Policy

This brief sets out a policy framework for importing
states that counters the resource curse by supporting
public accountability in exporting countries.

For the worst resource-cursed countries, where extreme authoritarianism or state failure
prevents citizens from exercising any control over resource exports:

® A Clean Trade Act prohibits home actors from doing business with resource exporters.

e Clean Hands Trusts incentivize trade partners not to buy resources from these worst
resource-cursed countries, by imposing equivalent-value duties on the exports of trade
partners that do so.

For most exporting countries, where the resource curse is less severe, the framework
organizes specific policies so that they sustain and encourage public accountability over
resources:

* Rules of Engagement require home actors to deal with resource exporters in ways
that strengthen officials’ accountability to their citizens. For example, importing states
expand and enforce legislation on bribery, money laundering, corporate transparency, due
diligence, etc.

¢ An Accountability Continuum of conditionalities offers more commercial connections to
exporting countries that achieve greater public accountability (e.g., to those that implement
the Kimberley Process, EITI, freedom of information laws, etc.).

This policy framework is designed to be WTO-GATT compliant. It can be adopted unilaterally
or multilaterally. Implementation will improve the long-term strategic environment for importing
states, and for firms in the extractive industries, by enhancing national security, energy
security, resource access, resource price stability, investment protection and brand integrity,
and by lowering operational costs.

The Clean Trade framework will bring importing-state policy into line with primary principles of
modern international politics and law. Strong public approval of these principles will generate
political support for the framework in both importing and exporting countries.
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Context

1. The Resource Curse on Exporting States,
Importing States, and Business

The world economy consumes over 1000 barrels of oil, and inputs over 1000 pounds

of copper, each second. While the next 30 years will see shifts within global demand for
natural resources (e.g., from oil to gas), population growth and the rise of large countries

to middle-income status will increase pressures to secure required molecules wherever they
are located in the earth. Competition, among importing states and among resource firms,
will intensify.

The resource curse afflicts countries that derive a large portion of their national income

from exporting high-value extractive resources such as oil, gas, metals and gems. These
resource-dependent countries are subject to four overlapping curses. They are more prone
to authoritarianism, they tend to suffer more corruption, they are at a higher risk for civil wars,
and they exhibit greater economic dysfunction.’

The correlations between resources and pathologies such as authoritarianism, corruption,
conflict and economic dysfunction are evident in the list of the ‘Big 5’ African oil exporters.
(Box 1) The recent histories of mineral exporters support the correlations: for example, Sierra
Leone, with its ‘blood diamonds’; and the Democratic Republic of Congo, with up to six
million deaths from the ongoing civil conflict. Nor is the phenomenon solely African: Burma,
Yemen, and some Central Asian states are also resource-cursed. Moreover, poor governance
in resource-cursed countries engenders follow-on pathologies, such as a propensity to cause
environmental damage.

The resource curse threatens core interests of importing states and firms in the extractive
industries. Importing states that engage commercially with resource-cursed countries risk
channeling funds to hostile, repressive or failing regimes in ways that threaten national
priorities. For example, some of the regimes most antagonistic to the West in the past 30
years, including the Soviet Union, Iran, Irag and Libya, have been financed by Western oil and
gas payments. Resentment of repressive regimes in the Middle East — both among elites
and on the ‘street’ — has fueled radicalization, and anger at the Western states that support
those regimes. Taking the US, the largest resource-importer, as an example: most of the
countries on the US terrorism lists have been primary oil exporters. (Boxes 2 and 3) Threats to
peace such as Al Qaeda and Hezbollah have bought conflict diamonds to evade asset freezes.
Terrorists continue to seek havens in areas of resource-fueled conflict (such Yemen and the
Great Lakes region of Africa).

International energy and mining firms face significant above-ground risks in resource-cursed
countries. Their large fixed investments (mines, pumping stations) have been targets for
(threats of) nationalization, as well as for predation by militias (armed attack, extortion,
kidnapping, theft from pipelines). Firms that enter resource-cursed countries can become
magnets for domestic grievances over corruption and pollution. Firms can also be spurned
by ‘ethical’ investors; they are vulnerable to reputational damage from consumer pressure
campaigns; they are subject to criminal prosecution, lawsuits, NGO whistle-blowing and
parliamentary scrutiny for violating financial, human rights and environmental standards.

