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Foreign Investment and the Rule of Law

GEORGE JOFFE

En matiére de régime des investissements étrangers, la plupart des PTM
(pays tiers méditerranéens) ont adopté, depuis 1a 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
orivatization. Mais la conversion radicale a I’accueil des
investissements étrangers succede a plusieurs décennies de méfiance ...
ot les avantages maintenant proposés sont comparables a ceux de

mbreux pays en développement. Il n’y a pas sur ce terrain d’avantage

ent, from a respected French commentator on the Mediterranean
sonomic affairs, accurately sums up the current attitude towards the
of investment in the South Mediterranean region. However, the
ing the private investor are far more complicated than he
is usually assumed that direct private foreign investment and
investment, both of which fall under the rubric of ‘foreign
espond simply to the financial climate that exists in receiving
ct, the situation that persuades an investor to invest is far more
> weighting given to different investment destinations and to
affecting investment varies from situation to situation. One
onsideration is the legal status of institutions and of the
omic environment in the investment destination under
respect, the Middle East and North Africa has a series
address if foreign investment is to reach the proportions
celona context. As mentioned above, two of the most
ions relate to investor distrust and comparative
ew and simplified investment codes designed to
vestment decades of foreign distrust over political
ic process and ideologies of state supervision have
ered. In addition, these new investment codes have
encourage the privatization of state assets but will
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do little to encourage investment outside this arena because the region
whole lacks comparative advantage for the foreign investor, when comp
with Latin America, South Asia or South East Asia,

The role of comparative advantage is, of course, important; China,
example, which has little formal guarantee of security of investment yet, y
the less offers such financial comparative advantage that foreign investor:
willing to accept a far higher level of risk than might otherwise be the ¢
as the massive inflows of direct foreign investment in recent y.
demonstrates. However, the ability of a host government to create a clin
of investor confidence can, on occasion, be equally as important as
consequences of the October 1994 Mexico crash demonstrated. Mexi
rapid recovery was not only due to the safety-belt provided by the Un
States but was also a function of the speed with which the Mexj
government responded, in creating an appropriate financial and econo
environment to reassure investors and in providing appropriate le
infrastructures. The reverse can be equally true, as the crisis of confidenc
the wake of the moral hazard manifested in the Asian financial collapse
1997 demonstrated. On occasion, this can work in a regional context:
initiation of the Middle East peace process in 1993 caused a rush of fore
investment into Israel — as had occurred after the 1967 victory as well, alt
for different reasons — as investors assumed that Israel itself would beco;
the gateway into a revived Middle East economic environment. Similarly, |
difficulties encountered in pushing the process forward in 1995-96 resulted
a sudden dive in investment inflows there. Trust or, rather, confidence is,
short, probably the most important consideration as far as the Middle East 3
North Africa region is concerned, particularly if it wishes to significan|
reverse its poor record in persuading foreign investors to accept the impli|

risk of investment there. In part of course, this depends on the type |
investment involved.

British Petroleum has not been deterred from making a massive §
billion investment in the Algerian gas industry, despite the civil conflict the
Such investments, however, do little to alter the fundamental econo

profits and the constant threat of ‘indigenization’.?

Regional governments — except Israel and, perhaps, Turkey, w
appropriate conditions for foreign investors obtain — need to devote far
attention to creating investor confidence in terms other than the si
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commercial 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 independence of legal systems
from government interference and the transparency and accountability of
commercial administrations. Of course, it may be argued that this is an
inevitable concomitant of economic liberalization and restructuring and of the
development of international ‘openness’, to use the World Bank’s term. This
is not, however, self-evidently the case. Chile, after 1973, and Singapore
suggest that other means also exist to create the climate of stability sought by
the foreign investor. It therefore follows that, unless they wish to attempt the
authoritarian approaches used there — which, in any case, have been
responsible for significant economic and political inefficiencies in the past in
erms of rent-seeking and political instability — governments in the Middle
East and North Africa must actively promote steps to create political
ansparency, accountability and legitimacy for the very process of
svernment itself, as much as they must ensure the independence of legal
stems to which they themselves will also be accountable. In short, the
itical transformations required in the Middle East and North African
on are as important as the specific economic measures now being
jertaken by the majority, if not all of the countries concerned.

