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International rules

and standards

The approaches to delivering the basics of a
sound investment climate discussed in Part
II of the Report rest mainly on domestic
laws, policies, and institutions. In recent
decades the volume and range of interna-
tional rules and standards dealing with
investment climate issues has shot up dra-
matically. Can these arrangements help
governments improve the investment cli-
mates of their societies?

Arrangements that reduce regulatory bar-
riers to international trade and investment
can improve investment climates in obvious
ways—such as by expanding market size,
reducing costs, facilitating the diffusion of
technology, and enhancing competition
within an economy (chapter 5). Arrange-
ments that foster closer regional integration
can be especially important for smaller
economies (chapter 3). But this chapter takes
a broader view and considers the potential
advantages—and tradeoffs—in using inter-
national arrangements as part of a strategy
for improving the investment climate. It
focuses on three possible contributions:

+ Enhancing the credibility of government
policies and commitments to reduce
risks faced by firms.

+ Harmonizing rules and standards to
reduce costs in international transactions.

+ Addressing the spillover effects policies
in one country can have on others.

International arrangements
and the investment climate

International arrangements affecting the
investment climate have a long history. In the
12th century cities in northern Europe joined
to form the Hanseatic League to protect com-
merce.' At least since the 1920s international
law has recognized limits on the ability of gov-
ernments to expropriate foreign property.2

The number of international arrangements
dealing with investment climate issues has
grown dramatically in recent decades. There
are now more than 2,200 bilateral investment
treaties, 200 regional cooperation arrange-
ments, and some 500 multilateral conventions
and instruments. These arrangements cover
most areas of the investment climate—from
property rights protection, taxation, and
corruption, to regulation in areas as diverse
as banking, shipping, telecommunications,
labor, and the environment.

When considering particular arrange-
ments, the detail of the specific rule or stan-
dard obviously matters. Some arrangements
(or provisions within broader arrange-
ments) focus on the process of international
cooperation—such as facilitating coopera-
tion between national regulatory agencies on
enforcement issues. Many others deal with
the substantive rules that form part of the
investment climate facing firms directly, and
so in principle could be implemented by gov-
ernments acting unilaterally. For example,
governments can unilaterally provide guar-
antees against expropriation, liberalize their
trade and investment regimes, protect intel-
lectual property rights, and regulate to safe-
guard their environment in the absence of
international commitments. When making
judgments on their domestic policies and
rules in each area, governments need to con-
sider the costs and benefits of alternative
approaches. International arrangements can
influence the calculation in several ways:

+ Entering an international obligation on
a particular issue increases the costs of
policy reversal and so enhances policy
credibility. This can improve the invest-
ment climate by reducing the risks facing
firms. But the tradeoff is forgone policy

flexibility on the issue in question.
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+  Adopting common or harmonized rules or
standards on some issues can reduce transac-
tion costs in international trade and invest-
ment, and so facilitate exports or inward
investment. It can also signal compliance
with high international standards. But there
can be tradeoffs in adopting approaches
that are less customized to local circum-
stances, and in foregoing the benefits from a
degree of competition between approaches.

+ Pursuing collaborative approaches on
some policy issues may be necessary to
address spillover effects that national
policies can have on other countries. In
these cases there can be tensions between
national sovereignty and international
collaboration as well as over the most
appropriate form of cooperation.

Beyond the substantive effect of particular
international obligations, calculations may be
influenced by two broader considerations:

+ Accepting international obligations on
some issues may be necessary to obtain
benefits in other areas as part of a broader
negotiation. For example, the potential
benefits from joining an international
“club,” such as the World Trade Organiza-
tion (WTO), the European Union (EU),

BoX 9.1 Evaluating rules and standards—compliance

mechanisms and participation

The role and impact of any particular inter-
national rule, norm, or standard is affected
by the mechanisms for securing compliance
and by the scope of participation in the
arrangement.

Compliance mechanisms. At one end of
the spectrum norms may be expressed as
formal treaty obligations, and violating them
may expose defaulting governments to
sanctions of various kinds. In some cases the
arrangement includes detailed mechanisms
for dealing with allegations of noncompli-
ance (WTO Dispute Panels). At the other end
of the spectrum, norms may be no more
than a statement of common intent or aspi-
ration, influencing governments mainly
through reputation effects, such as Declara-
tions by the Asia-Pacific Economic Coopera-
tion (APEC).In between is a rich menu of
hybrid approaches that seek to leverage the
reputation concerns of governments. For
example, the OECD Guidelines for Multina-
tional Enterprises involve no formal obliga-
tions but contain a mechanism for reporting

allegations of noncompliance.The OECD
Corporate Governance Principles go further
by providing a mechanism for governments
to voluntarily have their compliance
assessed by an independent third party.
Participation. Some arrangements are
bilateral—such as the more than 2,200 bilat-
eral investment treaties concluded since
1959.Others are regional—examples
include the EU, NAFTA, the Common Market
of the South (MERCOSUR), APEC, and New
Partnership for Africa’s Development
(NEPAD). Still others are multilateral, and so
could have global adherence—examples
include various U.N.—sponsored
arrangements and the WTO. Arrangements
with a large number of parties have the
potential for broader impact but can also
involve arduous and protracted
negotiations. For example, the Uruguay
Round of multilateral trade negotiations
involved active negotiations over nearly
eight years, and negotiations for the U.N.
Convention on the Law of the Sea took nine.

or the North American Free Trade Agree-
ment (NAFTA), may lead governments to
offer policy commitments on a range of
matters that, considered alone, might be
less appealing. In these cases governments
need to evaluate the package of rights and
obligations as a whole.