A firm’s recruitment, and its employee morale, will also suffer if it or its industry is perceived
as ‘bad.” (Box 4)

One traditional strategy of states and firms for securing resource access and supply has been
to support ‘rentier’ regimes, which spend resource revenues on patronage and police. The

! Economists have studied obstacles to growth in resource-exporting countries (for example, from price volatility
and the ‘Dutch Disease’), and recommended policies to overcome those obstacles (for example, the expenditure
smoothing and increased domestic investment in Collier et. al., The Natural Resource Charter). This brief focuses
on the complementary resource curses afflicting the governance and political economy of resource-dependent
states: authoritarianism, corruption, civil wars, and poor development outcomes (such as decreased economic
and political opportunities for women).

On the resource curse see Humphrey, Sachs and Stiglitz 2007; Collier 2010. On resources, growth, and
economic policy see Sachs and Warner 1995, 2001; Auty 2001; Isham et. al. 2005; Collier 2008, 2010;
naturalresourcecharter.org. On resources and governance see Karl 1997; Ross 2001, 2008; Sala-i-Martin and
Subramanian 2003; Acemoglu et. al. 2003; Jensen and Wantchekon 2004; Robinson et. al. 2006. On resources
and conflict see Le Billon 2001; Collier and Hoeffler 2004; Fearon 2005; Ross 2006; Collier et. al. 2009. On
resources and development see Gylfason 2001; Lam and Wantchekon 2003; Ross 2008. For current surveys of
the literature see Frankel 2010; WTO 2010. Further citations to literature relevant to this brief can be found in the
background paper, available at wenar.info/CleanTrade.html

Africa’s ‘Big 5’ a
Oil Exporters

1. Algeria

2. Angola

3. Libya

4. Nigeria

5. Sudan

US State Sponsors e
of Terrorism List

1979 - 2010

Cuba / Iran / Iraq / Libya
North Korea / Sudan / Syria

Bold: Primary Oil Exporter
Source: US State Dept.

(South Yemen omitted: oil exports began
half-way through its time on the list)

US Countries of e
Interest List 2010

Extra Security Screening
Required

Afghanistan / Algeria / Cuba
Iran / Iraq / Lebanon / Libya
Nigeria / Pakistan

Saudi Arabia / Somalia
Sudan / Syria / Yemen

Bold: Primary Oil Exporter
Source: US State Dept.

The Corporate o
Resource Curse
Shell - Nigeria (armed attack,

bunkering, kidnapping, boycotts,
reputational damage)

De Beers — Sierra Leone
(consumer pressure campaign)

BarrickGold — Papua New Guinea
(‘ethical’ investor divestments)

Unocal - Burma; Mobil — Aceh;
Chevron — Ecuador; Halliburton -
Nigeria (legal actions)
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long-term results of this strategy have been mixed. Regimes that do not respect the rule of
law have tended to revise resource contracts unilaterally. Some rentier regimes have been
overthrown by hostile forces (e.g., the Shah in Iran) or become hostile themselves (Gaddafi
in Libya, Hussein in Irag), resulting in restricted resource access. Restricted access and
political uncertainty have increased price volatility, which has contributed to global economic
instability. (Four of the last five global recessions have been preceded by an oil price-spike.)
Moreover, even friendly rentier regimes tend to lose governance capacity over time, and
regimes supported as strategic partners have found it harder to contain their populations as
their people gain greater access to information, anti-state and anti-corporate ideologies, and
weapons (the Niger Delta, Yemen). The declining capacity of rentier regimes to govern has
forced importing states and resource firms to attempt remedial governance (aid, CSR),
which has made those states and firms targets for rent-seeking and protest.

Importing states and firms in the extractive industries face high risks when engaging with
resource-cursed countries. The costs of withdrawal are also high. Unilateral commercial
withdrawal from an exporting country cedes resource access to competitors, and is also
(therefore) ineffective in reducing the resource curse. This combination of high risk in
engagement and high cost of withdrawal creates strong strategic counter-pressures

on both states and firms. Importing states and resource multinationals are themselves
‘resource-cursed.’