onas a |
mpared

ina, for
2t, none
itors are
e case,

nvestor’s Objectives

mmonly thought that the primary consideration in potential investors’
is simply the rate-of-return on investment to be expected from a
investment destination. This is, of course, a consequence of
ent opportunity itself — whether in the indigenous market or as an
enerator — and of the economic environment of the country in which
ent is to be located. The latter consideration involves such factors
costs, input costs and availability, transport costs and the political
investment. The political climate is construed usually as issues
ability to repatriate profits and potential tax holidays, as well as
1al inducements to investors. There should, in short, be sufficient
e advantage’ making the investment attractive in financial terms.
e, however, other acute considerations that affect investor
hoosing a destination for investment and determining the type
the investment to be made,’ particularly if ‘comparative
not the decisive consideration, as is the case in the Middle East
a. One such consideration, for example — as suggested above
e-of-return, however high or low it may be in comparison with
€where, should be stable and predictable. This is particularly
estments where the real benefit to the investor occurs only
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FOREIGN INVESTMENT: DEVELOPING COUNTRIES BY REGION

($ BILLION)
1993 1994
FDI (%) PEI (%) FDI (%)
East Asia/Pacific 379 55.6 18.1 383 43.0 53.7
Latin 15.7 23.0 25.1 53.1 20.8 26.0
America/Caribbean
Europe/Central Asia **12.0 18.2 1.3 2.8 8.4 10.5
Sub-Saharan Africa 1.8 2.6 04 0.8 3.0 3.8
Middle East/North Africa 3.8 5.6 *0.4 0.8 3.7 4.6
South Asia 0.8 1.2 20 42 1.2 1.5
Total 68.2 47.3 80.1

Source: COMET, 43 (May 1995); 21
IBRD, Financial flows and the developing countries, August 1996;
Table All

Note:  *World Bank projection
**Includes Eastern Europe ($4.1 billion)

after the initial investment has been recovered, so that subsequent cash-flow:
streams are essentially profit. Major investments in hydrocarbons and other:'
mining activities are a very good example of this. It should be borne in mind
that high rates-of-return are often illusory, as — over time — returns tend to drift
back to a basic norm related to government discount rates, according to the
capital assets pricing model. '

Outside the question of mining operations, decisions about investment in
non-rent-related operations or in equity also often depend on considerations
of long-term stability, since the real benefit to the investor will also be delayel
until the initial investment is repaid. Immediate returns, therefore, are no
necessarily the major consideration in making investment decisions.
However, if long-term stability is a major concern, this also raises question
about both the legal status of foreign investment in a host country and abou
the political stability of the regime controlling it. Associated with thes
concerns are considerations of nationalization and compensation, as well as o
the actual status of the rule of law. Indeed, the status of the legal system is
vital consideration, particularly its independence from government, as well
it ability to modify and moderate government action. In some respects, thi
consideration subsumes all others related to the political environment i
which an investment is to be made for it will ultimately determine what th
environment will be. In other words, political conditions in the Middle E
and North Africa region are acutely important to the foreign investor today
outside, perhaps, the question of oil-related investment — and tho
conditions, in turn, are determined by the legal environment in whi
governments there operate, particularly the independence of the judiciary.
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The Legal Status of Investment

If such independence is ensured, then one important aspect of this issue is the
nature of the legal terms offered to foreign investors and guaranteed by the

(%)
legal system.
53.7
26.0 Investment Codes
10.5 Until the 1980s, investment codes in developing countries, particularly in the
3.8 Middle East and North Africa, were often seen to be restrictive and genuine
‘11.2 liberalization of foreign investment codes only began towards the end of the

decade.’ Although there have been dramatic changes since then, the codes are
often still seen by potential investors as restricted — Algeria’s anxiety of
economic sovereignty over the gas and oil sector is one good example. This
is, of course, changing as the principles of modern economic liberalization are
increasingly accepted by the governments concerned, but the South
editerranean region continues to be one of the poorest in terms of foreign
vestment worldwide.