+ Entering international commitments can
be used as part of a strategy for pursuing
or sustaining domestic policy reforms.
Entering commitments to reduce the risk
of policy reversal is one manifestation of
this, but governments can also use inter-
national norms to help build consensus
for new policy approaches.”’

Given the many tradeoffs in this area,
international arrangements vary not only in
their content, but also in the level of com-
mitment and in the scope of their participa-
tion (box 9.1). These tradeoffs need to be
considered in the context of particular pro-
posals. But it is useful to review some of the
broader tensions and tradeoffs in the three
areas of particular importance from an
investment climate perspective: enhancing
credibility; fostering harmonization; and
addressing international spillovers.

Enhancing credibility
The impact of particular government poli-
cies, laws, and regulations in supporting pro-
ductive investment is ultimately determined
by their credibility (chapter 2). Can firms rely
on them with confidence when making their
investment decisions? Credibility can be
undermined by many things, including the
pressures governments face to pursue short-
term political goals at the expense of longer-
term benefits to society. Governments can
enhance the credibility of their policy com-
mitments through domestic institutions,
such as enshrining key protections in consti-
tutions and creating independent judiciaries
(chapter 2). When domestic institutions are
at early stages of development their impact
on credibility may be weak, however, increas-
ing uncertainty and risk for firms. Entering
specific contractual commitments with firms
may complement these efforts, but they need
to be negotiated firm by firm, limiting the
impact on the broader investment climate.
Entering international arrangements on
particular policy issues can enhance credi-
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BOX 9.2 BITs—enhancing credibility one bit at a time?

The first bilateral investment treaty (BIT) dates
from 1959 (Germany-Pakistan),and the number
has since proliferated. By the end of 2002 BITs
covered around 22 percent of the stock of foreign
direct investment (FDI) in developing countries.
At the center of most BITs are obligations
not to expropriate property without compensa-
tion. BITs also typically include provisions gov-
erning the repatriation of profits and the trans-
fer of funds.They also include standards of
nondiscrimination on admission, establishment,
and post-establishment phases of investment.In
addition, they provide mechanisms for settling
disputes between the two contracting states,
and often also between an investor of one state
and the government of the host state.
Assurances of this kind can contribute to the
investment climate of the host country,and there is
some evidence that investors rely on those assur-
ances.Indeed, in some cases a BIT is a precondition
for obtaining political risk insurance from bilateral

agencies. Despite this,empirical studies have not
found a strong link between the conclusion of a BIT
and subsequent investment inflows.Why?

Several factors may be at work. First, as high-
lighted in chapter 2, firms make their investment
decisions based on an assessment of opportuni-
ties as a package, and treaty protections alone
will rarely be decisive. A BIT addresses only one
part of firms’investment equation, and so by itself
is not enough to overcome problems with infra-
structure or other parts of the investment climate.
Indeed, given the costs and delays associated with
enforcing treaty obligations, BITs are not a com-
plete solution even to the issues they address.
Second, the negotiation of BITs is often driven by
governments seeking to foster closer diplomatic
ties, rather than immediate interest from
investors.To the extent this is so, there need be no
direct connection between signing a treaty and
subsequent investment activity. Third, there is evi-
dence that many investors are not aware that a

BIT is in place at the time of considering an invest-
ment,and indeed investors may remain oblivious
until some issue arises when its provisions may be
relevant.If so, promoting wider understanding of
BITs might enhance investor responses.

For all these reasons, the impact of BITs on
investment flows should not be over sold.Well-
crafted treaties can nevertheless form a useful
part of strategies to address policy risks than can
stifle private investment.They can be particularly
valuable for countries with weak domestic institu-
tions—including the many countries where firms
lack confidence in the courts to uphold their
property rights (chapter 4).Indeed China signed
nearly 100 BITs in the 1980s and 1990s, at a time
when its constitution did not provide protections
for private property rights.

Source: Dolzer and Stevens (1995); World Bank
(2003b); Hallward-Driemeier (2003); UNCTAD
(2003e); and UNCTAD (1998).

bility by increasing the costs of reneging on
the commitment.* The price of such credi-
bility is forgone policy flexibility. While few
governments today would claim the right to
expropriate private property without com-
pensation, the prudence of entering binding
commitments on many other policy issues is
less straightforward. Reflecting these trade-
offs, international instruments provide a
menu of approaches to calibrate the form
and extent of commitment to particular pol-
icy issues. Traditional approaches focused on
government-to-government treaty obliga-
tions, but two other models are rising in
prominence for investment climate issues.
The first involves a lower level of commit-
ment, through voluntary compliance, and
rests mainly on leveraging governments’
concerns about their reputations. The sec-
ond involves a higher level of commitment
by allowing private firms to enforce the
obligations against the government directly
through binding international arbitration.