Recent Legislation

A provision in the US

Dodd-Frank Act (enacted July
2010) requires oil, gas and mining
firms registered with the Securities
and Exchange Commission to
publish how much they pay to
governments for the commercial
development of resources, on

a project-by-project basis.

(The Hong Kong stock exchange
has enacted a similar measure.)
Another provision in Dodd-Frank
requires firms that use ‘conflict’
minerals to publish audited reports
of their efforts to determine the
source, and chain of custody, of
minerals originating in the DRC and
surrounding countries. In the UK
the Bribery Act 2010 (effective
2011) is widely regarded as having
set broader and more rigorous
standards than the US FCPA.

5 © Clean Trade

2. Policies to Combat the Resource Curse
Share One Major Objective

Policies to combat the resource curse (beyond technical macroeconomic measures) fall into
five categories. Some measures have been implemented, others are proposals.

Policies to Combat the Resource Curse

Anti-corruption: OECD Anti-Bribery Convention, UK Bribery Act 2010, US Foreign
Corrupt Practices Act, EU Money Laundering Directives, etc.

Transparency: The Extractive Industries Transparency Initiative, Publish What You
Pay, export credit transparency requirements, bank reporting requirements, freedom of
information laws, etc. (Box B)

Conflict Prevention: The Voluntary Principles on Security and Human Rights, Red
Flags, corporate due diligence requirements, etc. The Kimberley Process, a resource
certification initiative implemented in 2003, requires that all participating countries trade
rough diamonds only with other participants, and that governments of participating
countries certify that exported diamonds are ‘conflict free.” There are proposals to
strengthen Kimberley's enforcement mechanisms, and to extend resource certification
requirements to other or all minerals originating in resource-cursed countries.

Rent distribution: Some prominent economists and political scientists have
recommended that governments of resource-exporting states should distribute a
percentage of resource rents to all adult citizens on a per-capita basis, either directly
or via shares in a resource fund. Rent distribution would require governments to collect
revenues through taxation, and so to become more responsive to public demands. Iraqg,
Nigeria and Mongolia have been discussed as locations for rent distribution.

Commercial detachment and isolation: EU travel bans and assets freezes on
members of Zimbabwe's ZANU-PF party; UN Security Council arms embargo, travel
bans and asset freezes regarding the eastern DRC; US sanctions on the Sudanese
regime, etc.

The Clean Trade framework described below (pp. 8-14) is designed to combine and extend
measures such as these. The framework is a structure that aligns specific policies to combat
the resource curse so that these policies become mutually reinforcing. Aligning these policies
is possible because all share one major objective. All of these specific policies aim to increase
public accountability over the sale of resources from exporting countries. That is, all of the
policies above aim to increase the power of citizens of exporting countries to check the
decisions of the actors who control resource exports.

The convergence of specific policies on a common objective indicates that they share a
common analysis of the resource curse: that it is enabled by insufficient public accountability in
exporting countries. That is: the resource curse threatens when state or non-state actors gain
control over foreign-origin resource revenues through violence or coercion, stealth or fraud.

A lack of public accountability creates the potential for self-reinforcing revenue diversion by
authoritarians, armed groups and corrupt officials.



The risk of the resource curse in an exporting country increases
when foreign demand for natural resources connects to actors
insufficiently accountable to the citizens of the exporting country.

This brief expands this analysis by focusing on the role of importing states in making
commercial connections with insufficiently accountable actors in exporting countries.
Importing-state policies are part of the causal logic of the resource curse.

Importing-State Policies &
International Law

3. Importing-State Policies Drive the Resource Curse

Resource-importing states should be a primary location for reforms, because importing-state
policies drive the resource curse in exporting countries. Importing states are putting their
citizens into business with authoritarians, armed groups, and corrupt officials abroad.

Each sovereign state controls its own system of private and public law. Each state thus
decides which foreign persons have the legal right to sell goods into its jurisdiction.
Specifically: each sovereign state determines which foreigners will have the legal right to sell
foreign natural resources to its persons, and therefore which foreigners will receive the money
derived from its consumer demand in return.