The actual levels of foreign investment inflows by country make clear the
fficulties they face. Indeed, apart from Israel, Turkey, Morocco and Tunisia,
eign investment has been declining in the region — the Saudi figures are an
erration caused by the war against Iraq. Even in these three countries, the
| amount of investment has been only around half of what had been
ipated or required despite modifications of law and regulation to
purage foreign investors. The picture when net foreign investment is
idered is equally as depressing. The Middle East and North African
is grouped alongside South Asia and Africa in terms of its access to
n investment world wide and, in many cases, early success in attracting
investment at the start of the decade has now begun to tail off.
ore, foreign investment is still predominantly in the form of direct
ment and the very recent pick-up in portfolio equity investment in
orocco and Tunisia reflects the one-time attraction of privatization
ames, rather than an ongoing commitment to economic arenas in
exibility of investment offers its own rewards.
act, in a sample of 20 countries drawn from the Mediterranean, Latin
e Far East and the three newest Mediterranean European Union
Spain, Portugal and Greece), together with Eastern Europe and the
oviet Union, the six major South Mediterranean states (Turkey,
pt, Tunisia, Algeria and Morocco) only received seven per cent of
d direct private foreign investment receipts between 1971 and
dmparison, 39 per cent went to South East Asia, 25 per cent to Latin
1 seven per cent to the newest European Union members. Even
eas the South Mediterranean states had received 11 per cent of
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FOREIGN DIRECT INVESTMENT INFLOWS
($ MILLION)

1989 1990 1991 1992 1993 1994

Algeria 12 6 10 12 15 18
Bahrain 181 4 -7 -9

Egypt 1250 734 253 459 493 530
Iran -19 -362 23 -170 =50 -10
Iraq 3 -3

Israel 125 101 351 539 555 406
Jordan -1 38 -12 41 -34 -10
Lebanon 2 6 2 4 6 7
Libya 1225 159 24

Kuwait 4 -1

Mauritania 4 2 5 1 2
Morocco 167 165 320 424 522 550
Oman 112 144 149 87 99 130
Qatar -1 16 43

Saudi Arabia =20 572 659 1873 -79

Sudan 4 0 0

Syria 74 71 62 67 70 72
Tunisia 79 75 150 379 239 275
Turkey 663 684 810 844 636 850
UAE 39 -116 -69

Yemen 5 0

Source:  Comet, 41 (July 1994): 11.
IBRD, World Development Report 1994: 204-5
IBRD, World Data 1995, CD-ROM

these investment flows in the 1970s, between 1990 and 1992, they only
received 4.1 per cent — much of which was, in any case directed towards th
hydrocarbon sector. Migrant labour transfers during the same period were fivi
times greater than direct private foreign investment, at $125 billion, compare
with $24 billion — a pattern which was completely reversed in the case of
South East Asia.®

In fact, it is difficult to see what these countries can do in addition to th
measures they have already taken to persuade foreign investors to take up
opportunities they offer, unless they can create political and cultur
conditions which encourage foreign investors far more quickly than th
appear to be doing at present. The region is, in short, in crisis despite
valiant efforts made — in some cases for more than a decade — to achie
economic reform and restructuring which will promote econo
development. Indeed, without adequate investment, it is most unlikely
these states can resolve their internal social problems, let alone begin to ma
the patterns of development experienced by the countries of the develo,
world or of the rapidly developing world of the Far East. Unless far m
foreign investment — or official development aid, presumably from
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NET FOREIGN AND PORTFOLIO EQUITY INVESTMENT

($BILLION)
1994 FDI PEI
1991 1992 1993 1994 1991 1992 1993 1994
18
Algeria -38.7 3 -2 0 0 0 0 1
530 Bahrain 6.9 -8.5 -34.6
-10 Egypt 140.5 358.7 453.0 500.0
Iran
406