Traditional government-to-
government treaty obligations
Traditional approaches involve governments
entering reciprocal commitments, with default
by one party creating the possibility of sanc-
tions at the initiative of other government par-
ties. For example, the WTO provides a mecha-
nism for governments to “bind” import tariffs

at particular levels, with any subsequent tariff
increase creating an obligation to provide
compensation. Dispute settlement mecha-
nisms under the WTO facilitate the enforce-
ment of these obligations and thus enhance
the credibility of government trade policy
commitments. Similarly, bilateral investment
treaties (BITS) include commitments not to
expropriate property without compensation,
prohibit discrimination between investors,
and provide a range of other obligations (box
9.2). The number of countries participating in
BITs has grown steadily since 1960 (figure 9.1).

Figure 9.1 Participation in bilateral investment treaties (BITs) has shot up in recent years
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Joining a regional economic cooperation
arrangement can also enhance policy credi-
bility. For example, in return for access to a
fairly liberal internal market, the EU
requires member states to comply with a
range of policy requirements. The prize of
access to a larger market provides incentives
for governments to improve their policies
to meet EU requirements, and the desire to
remain in good standing encourages gov-
ernments to sustain those policies. Similar
factors can be seen at work as NAFTA opens
to new members.

In these cases it can be difficult to disen-
tangle several complementary effects. First,
access to a larger market can itself enhance
investment opportunities. Second, the pol-
icy improvements undertaken as a condi-
tion of joining the club can improve the
investment climate. Third, there is the
impact on credibility through reduced like-
lihood of reversing policy reforms in ways
that might jeopardize continuing member-
ship of the arrangement. Indicators of a
country’s “investment profile”—which
focus on perceived risk to investment—sug-
gest that the impact on credibility may be
significant (see figure 9.2).

The impact of an international treaty on
each party’s policy credibility will depend on
the specific provisions of the agreement—

Figure 9.2 NAFTA and Mexico’s investment profile
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Source: Authors calculations based on the International Country
Risk Guide database.

and on the parties’ incentives to enforce the
agreement. Agreements between parties that
demand high levels of mutual compliance
will have a bigger impact on credibility than
agreements involving those with lower
expectations.

Arrangements with voluntary
compliance mechanisms

Given the tradeoffs between commitment
and flexibility, international arrangements
on some issues do not impose binding treaty
obligations. These arrangements may never-
theless enhance credibility if they leverage
governments’ interest in improving or pre-
serving their reputations. For example, the
OECD Corporate Governance Principles do
not impose binding obligations—govern-
ments can ignore them with impunity. They
do, however, include a mechanism that
allows governments to submit their domes-
tic laws and policies to scrutiny by an inde-
pendent third party. Governments inter-
ested in signaling to investors that they
apply high regulatory standards in this area
have incentives to submit their policies to
scrutin—and to attain high standards.
Countries including Brazil, Georgia, India,
the Philippines, Poland, and Turkey have
subjected their policies to such assessments.’
A similar model is being adopted by the
New Partnership for Africa’s Development
(NEPAD; box 9.3).

As with arrangements resting on more
tangible sanctions, the attitudes of other
participants toward compliance make a dif-
ference—low standards of compliance will
lower the impact on credibility. Arrange-
ments that maintain high membership
standards will thus deliver stronger benefits
than more permissive schemes. When com-
pliance depends on reputation alone, the
transparency and integrity of the monitor-
ing mechanism is critical to success.

Arrangements giving private firms
direct recourse to governments

Traditionally the remedy for foreign
investors who believed they had been
harmed by an action of the host govern-
ment was to pursue their claim against the
government before local courts. Investors
often felt this was inadequate, with con-
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cerns that the local court might be biased in
favor of the host government or otherwise
not provide an effective remedy. The imme-
diate response was for investors to enlist the
support of their home government to pur-
sue the firm’s interests through diplomatic
channels. This also had its limits and weak-
nesses. The fate of the firm’s claim often
depended on diplomatic and political rela-
tions between the two governments. In
some cases claims might be ignored. In oth-
ers what was essentially a commercial dis-
pute became politicized, sometimes culmi-
nating in interminable negotiations—and

BOoX 9.3 NEPAD and its peer review mechanism

As part of an effort to improve the quality of
governance in Africa, the New Partnership
for Africa’s Development was created in
2001 by regional governments. It puts
enhancing government credibility front and
center. An African Peer Review Mechanism
is the core instrument.

NEPAD includes principles to improve
political governance and economic
reform—and to promote competition, trade,
investment, macroeconomic and political
stability, and sustainable development.The
peer review mechanism enhances the trans-
parency and accountability of participating

governments. Each participating country
submits to peer review and ongoing moni-
toring.The country is evaluated on
economic and political grounds according
to a set of standards that include democracy
and political governance, economic gover-
nance and management, corporate gover-
nance, and socioeconomic development.
The review is to be undertaken by experts
appointed by an independent panel, with
the results made public.