For example, at the time of this writing the US government is granting President Obiang the
legal right to sell Equatorial Guinea'’s oil into American jurisdictions. Yet the US has also for
several years denied President Bashir the legal right to sell Sudan’s oil to American persons
(this is what ‘sanctions’ are). The US has connected its consumer demand for oil to Obiang,
but not to Bashir. These decisions on commercial engagement with foreign actors are entirely
discretionary for each sovereign state (except in cases of mandatory international sanctions).
Every sovereign state decides for itself who has, and who lacks, the legal right to sell natural
resources to its persons.

The example of Bashir shows that importing-state commercial decisions are entirely distinct
from their decisions on the political ‘recognition’ of other states. The US has recognized
Sudan as an independent state throughout the years it has denied to President Bashir the
legal right to sell Sudan’s oil to Americans.

As a matter of sovereign right, each state controls its own law
on which foreign persons have the legal right to sell natural
resources into its jurisdiction.

These decisions on commercial engagement with foreign persons are
entirely separate from decisions concerning the political recognition
of foreign states.

The default US trade policy, and the default policy of all importing states, is to grant the legal

right to sell natural resources to whoever can maintain coercive control over the territory where Central African Republic w
those resources are located. The standing policy of all importing states is ‘might makes right.’
Cameroon Republic of Uganda

Under this policy, importing states award the valuable prize of their consumer demand to

. . . : the C
whoever can control a country or region by any means, including through force or fear. This e
policy incentivizes authoritarianism and coups by promising substantial resource revenues Dereamie
to whichever actor can be most effectively coercive. When the standing policy is to reward Republic of

whoever can be most ruthless, the most ruthless will rise toward the top. The policy pressures Congo
exporting countries away from public accountability, and toward the resource curse (recall the
New York — New Jersey example on p. 1).

The standing policy of ‘might makes right’ also incentivizes the resource curse of civil conflict. Tanzania
It is not only those who gain control of a country’s government that are granted the legal right
to sell resources; it is also those who gain control over some portion of a country’s territory.
For example, before the US Clean Diamonds Act that implemented the Kimberley Process,
the diamonds sold by Sierra Leone's rebels were legally purchased in the United States. Today
the seizure of a mineral deposit by armed groups in the eastern DRC anchors a chain of title
that ends in a lawful sale of those minerals inside the UK, Germany, France and Norway.
When military capture of territory is rewarded with large revenue flows, one expects more,

and more powerful, militias.
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Importing-state policies beyond ‘might makes right’ also drive the resource curse by abetting
corruption. The Netherlands allowed tax deductions on bribes to foreign officials until 2006.

It was not until 2009 that Britain successfully prosecuted a foreign corruption case.
‘Facilitation payments’ are still permitted by Australia, Canada, New Zealand, South Korea
and the US. Export credit agencies in many importing states fund and insure firms that pay

off local officials. The world’s leading banks, hospitals, universities and luxury shops legally
provide goods and services in exchange for resource revenues taken fraudulently from national
treasuries. These importing-state policies regarding the commercial activities of their persons
encourage corruption.

Authoritarianism, civil conflict and corruption can exacerbate economic dysfunctions such as
slower growth and poor development outcomes. These dysfunctions can in turn precipitate
further civil conflict.

Commercial engagement with a resource-rich country is like plugging a high-voltage line

into its political economy. If the country is well-wired politically and economically, it will glow
brighter. If not, making the connection can cause short-circuits, fires, explosions. Importing
states’ current policies lead them to make commercial connections everywhere: the default is
to engage with whoever can control resources by whatever means. The incentives generated
by these policies have predictable consequences. Importing states should instead engage
commercially in ways that strengthen the political economies of exporting states, and abstain
from connections likely to lead to adversity.

International
Principles Requiring
Public Accountability
over Resources

Self-determination

The citizens of the country, not the
regime or foreigners, have final
authority over the laws of the
country, including the laws regarding
the disposition of natural resources.

Human Rights

No regime may prevent citizens
from exercising their final authority
over the law.