-73.0 -112.1 3736 4205 5484 -740.1 17503 23784

-10
y/ 26.0 45.0 20.0 25.0
~186.4 -1210.7 -848.1 -10745 -601.5 272.8 162.3
902.0 1198.0
2
550 2.3 7.5 16.1 2.8
130 319.9 423.6 492.5 660.0 0 0 29.9

149.0 87.4 98.8
160.2 -79.3 -79.3 -470.0 -3645.7 -8448.1

140.5 364.1 238.1 187.8 20.5 46.4 17.9 14.8
783.0 779.0 622.0 559.0 623.0 24110 39170

583.0 719.0 903.0 17.0

BRD, World Bank World Data 1995, CD-ROM
egative, net direct foreign investment is due to outward investment:

ael — (1991) $423.5mn, (1992) $650.7mn, (1993) $928.5 mn, (1994) $826.2mn;
ait — (1991) $186.4mn, (1992) $1210.7mn, (1993) $848.4mn, (1994) $1074. Smn.

THE ROLE OF DIRECT FOREIGN INVESTMENT 1986-91
FDI/GDCF- %

Others - Europe

Belgium 16.00
United Kingdom 14.40
Netherlands 12.30

Others - Far East

Singapore 29.40
Hong Kong 12.10

omestic capital formation
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European Union’ — is made available, genuine economic development seems
unlikely to occur in any sense that will guarantee generalized economic
growth in the countries concerned. Under present plans, the danger is that the
alternative will be that enclave economies will be created in South
Mediterranean states, designed to serve the European market and that the
national economies will merely become states of the European Union without
experiencing genuine economic development and the prosperity which should
accompany it.

Yet, if the terms offered for foreign private investment have improved so
significantly over the past decade and investment still does not come except
to the oil and gas sectors in the amounts anticipated, then the reason must lie
in other factors than the direct legal status conferred on foreign investment,
Some of these problems are general to the whole phenomenon of foreign
investment; other arise specifically from the conditions which exist in the
Middle East and North Africa. As will be discussed below, the roots of these
problems and difficulties reside largely in social and political issues, rather
than in the directly economic sphere a consideration which underlines th
urgent need for political and social reform throughout the region. At the same
time, regional stability plays its part and outside actors, such as the European
Union, need to pay far greater attention to participating actively in th
resolution of regional problems, such as the continuing tensions between
Israel and the Arab world, particularly with respect to the Palestinian issue, o
the worsening crisis in Algeria.

The General Problems

One major concern arises for the status of foreign property rights. This is
question of providing legal guarantees of ownership to foreign nation
investing in a particular country. Since the original owner is, by definitio
non-resident, he has little recourse except to withdraw future investment,
his investment is appropriated by legal or illegal means. It is an age-0
problem that exists largely because few generalized instruments exist
international law to maintain such property rights and international law, it
is virtually without sanction against states and legal entities within th
except by agreement of the state concerned. Furthermore:

... foreign property rights grew out of reciprocal interests, but...
were one-sidedly extended to the developing countries. The ca
exporters laid down the ‘rules of the game’; the capital importers s
to undermine them. At first, the latter sought to establish the right
be subject to military intervention at the time of investment dis
Subsequently, they struggled for the right to nationalize fo
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seems
momic

controlled, for whatever gains. By diplomatic co-operation developing
countries gradually undercut the traditional property rights.?

