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Draft Law, per your letter of March 12, 1997. Please note that these comments are my personal
opinion and do not represent the opinion or advice of my firm or any of its or my clients. I have
also attached an updated biographical sketch.

Please feel free to contact me if you have any questions or need anything further in this
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MEMORANDUM

March 25, 1997

TO: Mr. John C. Knechtle .
Director, Legal Assessments, ABA/CEELI
FROM: N. Stephan Kinsella %/~
RE: Draft Law on Stimulation of Foreign Investment for the Republic of Romania

The following are my comments on the referenced Draft Law. Please note that these
comments are my personal opinion and do not represent the opinion of my firm, Schnader
Harrison Segal & Lewis, or any of its clients. In the following, my focus, in general, is on the
issue of whether and to what extent the Draft Law serves to protect private property, in particular
private property related to foreign direct investment in Romania.

General Reaction

The Draft Law is commendable in that it is an attempt by Romania to add further
protections to the private property of foreign investors. However, the Draft Law is problematic
in that it is somewhat vague, it does not go far enough in protecting the private property of
investors, and it leaves too much discretion in the hands of government in deciding whether to
accord “special” treatment to investment. The Draft Law also rests on the assumption that some
investments ought to be given favorable treatment, which rests on the false assumption that some
investments are objectively “worse” than others, and that the government can accurately assess
which investments are relatively more desirable than others. The Draft Law will result in some
investors being given favorable treatment with respect to other investors, which is problematic
and undesirable. To the extent possible, the Draft Law should be revised to clarify and
strengthen the security of a foreign investor’s property rights, as explained in more detail below.
The pratections provided by the law should be broadened and extended to as many investors and
types of investment as possible to reduce the discriminatory treatment that the Draft Law would
otherwise provide.

Prelimi Considerati

The protection of private property of foreign investors is essential if Romania is to attract
foreign direct investment. This is the essential touchstone by which any proposed policy, law,
regulation, or regime is to be judged. The degree to which private property rights are respected
is extremely significant in attracting foreign investment, The Draft Law should be amended to
clarify and strengthen the security of a foreign investor’s property rights, for example by taking
steps to lower political risk and taxation rates.
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Many changes to the legal and political climate of Romania could be suggested to
contribute to these factors. Constitutional, limited government, low taxes, respect for private
property, the free market, and civil liberties contribute to both a health economy and to a low
political risk. '

Promulgating a pro-foreign investment law which provides for government guarantees that
property rights will be respected can also play an important role in attracting foreign investment.
However, as investors are all too aware, even a pro-investment law may be changed at a later
time by the legislature due to the government’s legislative sovereignty. A new government may
desire to nationalize certain industries, for example. Thus, the ability of Romania to promulgate
new laws that might override property rights previously guaranteed to investors tends to reduce
the attractiveness of any government guarantees that are made. For a developing economy such
as Romania, such guarantees should be made more effective by reducing the chance that the laws
will change to investors’ detriment.

One way to increase the likelihood that such a guarantee, once granted, will be respected
by future governments is to implement a constitutionally limited government, with an independent
judiciary having the power of judicial review. Another way is to make the guarantees binding
under international law, since states are often reluctant to be seen as clearly violating international
ilaw. An investment agreement executed between the host state and investor accordingly may be
“internationalized,” so that the state’s obligations contained therein are binding under
international law. For example, the agreement may contain both an international arbitration
clause, which grants jurisdiction to a neutral third party (such as the International Center for the
Settlement of Investment Disputes (ICSID}), and a stabilization clause. A stabilization clause
provides that the law in force in the state on a given date is the relevant law for purposes of
interpreting the investment agreement, regardless of future legislation. This effectively “freezes”
the legal regime in place on a certain date, so that any future changes in law contrary to the
state’s guarantees are without effect, at least under international law.

General Comments

The Draft Law essentially assumes that there is some background protection of the private
property of foreign investors, such as that provided by international law, other municipal laws in
force, or by treaties entered into by Romania (see, e.g., Art. 3). The Draft Law then attempts
to add another measure of protection to foreign investors by providing for various tax and custom
duty exemptions or favorable rates, and other incentives, if the investment qualifies for such
treatment under the Draft Law or in the determination of the Government. (Art. 4.)

One problem with the foreign investment regime established by the Draft Law is that it
will result in some types of investment being favored over others. This presumes that some types
of investment are objectively superior, more efficient, or otherwise more preferable than others;
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