Property Rights

The resources of a country are
ultimately the people’s to dispose
of. As stated in the human rights
treaties, the country’s natural
wealth and resources are ‘theirs.’
To take the analogy: each country’s
citizens are the shareholders of the
country’s natural assets. Citizens do
not manage these assets directly,
but citizens are the owners of

the assets.
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4. Existing International Obligations Require Public Accountability
over Resources

Today'’s standing trade policies of importing states are a remnant of the pre-modern
(Westphalian) international system established in the 17th century. Pre-modern states
endorsed ‘might makes right’ in all areas of their foreign policy. Pre-modern states therefore
affirmed as lawful the acquisition of territory by conquest, colonialism, minority rule, apartheid
and nearly unlimited violence by regimes against their own citizens. By contrast, the principles
of international politics and law ascendant since World War |l define a paradigm of international
relations based on popular sovereignty and human rights.

The principles of the modem international order require public accountability over natural
resources within each country. For example, 178 states (including all OECD states) are
parties to one of the two major human rights treaties, which declare the following in their
common Article 1:

Article 1: ‘All peoples may, for their own ends, freely dispose of their
natural wealth and resources’

International Covenant on Civil and Political Rights
International Covenant on Economic, Social and Cultural Rights (identical)

This requirement of public accountability over natural resources is grounded in three principles
fundamental to the modern international system: self-determination, human rights and
property rights. (Box 6)

The fact that the great majority of states are parties to a major treaty requiring public
accountability — including Sweden, India, Kuwait, Iran, South Korea, the UK, the US, and
Cambodia — shows that this requirement can be satisfied within quite different political and
economic systems. Public accountability does not require a specific form of government,

or a particular system of resource management. The international principles do not require
‘resource nationalism’, or state ownership of natural resources; and they easily accommodate
legal systems in which resources are privately owned.

These international principles require only that the citizens of a country, as the ultimate
owners of the country’s resources, can exercise some control over what is done with their
resources — whether those resources will be conserved, privatized, sold to foreigners, etc.
The principles always exert pressure toward increased public accountability over resources,
and would be perfectly realized with perfect public accountability. Conversely: the less that
citizens can control decisions over natural resources, the less legitimate those decisions are.
At the limit, the property rights of a people are violated (as any owner’s rights would be) when
some actor gains control of their assets by force, threat, or extreme manipulation. Where the
people lack any power to stop the sale of their assets, the sale of those assets is illegitimate.
The transportation of resources out of that country is literally theft.

The importing-state policy of ‘might makes right’ violates the property rights of the citizens of
exporting countries. Importing states grant the legal authority to sell resources to actors whose



decisions are entirely beyond the control of citizens. This ‘might makes right’ policy approves
the theft of resources from exporting countries, and so breaches the property rules essential
to any market order. Importing-state policies beyond ‘might makes right’ also undermine the
public accountability over resources that importing states have committed to support.

The idea of citizen sovereignty has become the modern touchstone for political legitimacy. All
major importing states continually reaffirm their commitment to its principles, and public culture
is permeated by its values. The policy framework below allows importing states to align their
policies with this primary norm of contemporary politics and law. The framework leverages the
existing international agreement on principles to build a policy architecture on which importing
states can converge.

Policy Framework

5. The Clean Trade Policy Framework for Importing States Specifications for a o

Natural Resource

For its own accountability, each importing state should publish its grounds for granting the Policy Framework

legal right to sell resources to specific foreigners in exporting states. Yet transparency alone

is insufficient. Importing states should reverse the policies that breach their international
obligations and drive the resource curse. Policies should stop illegitimate trade with
resource-dependent countries where public accountability is absent, and support public
accountability in countries where it is weak.

An effective policy framework to fight the resource curse will be built to three specifications:
it will be vertically compatible with multilateral and regional rules; it will be horizontally
transferable to other importing states; and it will be rule-based. (Box 7)

The Clean Trade policy framework is built to these specifications. It has two parts:
Rules of Engagement for home actors dealing with resource exporters.

An Accountability Continuum. A rule-based system of conditionalities that calibrates
commercial connections to exporting countries with public accountability in those countries.