hat the
South Interestingly enough, one of the major efforts made by Western states
hat the since 1990 has been to enshrine foreign property rights in the legislation of

both developing countries (including countries in the former centrally planned
economies group) and to do the same in international fora. At present, a major
row is developing between developing countries and the developed world
over the latter’s proposal to include a foreign investment code in the
gislation of the World Trade Organisation — the Multilateral Investment
greement that has been temporarily shelved as a result of French objections.
is would allow for open access, whatever national legislation might dictate.
is being strongly resisted by developing countries, including Egypt.
ever, the countries concerned also need to recognize that their own legal
ems are defective as far as the foreign investor is concerned, because their
iencies increase the political risk of investment — despite recent
ives to accept international procedures over litigation and dispute
tion.’ This has a particular relevance to the issue of intellectual property
, an area to which relatively little attention has been paid by South
erranean governments. Perhaps most immediate in this respect,
1, is the continuing danger of state expropriation of private foreign
iven the role of hydrocarbon investment in the region. Despite current
tions that the era of nationalization has disappeared, the very nature
g operations means that it is bound to re-emerge in the future and
should be paid to this particular problem now, if the tensions and

he 1970s oil shocks are to be avoided next time round.

cing Bargain

gives rise to another, more specific issue: the ‘sanctity of
dreign investors are anxious to be certain that a contract once
will not be subject to change under pressure from domestic
he classic dilemma in this respect is also best illustrated in the
Ctor which is subject, as are other mining operations, to the
argain’. This provides for the fact that, when such an operation
risk of failure is clearly high for there is considerable
ofitable discoveries. Contract terms clearly have to reflect
risk involved that the investment be unprofitable to both
ronce discovery has been made and exploitation has started,
the investment will have dropped significantly and the
al contract seem increasingly unfair to the host country
Oportion of rent it receives as being unreasonably low
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Such contracts are notoriously subject to unilateral demands by host
countries for change, demands which are often backed by the weight of
domestic law and thus cannot be resisted. Although foreign investors attempt
to allow for this by the inclusion of so-called ‘stabilization clauses’, the fact
is that 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 powerful dis-incentive to investment and its logical conclusion is
nationalization. This, in turn, generates another problem for the foreign
investor; namely, the mode of compensation he is to receive for his
nationalized asset. International law demands that compensation should be
‘fair and just’.

The problem is that there is no agreement on what these terms mean. Th
United States, supported by most developed states, has insisted that this te
should be interpreted to mean the full value of the asset, as determined by
discounted-cash-flow principles — as if the asset in question were to be valued
for the purpose of private purchase. Developing countries have argued that net
book value or some variant thereof is a fairer alternative. Internation
tribunals have yet to establish what the standard of compensation should be.!
The same problem, of course, exists in an attenuated form with non-oi
properties, where it is known as ‘the changing balance-of-power problem’
Furthermore, although nationalization as a technique in the hands o
developing countries has declined significantly in recent years, there is eve
reason to suppose that, in a few years time, the problem will arise once agai
as developing countries perceive themselves to be unfairly disadvantaged b
modern international investment codes, whether or not they are members
the World Trade Organization.

The Political Dimension

These problems are all rendered more acute by political considerations. O
typical problem is that of sovereign immunity; namely when foreign entiti
are protected by their own governments so that a host state has to deal wi
another state in any dispute with an investor. This used to be a serio
problem in the past and has slackened in recent years, largely because
customary international law. Nevertheless, treaty obligations can create su
a situation in specific cases and with specific countries. The reverse of
problem is that of sanctions which renders foreign investors leery of w.
might otherwise be major investment opportunities which meet all 0
investment criteria.

The classical example of this type of problem is provided by the Hel
Burton and D’ Amato-Kennedy legislation — better known as the @
Sanctions Act and the Iran-Libya Sanctions Act (ILSA) — in the United Sta
which seeks to enshrine the principle of legal extra-territoriality for Ameri
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federal law. The other typical example is the role of the United Nations or
individual states in imposing sanctions on states such as Libya, Iran or Iraq.
It should not be forgotten, for example, that a major investor in Egypt is Libya
_ which suggests that Egypt itself might fall under the constraints of
American extra-territorial legislation or, until they were removed from Libya,
United Nations sanctions, with all that that might imply for foreign private
investors there. In effect, sanctions are considered by investors to be an
easonable interference in legitimate economic activity but they are forced
y comply because of the potential penalties under domestic legislation in the
uld be ates applying sanctions.

