’,

External political risk, however, is only one pact of the political evaluation
process. Two ather aspects are of considerable interest o the investor and
muke their way into the discount rare. The first of these relates 1o the simple
— aad non-legal — question of political stubility, clearly important in terms of
the likely longevity of the investment. It dees not follow, incidentally. that
political instabilily disqualifies a particular country from receiving foreign
investment. a2s is shown wmn the case of ol and gus investments in
contemporary Algetria. It docs. however, raise issucs of legal contimiity of
sanctity of contract, kence the interest that poteniial investors tuke in
consulting both governments and their oppositions' The most important
aspect of political risk, however, 15 the actual status of a domestic legal code
within the structure of a particolar political regime. Ideally, governmental
behaviour should be subject o the rule-ofdaw. I practice, however, this i
often not the case, whatever governments ;ay prelend. As a result, investors
recognize that the process of investment becomes subject (o the vagaries of
governmental or individual whim. The most obvious example of this is the
question of corruption, a widespread proklem in the Middle Eastern and North
African region,

Associated with this issue are the companion issues of corrupticn,
smuggling, drugs and crime. They can ail affeer the status and effectiveness
of domestic legislation and may even have more direct elfects on investment.
Governmenls, of course, try to respond, to the extent that they are able, aiven
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their own subjugation to the same problems. Sometimes, this can produce
acute tersions within government, as some analysts allege cccurred in 197]
in Moroceo and a3 is said to have oecomred in Tunisia in 1995 and, mogy
particularly, in Algera. Sometimes, it can result in campaigns designed 1o
cortect the original problem which incidentally also severely affect the
investment climare. Something of the sorn appears 10 have happeaned in
connection with the Moroccan anti-drmgs and anti-smoggling campaign i
1996. This may also Lem out to be the case with the 1957 Morocean ani.
cortuption campaigr. simply because of the uncertainty it may inlroduce inte
the pokitical process.

Law and Governance

Ome of the consequences of the Eure-Mediterrancan Partnership mitiative wil]
eventually be to incrense the significance of agreed standards of what the
British government has called "good governance'. By this term is meant the
institution of governmental systems that are subject to the rule-of-law und do
not engage in ropression as a means of refaining power, heing instcad
responsive and accoumiable o public pressure and to agreed norms of
government. This will inzvitably improve investor confidence a5 the leval of
transparency they require, bota in commercial and polidical terms. will follow
on from the creation of legal and judicial regimes which genuinely
independent of the state and governmental structures. In this contex:,
therefore, the political and security basket of the Barcelona Process had an
immediate and important relevance 1o improving investor confidence and thus
rendering Lhe system introduced by the economic basket more vizhle.

Indeed, this issue highlights a profound difference betwesn Europe and
the United States over the ways in which political and economic Trinsparency
and accountabllity can be achieved. Furope generally argues thal palitical
initiatives are necessary to achieve this; govemment itsell must be made
accountable and, in a werd, more democratic. This then leads o objective
legal process and transparency which creutes the conditions for sustaincld
private investment. The American and — 10 s0me sxtent -~ British view 1s
different. Here it is arsued, along the lines of the ‘economic theory of
politics”,"" thar the transparency imposed by the commercial world leads
inexorably towards political transparency and accountability, Thus, through
eronomic liberalization and 1ae creation of appropriate legal situctures 10
encourage thiy process, political liberalization will eventally be forced on
reluctanl governments — as occurred, for example in Chile,

In the South Mediterranean region, in reality, a combination of bot
processes is likely to foree democratic change. The Burcelona Process, w?:h
its emphasis on eventual pelitical change, largely because of regional securlly
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concerns if such change is not accomplished, is cettainly one source of
pressire, althouph its effectivencss will depend on the extent to which the
European Union is willing t¢ make it a priority within the Euro-
Vedirerranean Partnership initiative, At the same time, the economic changes,
being forced on Scuth Mediterranean states as part of the wansition process
jnvalved in the creation of the bilateral tndustrial free trade areas, will create
their owr imperative for lepul chonge, One good exanple is the changes now
required in customs tariff regimes and in domestc fscal sysiems. The phased
reductions in tanff barriers, which is an imegral part of the free (rade area
pravess, will force povernments to look for new sources of revenue, given the
custent importance in statz finances plaved by taniffs. This will be buttressed
by the introduction of Value Added Tax. as the main means of indirect
axsiion in most of the Souoth Mediterranean coundries as & result of World
Bank pressure, This, in tum, will undoubtedly intensily social unrest in muny
states because VAT is a Far moere universal tax than most systems currently in
place — and this, in mm, will foce governments  become more responsive
to public opinion ualess they wish to face increasing political instability and
consequent declines in foreign investor confidence,