Source: Funke and Nsouli (2003) and NEPAD
official documents.

sometimes in the use of armed force.’

When the rights and obligations of the
investor and the host government are set out
in contracts, one option is for the parties to
agree to submit any contractual disputes to
international arbitration by a neutral party.
This approach has a long history in interna-
tional commerce, and is supported by a
range of international conventions and insti-
tutions.” In 1966 the International Centre for
Settlement of Investment Disputes (ICSID)
was established by international convention
to specialize in investment disputes between
host governments and foreign investors.®
The convention has since been ratified by
140 countries. Under ICSID firms from one
member state can pursue their investment
disputes against other member states
through binding international arbitration,
without the need to involve their home gov-
ernment. The governments can pursue
investors directly as well. The parties are
responsible for appointing the arbitrators
and abiding by the decision. Typically the
investor and the host state each choose an
arbitrator, and the parties have to agree on a
third arbitrator. Sitting in a neutral venue,
the arbitrators hear evidence and render an
award. ICSID provides the procedural rules
and a small secretariat to support the arbi-
trators and the parties.

As with other forms of arbitration,
ICSID’s jurisdiction rests on the consent of
the parties, often given through clauses
inserted in investment contracts. In the 1990s
it became common for BITs to include provi-
sions for governments to give their prior con-
sent to ICSID jurisdiction, thus eliminating
the need for case-by-case agreement. Similar

provisions are included in NAFTA. This has
expanded access to ICSID jurisdiction, and
the volume of cases submitted to ICSID has
grown strongly in recent years—more than
half the 129 cases it has registered since its
inception were filed in the last five years.’”

The use of BITs and other agreements
that include prior consent to ICSID juris-
diction creates a new source of discipline on
host governments—and a potentially pow-
erful tool to enhance the credibility of their
contractual and policy commitments. Gov-
ernments and firms can both benefit. Gov-
ernments benefit from a commitment
device that can address concerns from
investors, and thus help them attract more
investment at lower cost, and also reduce
the risk of any later dispute becoming
politicized. Firms benefit from reduced
risks and a more reliable mechanism for
protecting their rights if the relationship
with the host government deteriorates.
While ICSID is designed to encourage for-
eign investment, domestic firms can benefit
from the halo effect provided by stronger
constraints on arbitrary government action.

As with effective courts (chapter 4), the
benefits from an effective system of interna-
tional dispute settlement are not measured in
the number of cases heard, but in the incen-
tives it creates for the parties to adhere to
their commitments. The threat of possible
sanctions that might later be imposed by an
arbitration panel can deter governments
from reneging on their commitments and
give the parties an incentive to come to a
negotiated solution.
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Despite the potential advantages, the
system of investor-state dispute settlement
has raised several debates. Does it impose
too much discipline on governments? Does
that discipline encroach on governments’
regulatory prerogatives? And is the process
sufficiently transparent?

Too much discipline? Some governments
have recently been subjected to claims from
firms for substantial damages as a result of
alleged breaches of contractual or treaty
commitments. The sums actually awarded
by arbitration panels, if any, depend on
findings of liability and on the losses experi-
enced by firms, but for large infrastructure
or resource investments the sums might be
substantial. Is this too heavy a burden to
place on governments? The main alterna-
tives would be to return to an approach that
led to the politicization of investment dis-
putes, or to allow governments to ignore
their commitments with impunity. While
the second path might appear attractive for
governments in the short term, the conse-
quence would be that no firm could rely on
a government’s commitments, and this risk
will be reflected in investment decisions
(chapter 2).

Encroaching on regulatory prerogatives?
Most BITs and similar agreements include
a prohibition against expropriation with-
out compensation, and there is general
consensus that prohibitions against out-
right seizure of property are appropriate.
There is concern, however, about how pro-
hibitions against “indirect” expropriation
might affect a government’s regulatory
prerogatives. It is clear that some govern-
ments have used arbitrary regulation or
taxation to achieve a result equivalent to
expropriation, and most observers agree
that such behavior should be caught by the
prohibition. But concern has been
expressed that the provisions might be
interpreted to restrict legitimate regulatory
action by host governments, or that even
the potential for such claims might induce
a “regulatory chill” Similar issues have
been debated under guarantees against
expropriation contained in national con-
stitutions, where the result has been to pre-
serve legitimate regulatory prerogatives

(chapter 4). Arbitration panels have so far
tended to interpret the treaty provisions
equally cautiously,' and can also deter
frivolous claims by the threat of sanctions.

Sufficient transparency? Investor—state dis-
pute resolution involves agreement by the
parties (including ratification by govern-
ments of relevant treaties), and both parties
are equally involved in determining the
composition of the arbitration panel. Arbi-
tration evolved from diplomatic and com-
mercial practice, where it was customary for
proceedings to be confidential. This has led
some observers to question whether the
arrangements are sufficiently transparent,
particularly when matters of broad public
interest are involved. While practice under
different arbitration regimes varies, ICSID
has always promoted transparency, and
efforts are underway to further increase the
opportunities for public participation in
dispute proceedings, making the procedure
more analogous to a court hearing. ICSID
also has a procedure for challenging awards.
As the system evolves, there will likely be
pressures for even greater transparency
(box 9.4).