Even United Nations sanctions operate under a similar legal regime.
; estors face another problem, however these circumstances. This is that the
\is te country for the investment may also levy penalties if the investor
serves home country or third country legislation. Such penalties can
ve financial loss, retention of profits or nationalization. Thus, investors
to make careful evaluations of political risk in this case external political
as part of the basic investment decision. Often such calculations are
bed into the proposed discount rate used to calculate expected returns
e financial value of the asset and this, in turn, can lead to problems over
solescing bargain’.

ernal political risk, however, is only one part of the political evaluation
Two other aspects are of considerable interest to the investor and
eir way into the discount rate. The first of these relates to the simple
1-legal — question of political stability, clearly important in terms of
longevity of the investment. It does not follow, incidentally, that
nstability disqualifies a particular country from receiving foreign
, as is shown in the case of oil and gas investments in
ary Algeria. It does, however, raise issues of legal continuity of
i contract, hence the interest that potentiai investors take in
oth governments and their oppositions! The most important
itical risk, however, is the actual status of a domestic legal code
cture of a particular political regime. Ideally, governmental
uld be subject to the rule-of-law. In practice, however, this is
ase, whatever governments may pretend. As a result, investors
€ process of investment becomes subject to the vagaries of
or individual whim. The most obvious example of this is the
fuption, a widespread problem in the Middle Eastern and North

ith this issue are the companion issues of corruption,
and crime. They can all affect the status and effectiveness
lation and may even have more direct effects on investment.
ourse, try to respond, to the extent that they are able, given
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their own subjugation to the same problems. Sometimes, this can produce
acute tensions within government, as some analysts allege occurred in 197]
in Morocco and as is said to have occurred in Tunisia in 1995 and, most
particularly, in Algeria. Sometimes, it can result in campaigns designed to
correct the original problem which incidentally also severely affect the
investment climate. Something of the sort appears to have happened i
connection with the Moroccan anti-drugs and anti-smuggling campaign i
1996. This may also turn out to be the case with the 1997 Moroccan antj
corruption campaign, simply because of the uncertainty it may introduce int
the political process.

Law and Governance

One of the consequences of the Euro-Mediterranean Partnership initiative wi
eventually be to increase the significance of agreed standards of what
British government has called ‘good governance’. By this term is meant
institution of governmental systems that are subject to the rule-of-law and
not engage in repression as a means of retaining power, being inste
responsive and accountable to public pressure and to agreed norms
government. This will inevitably improve investor confidence as the level
transparency they require, both in commercial and political terms, will follg
on from the creation of legal and judicial regimes which genuine
independent of the state and governmental structures. In this conte
therefore, the political and security basket of the Barcelona Process had
immediate and important relevance to improving investor confidence and
rendering the system introduced by the economic basket more viable.

Indeed, this issue highlights a profound difference between Europe
the United States over the ways in which political and economic transpare
and accountability can be achieved. Europe generally argues that politi
initiatives are necessary to achieve this; government itself must be m
accountable and, in a word, more democratic. This then leads to objecti
legal process and transparency which creates the conditions for sustai
private investment. The American and — to some extent — British vie
different. Here it is argued, along the lines of the ‘economic theo
politics’," that the transparency imposed by the commercial world |
inexorably towards political transparency and accountability. Thus, thro
economic liberalization and the creation of appropriate legal structus
encourage this process, political liberalization will eventually be force
reluctant governments — as occurred, for example in Chile.

In the South Mediterranean region, in reality, a combination of
processes is likely to force democratic change. The Barcelona Process,
its emphasis on eventual political change, largely because of regional s&
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concerns if such change is not accomplished, is certainly one source of
pressure, although its effectiveness will depend on the extent to which the
European Union is willing to make it a priority within the Euro-
Mediterranean Partnership initiative. At the same time, the economic changes
fect the®  peing forced on South Mediterranean states as part of the transition process
involved in the creation of the bilateral industrial free trade areas, will create
yaign i their own imperative for legal change. One good example is the changes now
an an equired in customs tariff regimes and in domestic fiscal systems. The phased
uce int eductions in tariff barriers, which is an integral part of the free trade area
rocess, will force governments to look for new sources of revenue, given the
rrent importance in state finances played by tariffs. This will be buttressed
the introduction of Value Added Tax, as the main means of indirect
ation in most of the South Mediterranean countries as a result of World
k pressure. This, in turn, will undoubtedly intensify social unrest in many
es because VAT is a far more universal tax than most systems currently in
e — and this, in turn, will force governments to become more responsive
sblic opinion unless they wish to face increasing political instability and
guent declines in foreign investor confidence.