Of course, tis in part depends on the type of investment being made, I is
gpotable, for example, that major investments in hydrocarbon assets seem o
escape most of these political requirements entieely. [0 is as if cither
ir:emational oil companies do not bother over pelitical risk, being wacertainty
of economic refum from investment, or consider that political sk is
minimized by the lsct that any gavernment in whose territory they work will
depend an gecess 10 01l rent Wy ensure jts own survival., This certainly secms
te be the case in Algeria currcntly. fur example, whete the British company
BF has been prepared o fisk 2 massive investment of $3.5 billion in political
tireumstances which are highly unpredictable. {nternational oil comparies
are, in short, far mone concerned about the misuse of (he ‘cbsolescing bargain’
and the threat of eventual nationalizazion than they we over issuss of legal and
political wansparency and accountahilisy,

For non-oil invesiors, however, this 15 not the case. They rely houvily on
guaranteed political stability and legal rransparency to ensure the
predictability of the security of their anticipated retwm on invesiment. In their
valculations of poliical nsk, therefore, effective and independent legal
structures are of crucial importance. They must also consider the ways in
which other aspects of the Barcelona process are likeiy to affect investment.
There is certain fo be growing pressure for grealer observance of human rights
standards in the countries of the Sowthern Mediterranean. both from domestic
and foreign sources, as the process of government accauntability develops,

This is atso likely tn be parinered by growing domestic cancermns over
eovironmental and ecological issues - as was seen in the eardy (990s, when a
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Canadian company proposed waste dumping in the Western Saharil. only 1o
see its contractwal arrapgements revoked by the Moroccan yovernment
Similarly, consumer concems aver issues of labour abuse, which will be
partnered by pressure from labour organizations in Europe bovause of the
cconomic as well as the homan nights implications, are kound o lead
increasingly complex pattems of legal comrols over the freedoins of foreign
investars, as will World Trade Qrganisation vigilance over the potential for
economic dumping in Evropean markets — althoupgh the compu.‘al_it-c_ Lubxoue
cast advantages of North African and Middle Eastern pruducers i< likely p
decline as development proceeds. None Ihe less, tl?e ud?'-s:nt of govemiment
transparency and accountability wilt - certainly if it s accompanied by
senuine economic development ~ result in 2 more ¢omplex legal [ramework
r?or foreign investors. hoth guaranteetng their interests and eircunscribing theic
freadoms of action — just as is the ¢ase in Europe!

Conclusion and Recommendations

The prablems facing investment host eountries as ity as the lerul status .ﬂf
invesment 35 concemned 1t inte two groups, The first is one connesied with
the status of investment under inkernational law and in the contzxl of the
-ubsolescing bargain®. Thix, in theory, could be dcalt with ll-.mE:gh an
intermational investment code aperated by the World Trade Organisation and
desipned with the concerns of the developing world in mind. Howe LI giv_en
the legal recopmition of the sovereign immunity ol statws. dtttu:ulur':s
reflecting differing perceptions of the inherent v_alucs of contrucls will
continue and the danger of nationalization will remain. .
The second reflects the international polilical processes af OsL VOIS
and the role played by gomestic tegal sysiems, particularly their in:ﬂ.epende!_‘l.t
status from government or regime. Unlass such independence exists lsn:l s
perceived Lo cxist by powotial investors, private investment will be
discouraged. The process of investrment thus links tn to the probic n ol ‘good
governance' and thus forms an integral part of the Egro-Medwerranean
patinership project. It remains wr be scen to what extent both Narth and South
Mediterranean partner-siales are prepared [0 vecognize the core role ol Lh:
independent legal process, both in terms of political and economic
development, and to what ¢xtent gither sile is prepured 1o gonfront the 155uE.
OF course, none of these developments will oceur simply by themselves.
To a large extent, the Euro-Mediterranean Partnership imtiatve should
attempt to expand the role of its political and security basket to BIK IS the
development of independent legal systems and transparency m the '|Elrg31
process, In part this wilt follow on from the process of demu::tl'um:tmnr
However, there will also be a need 10 ensure that naticnal legislation meels
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aecepted international commercial legal standards. Care shoutd also be taken
ta tr¥ t2 fosler appropriate legislation to ensure that forsign investors cannat
aaploit lubaur, social and envirenmental iegislation to their advantaye. Above
att, South Meditetrunean governments should be encouraged to accept the
crucial importance of cffective and independent legal systems. untainted by
official interference. Such changes require active Euvropean LUnion
involvemens and aid. Tt 1s unlikely that the MEDA programme, which forms
part of the Eur-Mediterranean Parinership initiatve will be able to provide
such aid and consideration should be given 1o providing special funds —
similar to the British govermment’s ‘knaw-how' fund for Eastern Burope.