Fostering harmonization

In the normal course of events each country
or jurisdiction tends to develop its own
rules and standards on particular issues to
reflect local customs, conditions, and prior-
ities. This adaptation is an important part
of ensuring a good institutional fit—and
one reason to be cautious in uncritically
transplanting regulatory systems from
other countries (chapter 2). A mixture of
adaptation and experimentation can also
lead to the discovery of new and better ways
of achieving particular policy goals. Institu-
tional competition between jurisdictions
can also encourage governments to attain
higher standards."

Divergent approaches to some regulatory
issues, however, can increase the costs of
international trade and investment transac-
tions. If goods or services need to meet dif-
ferent standards and regulatory require-
ments in every country, customization can
drive up the costs of production and distrib-
ution and reduce competition. Diverse
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spotlight.

close key documents.

The recent rise in the number of investment disputes brought before
ICSID arbitration panels has put investor-state arbitration in the

Arbitration proceedings were traditionally confidential, but ICSID’s
rules require making a dispute public and encourage parties to publish
information about the dispute and its outcome. Concerns about the trans-
parency of international arbitration between investors and states are also
leading to procedures that more closely resemble those of judicial
proceedings. For example, in a recent case brought against the United
States under NAFTA, the parties agreed to use an amicus curiae (friend of
the court) procedure allowing nondisputing parties to make submissions
to the arbitration panel.The U.S.government has also modified its model
BIT agreement, incorporating provisions for greater transparency in new
agreements.The Chile-U.S.Free Trade Agreement contains a requirement
that arbitration panels conduct the hearings open to the public and dis-

BOX 9.4 The evolving system of investor-state dispute settlement

The acceptability of investor-state arbitration also depends on the per-
ceived fairness of the results. The state party prevailed in half of the 24 dis-

putes that went to final award between 1987 and 2003.

Cases brought to ICSID, 1987-2003

Under NAFTA  Under BITs

Cases registered

Final awards rendered
Cases in which investor prevailed
Cases in which state prevailed

Cases concluded (including settlement)

Average duration (from constitution of
tribunal or ad hoc committee), months

10 87
6 31
6 18
2 10
4 8
29.5 28.2

Note: Data through February 2003.

agreements.

Source:1CSID Web site, World Bank staff,and official texts of the mentioned

approaches can also increase the costs for-
eign firms face when evaluating alternative
investment locations, perhaps deterring
them from pursuing investments in coun-
tries with unfamiliar arrangements. Beyond
reducing transaction costs, adoption of
international standards can also facilitate
domestic policy reform when local interest
groups have conflicting preferences.'” Adop-
tion of international standards can also sig-
nal to firms, consumers, and other groups
the application of high regulatory standards.

The tensions between local customiza-
tion and international harmonization play
out in proposals to develop common inter-
national rules and standards on a wide range
of issues relevant to the investment climate.
Efforts to develop uniform standards to ease
international commerce have long been a
focus of private bodies such as the Interna-
tional Chamber of Commerce."”> Comple-
mentary efforts at the intergovernmental
level include those of the United Nations
Commission on International Trade Law'*
(UNCITRAL) and a variety of other inter-
national agencies. In francophone Africa, for
example, harmonization of business law is
being facilitated by the Organisation pour
I'Harmonisation en Afrique du Droit des
Affaires (OHADA, box 9.5). The possible
areas for cooperative action range from
developing a common set of international
rules on contract law to harmonizing inter-
national accounting standards. Clearly the
costs and benefits of each approach need to
be considered case by case.

To be effective, common international
standards do not always require binding
treaty obligations. Countries, or even firms,
can voluntarily adopt common norms, with
the incentives to comply driven by reputa-
tion. Some international agencies have also
developed “model laws” to encourage conver-
gence on common approaches, but leaving
countries the freedom to adapt approaches to
local circumstances; the UNCITRAL model
law on international commercial arbitration,
for example, has been adopted by more than
35 jurisdictions.

There can also be alternative strategies for
achieving the same end. For example, rather
than adopting identical rules in each jurisdic-
tion, participating governments may agree, in
mutual recognition schemes, to accept in

The Organisation pour I'Harmonisation en
Afrique du Droit des Affaires (OHADA),
established in 1993, promotes the harmo-
nization of business law in Africa. It has 16
member states: Benin, Burkina Faso,
Cameroon, Central African Republic,
Comoros, Congo, Cote d'lvoire, Gabon,
Guinea, Guinea-Bissau, Equatorial Guinea,
Mali, Niger, Senegal, Chad, and Togo.
Under OHADA, the texts of “Uniform
Acts” are endorsed by a Council of Ministers
and then made directly applicable in each
member country. So far the harmonization
process has resulted in uniform acts in six
areas: general commercial law, companies,
securities, debt recovery, bankruptcy and
insolvency, and arbitration. A Senegalese

BOoX 9.5 Harmonizing business law in Africa—OHADA

firm investing in Togo will thus be dealing
with many of the same regulatory require-
ments as in its own country, and a foreign
investor familiar with the laws in one coun-
try can apply the same understanding to
other OHADA countries. The result should
be lower transaction costs and reduced
uncertainty.