course, this in part depends on the type of investment being made. It is
e, for example, that major investments in hydrocarbon assets seem to
. most of these political requirements entirely. It is as if either
ional oil companies do not bother over political risk, being uncertainty
omic return from investment, or consider that political risk is
ed by the fact that any government in whose territory they work will
access to oil rent to ensure its own survival. This certainly seems
case in Algeria currently, for example, where the British company
en prepared to risk a massive investment of $3.5 billion in political
ces which are highly unpredictable. International oil companies
it, far more concerned about the misuse of the ‘obsolescing bargain’
feat of eventual nationalization than they are over issues of legal and
sparency and accountability.

oil investors, however, this is not the case. They rely heavily on
political stability and legal transparency to ensure the
of the security of their anticipated return on investment. In their
political risk, therefore, effective and independent legal
of crucial importance. They must also consider the ways in
ects of the Barcelona process are likely to affect investment.
to be growing pressure for greater observance of human rights
ountries of the Southern Mediterranean, both from domestic
€s, as the process of government accountability develops.
likely to be partnered by growing domestic concerns over
ecological issues — as was seen in the early 1990s, when a
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Canadian company proposed waste dumping in the Western Sahara, only to
see its contractual arrangements revoked by the Moroccan government.

Similarly, consumer concerns over issues of labour abuse, which will be
our organizations in Europe because of the

partnered by pressure from lab
economic as well as the human rights implications, are bound to lead to
over the freedoms of foreign

increasingly complex patterns of legal controls
investors, as will World Trade Organisation vigilance over the potential for
economic dumping in European markets — although the comparative labour
cost advantages of North African and Middle Eastern producers is likely to
s development proceeds. None the less, the advent of governmen
transparency and accountability will — certainly if it is accompanied by
genuine economic development — result in a more complex legal framework
for foreign investors, both guaranteeing their interests and circunscribing thei
freedoms of action — just as is the case in Europe!

decline a

Conclusion and Recommendations

The problems facing investment host countries as far as the legal status o
investment is concerned fall into two groups. The first is one connected wi
the status of investment under international law and in the context of
‘obsolescing bargain’. This, in theory, could be dealt with through
international investment code operated by the World Trade Organisation
designed with the concerns of the developing world in mind. However, giv
the legal recognition of the sovereign immunity of states, difficulti
reflecting differing perceptions of the inherent values of contracts Wi
continue and the danger of nationalization will remain.
The second reflects the international political processes of host countri
and the role played by domestic legal systems, particularly their independ
status from government or regime. Unless such independence exists an
perceived to exist by potential investors, private investment will
discouraged. The process of investment thus links in to the problem of ‘g
governance’ and thus forms an integral part of the Euro-Mediterran
partnership project. It remains to be seen to what extent both North and S
Mediterranean partner-states are prepared to recognize the core role of
independent legal process, both in terms of political and econo
development, and to what extent either side is prepared to confront the i
Of course, none of these developments will occur simply by themse