Theer are alse specific measures that canid be ponsidered by the European
Unign as part of its follow-up pracess ta the Bareslona Conlerencs in 1993,
They relate to izsues raised above:

() South Meditcerinean governments should be encouraged o imptove the
statms of foreign peoperty rights in tieir countries by both improvirg
izgal protection provisions and arbitration procedures. These should be
brought into line with European standards,

(N Attention should be piven o developing comimon standards and nicdes
of compensation across the Mediterrancan, both in the case af dispute
and in the case of nativnalization of foreign asscts. Although this
problem may appear to be remote at present, the very nature of the
obselescing bargain will force it to the Forefromt of the political anl
diplomatic stage by the early decades of the nex century.

(3 European governments need to reconsider their views on the future role
of ccononiic sanciions in interpational relations, because of the adverse
effects such regimes have on investor confidence — rot just for the
ceuntries concerned, but for the region overall. This really Forms part of
the problem of political conditionality which still needs to be addressed
within the context of the Barcelonu Process,

i} It is becoming increasingly clear that there is a close link between
economic improvemeni and pelitical change, particularly as far as
attracting foreign investment is concerned. Thus the European Union
should pive greater prominence o encouraging increased ‘good
governance” as well as political tragsparency and socountability, as part
of progress on the economic baskel of the Barcelona Process.

(3} At the same ume, the changes in tax structures required by the free trade
area proposals will cause shontfalls in government revenues at a time
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when adjustinent will demand greater govemnment expenr]i[u_rc on
econnmic restrictring. The European Undon should direct additionga)
resources at easing this transifion because of the adverse socig
comscguences if this is not done, particulurly in respect of resimiciucing
fiscal systems and tax collection mechanisms.

(6) Environmental and ecologicat issues shoutd be addressed by per.sua_ding
South Mediterrapean statcs o adhere 1o intemnational copventions,
purticularly the convention on elimate change, :mt_i tolincnrp:l\rare _‘busz
practice’ style legislation on envircnmental protection inco lhc:.r national
legislations. so that commen standards apply across the Mediteranean
region.

(7) S'milar ‘best practice’ stvle legislaton should also be t:uc_.‘l.rur.'.:gecll in
terms of labour legislation and tade union legistation, cven if l!‘us might
imply areduction in appurcnt comparative advantage, as this will tend Lo
stabilize the political and social situation and will thus work o the
henefit of the foreign investor in the medium to long term.

(81 In return for such adjustments, some of which will fur;hcr cro_dr: |J1e
comparative advantage of the South Meditermanean region forcl1gn
investors, the Furopean Union should undertake to enforve uppropriste
legislation on u glohal hasis through the World Trade Organisation.

(5} Foreign investors should also be encouraged by the provision of
investment insurance systems, similzr to those already pros idud by the
World Bank. for investors in the South Meditermanean region. T_hcse
showld be in addition o insurance schames already provided o national

level in Bumnpe.

{0} [n view of the increasing integeation of Nerth Africa e the Eurol?e;m
gas grid distribution system (via the TransMed 'an.d 'I‘_rausa?\-'k!gnrtb
pipeline systems), altention should be given w0 similur itegraton of
electyicity supply systems. This would provide an Dpporl:l-.llmly ter
stimulate investment into solar encrgy production in Norh Africa and
the Middle East for elecirieity export to Europe.

Behind these considerations, there liz a sel of essentially seif-evident
principles designed 1o ensure that foreign investors encourticr stable a:ld
reproducible environments for investment, typified by the concent L\F.iht ru 2
of law. Iadicial systems musi be independent of governmeni In :;vez
meaningful way and government itself musi be subordinate to establish
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egal codes. This, in tum, implies that government must be committed to the
F.-inciplcn of *good govemance” as generally understood o combine political
participation and accountahility 1o ensure social justice, More specifically,
Iegal systems relating to commercial and finsocial activity must be
gansparent, simple and enforcible to be credible — the example of Egypt with
its 63.000 Jaws, often in contradiction with each other is a case in point,
Above wll, the legal codes and systern mwst be equitable, purticularly in
praoviding equal treatment to nationals und forcigners alike, whilst being
reproducible, in thal they are not subject o change at government whim but
paly by due process. The creation of a legal envitonment of this kind will do
muck to ensure that foretgn investors see the Middle East and North African
regions as viable investment destinaticns in future and it is that that should
become onz of the majer objectives of the Rarcelona Process.
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