The OHADA Treaty also establishes a
Common Court of Justice and Arbitration,
which acts as an advisory body to the Coun-
cil of Ministers, serves as an appeal body to
foster common interpretations of the Uni-
form Acts, and supports the resolution of
commercial disputes.

Source: Ba (2000) and OHADA official documents.
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their jurisdiction goods or services that meet
the regulatory requirements of another par-
ticipating jurisdiction. This approach has
done much to facilitate commerce within the
EU, between the EU and some nonmember
states, and between Australia and New
Zealand. Similar approaches could have wide
application across a range of investment cli-
mate issues.

A more ambitious form of harmoniza-
tion is to agree not only on common rules
but also to delegate responsibility for
administering them to a common regula-
tory body. This presents opportunities for
greater consistency in interpretation, lower
administrative costs, and possibly enhanced
credibility for participating governments. In
practice supranational regulatory bodies are
more often proposed than implemented, in
part because of concerns over national sov-
ereignty. There are exceptions. For example,
OHADA has a common court to foster con-
sistent interpretations of harmonized busi-
ness laws, and the Eastern Caribbean
Telecommunications Authority regulates
telecommunications in five small countries
in the Caribbean. Progress usually requires a
governance framework that gives each par-
ticipating government effective voice—and
a high level of trust between participants.

The advantages and disadvantages of har-
monization proposals also depend on the
number of countries participating in the
arrangement. Multilateral approaches offer

Figure 9.3 Regional economic cooperation agreements proliferated in the 1990s
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the largest benefit, but increase the challenge
of developing approaches that will meet the
interests of all participating governments.
They can also involve protracted negotia-
tions. Reflecting these tradeoffs, the number
of regional economic cooperation arrange-
ments has grown strongly in recent years
(figure 9.3).

For the liberalization of trade and invest-
ment, there is an ongoing debate over
whether regional arrangements are building
blocks or stumbling blocks to a liberal multi-
lateral system."” Proposals that focus on the
harmonization of standards tend to pose
fewer concerns of this kind, although there
can be other tradeoffs. For example, harmo-
nizing standards at the regional level can
reduce transaction costs for intraregional
trade and investment, but harmonizing stan-
dards with major capital exporters or export
markets outside the region might offer even
greater benefits.

Addressing international
spillovers

Many international arrangements, existing
and proposed, seek to address international
spillovers of some kind—where actions in
one country can have effects on others.

The clearest cases involve environmental
protection. For example, emissions or efflu-
ents from industries in one country may
harm the environment in other countries.
When this happens, international coopera-
tion may be needed to mitigate the negative
externality and achieve an efficient out-
come. Indeed, there has been a growing
volume of international rules on various
matters affecting the environment since the
1970s."® Not all environmental issues have
an international dimension, however, and
thus warrant international action. For
example, when the adverse effects of pollu-
tion are contained within a country’s bor-
ders, the case for overriding the sovereignty
of that government is weak.'”

Outside environmental protection, there
are also many areas where the argument for
international cooperation can be strong.
This is the case with international efforts to
combat corruption, for example, which can
seriously undermine investment climates
(box 9.6).



When spillovers are less tangible, or the
benefits less evenly shared, the case for
international cooperation can be more
complex. Take competition policy. There is
growing understanding of the importance
of adopting cooperative approaches to the
investigation and prosecution of interna-
tional cartels, which can impose large costs
on countries. In the 1990s about 40 interna-
tional cartels were prosecuted in the EU and
United States alone. The average interna-
tional price increases due to those cartels
are estimated to have been around 20—40
percent. It was also found that many of
these cartels specifically targeted developing
countries without appropriate national leg-
islation in place. The imports of 12
cartelized products by developing countries
in 2000 alone exceeded $10 billion.'® Even
when the argument for action is strong,
however, there is room for debate about the
best form of that action. Should it be lim-
ited to coordination between national agen-
cies? Should efforts focus on providing
technical assistance to help national govern-
ments establish effective national regimes?
Or is a multilateral agreement on competi-
tion policy required?' The last option
could have significant implications for
developing countries, most of which have
not yet established competition agencies.

Proposals to develop new international
rules to address issues associated with com-
petition for investment between countries
can be even more problematic. Competi-
tion between governments to attract or
retain investment plays an important role in
driving investment climate improvements
(chapter 3). But it has led to concerns that
there may be a “race to the bottom” in tax
rates, environmental regulation, or other
matters. As discussed in chapter 5, the theo-
retical support for such races is mixed, and
so far the dire predictions of some com-
mentators do not seem to be taking place.
Indeed, in some cases the race seems to be
to the top rather than the bottom. But the
concern illustrates some of the tensions and
practical challenges for international coop-
eration on matters where countries can
have divergent perspectives.