To a large extent, the Euro-Mediterranean Partnership initiative §
attempt to expand the role of its political and security basket to encourag
development of independent legal systems and transparency in the
process. In part this will follow on from the process of democratiz
However, there will also be a need to ensure that national legislation
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accepted international commercial legal standards. Care should also be taken
to try to foster appropriate legislation to ensure that foreign investors cannot
exploit labour, social and environmental legislation to their advantage. Above
all, South Mediterranean governments should be encouraged to accept the
crucial importance of effective and independent legal systems, untainted by
' official interference. Such changes require active European Union
involvement and aid. It is unlikely that the MEDA programme, which forms
art of the Euro-Mediterranean Partnership initiative will be able to provide
ich aid and consideration should be given to providing special funds —
milar to the British government’s ‘know-how’ fund for Eastern Europe.
There are also specific measures that could be considered by the European
jon as part of its follow-up process to the Barcelona Conference in 1995.
ey relate to issues raised above:

South Mediterranean governments should be encouraged to improve the
status of foreign property rights in their countries by both improving
egal protection provisions and arbitration procedures. These should be
rought into line with European standards.

ention should be given to developing common standards and modes
ompensation across the Mediterranean, both in the case of dispute
| in the case of nationalization of foreign assets. Although this
em may appear to be remote at present, the very nature of the
escing bargain will force it to the forefront of the political and
atic stage by the early decades of the next century.

an governments need to reconsider their views on the future role
omic sanctions in international relations, because of the adverse
such regimes have on investor confidence — not just for the
es concerned, but for the region overall. This really forms part of
em of political conditionality which still needs to be addressed
e context of the Barcelona Process.

oming increasingly clear that there is a close link between
mprovement and political change, particularly as far as
oreign investment is concerned. Thus the European Union
greater prominence to encouraging increased ‘good
as well as political transparency and accountability, as part
) the economic basket of the Barcelona Process.

me, the changes in tax structures required by the free trade
will cause shortfalls in government revenues at a time

47



The Barcelona Process

ater government expenditure on
n Union should direct additional
because of the adverse social
t of restructuring

when adjustment will demand gre
economic restructuring. The Europea
resources at easing this transition
consequences if this is not done, particularly in respec
fiscal systems and tax collection mechanisms.

issues should be addressed by persuadin;
o adhere to international convention
hange, and to incorporate ‘be;

6) Environmental and ecological
South Mediterranean states t
particularly the convention on climate ¢
practice’ style legislation on environment
legislations, so that common §

region.

(7) Similar ‘best practice’ style legislation should also be encouraged i
terms of labour legislation and trade union legislation, even if this mig
imply a reduction in apparent comparative advantage, as this will tend
stabilize the political and social situation and will thus work to
benefit of the foreign investor in the medium to long term.

(8) In return for such adjustments, some of which will further erode
comparative advantage of the South Mediterranean region to forei
investors, the European Union should undertake to enforce appropri
legislation on a global basis through the World Trade Organisation.

(9) Foreign investors should also be encouraged by the provision
investment insurance systems, similar to those already provided by
wWorld Bank, for investors in the South Mediterranean region.
should be in addition to insurance schemes already provided ata nati

level in Europe.

(10) In view of the increasing integration of North Africa into the Euro
gas grid distribution system (via the TransMed and Trans-Ma
pipeline systems), attention should be given 1o similar integrati
electricity supply systems. This would provide an opportun
stimulate investment into solar energy production in North Affi
the Middle East for electricity export to Europe.

Behind these considerations, there lie a set of essentially self-
principles designed to ensure that foreign investors encounter sta
reproducible environments for investment, typified by the concept of
of-law. Judicial systems must be independent of government i
meaningful way and government itself must be subordinate t0 est
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Jegal codes. This, in turn, implies that government must be committed to the
principles of ‘good governance’ as generally understood to combine political
participation and accountability to ensure social justice. More specifically,
Jegal systems relating to commercial and financial activity must be
transparent, simple and enforcible to be credible — the example of Egypt with
its 65,000 laws, often in contradiction with each other is a case in point.
Above all, the legal codes and system must be equitable, particularly in
providing equal treatment to nationals and foreigners alike, whilst being
eproducible, in that they are not subject to change at government whim but
ly by due process. The creation of a legal environment of this kind will do
uch to ensure that foreign investors see the Middle East and North African
sions as viable investment destinations in future and it is that that should
y ome one of the major objectives of the Barcelona Process.
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