Take tax harmonization. Countries that
prefer high tax rates may favor international
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corruption

National antibribery laws date from at least
the Law of Moses in the 9th century BCE.
The first attempt to address bribery on an
international level came in the 1976 OECD
Guidelines for Multinational Enterprises.
This foreshadowed the most significant step
to date, the ratification of a multilateral con-
vention committing parties to make the
bribery of a foreign official by one of its citi-
zens a criminal offense.

The OECD Convention on Combating
Bribery of Foreign Public Officials in Interna-
tional Business Transactions, signed in 1997
by all 30 OECD member countries and 5
nonmember countries (Argentina, Brazil, Bul-
garia, Chile, and Slovenia), went into force in
1999.The Convention provides guidelines
and a monitoring mechanism to improve
domestic antibribery laws and outlines areas
where coordinated action to reduce corrup-
tion should be taken.To ensure the parties
live up to their agreement, the Convention
establishes procedures to monitor compli-

BOX 9.6 International cooperation to combat

ance.Transparency International
complements official monitoring with a
series of public reports on each country’s
progress in stemming the bribery of foreign
officials.

An even more ambitious effort to foster
international cooperation is the U.N.Con-
vention against Corruption, signed in 2003
by 106 countries and entering into force in
2005. It stems from two previous U.N.
arrangements—the U.N. Declaration
against Corruption and Bribery in Interna-
tional Commercial Transactions and the U.N.
Convention on Transnational Organized
Crime—and complements the OECD con-
vention. It addresses cross-border issues
associated with recovering assets, freezing
accounts, and seizing foreign property of
corrupt officials.

Source: Official texts of Conventions,
Transparency International (2004), and Braith-
waite and Drahos (2000).

rules on taxes with the goal of slowing the
movement of firms to countries that prefer
lower taxes—but the latter countries have
no incentives to cooperate. Such differences
in perspective have stymied progress in
reaching agreement on these matters, even
between countries at similar levels of devel-
opment, such as in the EU.?° The prospects
of achieving a truly global accord on mini-
mum tax rates that incorporates countries
with even more divergent perspectives
seems a distant prospect at best.

When these differences exist, the chal-
lenge extends beyond the feasibility of
negotiating an agreement. Even if uniform
international tax rates could be agreed on
and enforced, countries could simply shift
competition for investment to other dimen-
sions of their investment climate policies,
such as the provision of infrastructure or
the enforcement of a host of other regula-
tions.” Indeed, given the breadth of policy
areas that influence the investment deci-
sions of firms, efforts to curb competition
would need to cover a vast field—leaving
little scope for sovereign states to reflect dif-
ferences in social preferences or in levels of
development. Without evidence that such
competition is leading to real welfare losses,
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BOX 9.7 Privatizinginternational cooperation on corporate social responsibility

Efforts to promote international cooperation on
matters related to the investment climate are
not limited to arrangements between govern-
ments.There has been a growing trend to

Standards are influencing business

Ethical Trading Initiative

develop international norms applicable to firms OECD Guidelines _

directly, without the intermediation of states.

Particularly in the area of corporate social U.N. Global compact [ NN N
responsibility, many of these initiatives also

spring from the nongovernmental sector. ILo core Conventions [ NN

These codes of corporate conduct outline
basic principles of behavior for firms, including
corruption and respect for environmental and
labor norms. Not legally binding, the codes typi-
cally depend on the reputation concerns of
major firms that operate in more than one coun-
try, with compliance often reinforced through
third-party inspection and transparency
arrangements. Examples of such initiatives
include the Global Reporting Initiative, the U.N.
Global Compact, the Equator Principles, the Pub-
lish What You Pay Initiative, and Transparency
International’s Business Principles for Counter-
ing Bribery.

These mechanisms may help firms adopting
high standards to signal their compliance and to
burnish their reputations, thus complementing
national laws and policies. The proliferation of
new codes and arrangements can, however, cre-
ate confusion about acceptable standards.
Because these initiatives affect mainly multina-
tional firms that have an interest in enhancing

World Business Council for
Sustainable Development

Global Reporting Initiative
1S014000

YIS

20 40
Percent of firms

o

Note: Percentage of firms that indicated standards influenced their business. Standards emanating from intergovern-
mental initiatives are in dark blue, those by nongovernmental organizations are in light green. The International Organi-
zation for Standardization (1S0), striped in this figure, is a nongovernmental organization, but has members drawn from
public and private sectors. ILO stands for International Labour Organisation.

or maintaining their international reputations,
they will also have less impact on the behavior
of other firms.

A recent survey showed that many firms
take standards of corporate social responsibility
into account when making location and produc-
tion decisions—and suggests that those ema-

nating from the nongovernmental sector were
often as influential as those developed by inter-
national agencies (see figure).

Source: Jorgensen and others (2003); Smith and
Feldman (2003); UNCTAD (2001a); Berman and
Webb (2003).

the case for intruding on the prerogatives of
national governments seems weak.

An alternative strategy is to leverage the
concerns firms have for their reputations.
As discussed in chapter 2, a growing num-
ber of initiatives aim to address concerns
about international economic integration
by targeting firms directly, rather than gov-
ernments. Many of these initiatives emanate
from the nongovernmental sector (box 9.7).

Future challenges

International rules and standards can be
expected to do more in shaping investment
climates as the intensity of interactions
between governments and cross-border
trade and investment expand. As this brief
survey highlighted, progress in that direc-
tion will need to grapple with several gen-
eral tradeoffs.

Measures to enhance the credibility of
government commitments can be especially

important for countries with domestic
institutions at an early stage of develop-
ment. Stronger commitment devices offer
greater benefits, but they also involve for-
feiting more policy autonomy—and so
need to be considered carefully. To be sus-
tainable, measures that curb domestic pol-
icy autonomy must also be accepted as
legitimate, reinforcing the importance of
efforts to enhance transparency.

Measures to reduce costs through inter-
national harmonization offer many benefits
but involve several tensions. There is the
tension between harmonization and cus-
tomization—taking local circumstances
into account. There is the tension between
harmonization and competition—where
some degree of competition between stan-
dards can be an important part of the learn-
ing process. There is the tension between
multilateral and other approaches, and in
the latter case between harmonization with



neighbors and harmonization with major
markets or sources of capital. Given the
tradeoffs involved, the preferred approach
will often vary from issue to issue—there
will be no universal models.

Measures to address international
spillovers also need to reflect the divergent
perspectives of countries at different levels
of development. Care needs to be taken not
to curtail the policy space of emerging
nations without a compelling rationale. At a
minimum the voices of developing coun-
tries need to be heard when framing these
initiatives.

While the emerging network of interna-
tional rules and standards can help govern-
ments improve the investment climates of
their societies, a critical challenge is to
ensure the arrangements reflect the inter-
ests of developing countries. Uniform
global rules may be appropriate for some
matters, but differences in priorities and
capabilities need to be reflected in others
(box 9.8).

The international community has a
responsibility to help ensure that new inter-
national rules and standards reflect the per-
spectives of developing countries. The best
way to do so is to ensure that developing
countries have the opportunity to partici-
pate fully in the development of those
arrangements. Recognizing this, multilat-
eral and bilateral donors mobilized more
than $700 million in technical assistance to
support developing country participation
in the Doha Round of multilateral trade
negotiations.”” Given the increasing role of
international arrangements in the invest-
ment climate area, similar support may

International rules and standards

185

BoX 9.8 A multilateral agreement on investment?

Proposals to develop a multilateral agree-
ment on investment have a long history.The
first attempt was in 1929 at the Paris Confer-
ence on the Treatment of Foreigners.The
experiment was repeated again in the 1948
Havana Charter.In 1959 two private initia-
tives were combined as the Abs-Shawcross
Draft Convention on Investment Abroad. In
1967 the OECD produced a Draft Conven-
tion on the Protection of Foreign Property.
In 1995-98 the OECD attempted to develop
a Multilateral Agreement on Investment.
Investment issues were proposed for inclu-
sion in the Doha Round of the WTO
launched in 2001. In each case the proposal
failed to find sufficient support.

Looking back, each proposal had its
own features and encountered different
obstacles. But there are basic challenges in
constructing an agreement that includes
investment protection provisions (along the
lines of BITs) and market-opening
provisions, that meets the interests of capi-
tal exporters and importers, and that
reflects the interests of both developed and
developing countries.

For a developing country, a multilateral
agreement that provides high standards of
protection for investment should have
many attractions as a tool to reinforce the
credibility of government policies. A multi-
lateral agreement would also reduce the
transaction costs associated with negotiat-
ing scores of BITs,and reduce inconsisten-
cies between those agreements. Recent

experience under NAFTA, however, suggests
that proposals in this area need to place
special emphasis on clarifying the interac-
tions between prohibitions on indirect
expropriation and domestic regulation—
and enhancing the transparency of
investor-state dispute settlement mecha-
nisms.The treatment of restrictions on for-
eign capital flows may also be subject to
debate (chapter 5).In principle it should be
possible to craft an agreement that meets
these interests, but the same agreement
would need to meet the interests of devel-
oped countries, which will typically place
greater emphasis on market-opening mea-
sures, including between themselves.

A broad negotiating forum provides
opportunities to trade concessions across a
range of subject areas, but it can also
involve complex negotiations that can eas-
ily be derailed. Another option could be to
develop or expand regional agreements
with effective investment provisions. NAFTA
could be an example. However, this
approach offers little help to low-income
countries in other regions, which would
stand to gain the most from effective com-
mitment devices. And creating a regional
investment agreement covering only devel-
oping countries would likely offer only lim-
ited benefits because it would exclude the
principal sources of investment capital.
Source: Ferrarini (forthcoming); Henderson

(2000);World Bank (2003b); Parra (2000); and
Warner (2000).

need to be mobilized across a range of new
areas. Other ways that the international
community can help developing countries
improve the investment climates of their
societies are the subject of chapter 10.