The sharp end of this framework applies to countries where severe authoritarianism or
state failure makes public accountability over resources impossible. Two Clean Trade
policies, described in the next section, are designed for these ‘worst of the worst’
resource-cursed countries.

6. Disqualified Countries: The Clean Trade Act and
Clean Hands Trusts

The ground rules of a free market require all participants to respect property rights. In
countries where citizens lack the power to stop the sale of natural resources, the export of
those assets will be literal theft. The policy framework enables implementing states to block

the direct importation of stolen resources, and to discourage the violation of property rules by

other states.

An implementing state should declare resource-dependent countries disqualified for resource

exports when accountability over resources is nonexistent. The political conditions in a

disqualified country are so poor that citizens could not possibly be exercising any check over
the actors selling off their assets. Either the country’s citizens cannot find out about the sale

of the country’s resources, or they are too intimidated or vulnerable to protest these sales.
Authoritarians or non-state actors (such as rebels or warlords) export resources entirely at
their own discretion.

In concrete political terms, qualified and disqualified countries can be distinguished by whether
citizens lack minimal civil liberties and bare-bones political rights. There must be at least some

absolutely minimal press freedom if citizens are to have access to information about what is
being done with their resources. If there is a functioning state, it must not be so thoroughly
corrupt that it is impossible for the people to find out what is happening with the revenues

from resource sales. Citizens must be able to pass information about resource sales to each

other without fear of surveillance and arrest. The state must put some political mechanisms
in place through which the people can effectively protest resource decisions: at least a

for Importing States

Vertically Compatible
National resource policy must
be compatible with multilateral
(WTO-GATT) and regional
(EV) rules.

Horizontally Transferable

The best national policies to fight
the resource curse will be easily
adopted by other importing states.
Horizontal transfer will create a
level playing field internationally,
controlling the tendency of
competitive pressures to force
increasingly sub-optimal trade
equilibria (the ‘race to the bottom’).

Rule-based

Rule-based trade policies that
track independent measures of
exporting-country accountability
will discipline the decisions of
implementing states, and facilitate
horizontal transfer of these policies
to other importing states.

non-elected consultative legislature that advises the regime, or at the very least occasions on
which civic groups can petition. There must be a minimally adequate rule of law, ensuring that
citizens who wish to protest resource sales publicly and peacefully may do so without fear of

cruel judicial punishment, disappearance, serious injury, or death. © Clean Trade



Metrics of
Accountability
over Resources

o

One important issue for a
rule-based policy framework is

the choice of metrics for rating
public accountability in exporting
countries. A variety of respected
metrics already exist: the World
Bank Worldwide Governance Index,
the FFP/ Foreign Policy Failed
States Index, the Transparency
International Corruption Index,
Polity, Freedom House, Economist,
etc. As a matter of sovereign right,
each importing state is free to refer
to whatever metric or metrics it
deems suitable. However, the most
dangerous aspects of the resource
curse will only be overcome once
multilateral common standards for
resource trade are in place. An
effective importing-state policy
framework will therefore use metrics
acceptable to other importers, and
the choice of metrics will become a
matter for international coordination.
A menu of metrics from which
policy-makers can choose is set out
in the background paper.

Candidates for
Disqualification

Candidates for disqualification
are given here, for purposes of
illustration, from two independent
metrics.

The ‘worst of the worst’ countries
on the relevant 2010 FFP/Foreign
Policy indices are:

Afghanistan, Burma, Chad,
Equatorial Guinea, North Korea,
Guinea, Somalia, Sudan and
Zimbabwe.

The Freedom House 2010

‘worst of the worst’ list is:

Burma, Equatorial Guinea,
Eritrea, Libya, North Korea,
Somalia, Sudan, Turkmenistan
and Uzbekistan.

Bold: Resource-dependent
countries
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In short, to qualify for resource exports a country must have a state that is neither extremely
authoritarian nor entirely failed. An implementing state can define rule-based criteria for
disqualification by reference to ‘worst of the worst’ ratings on independent metrics. (Box 8)
At present, disqualified countries will likely be few; yet the potential for disqualification

will exert upward pressure on public accountability in resource-dependent countries. (Box 9)
States implementing the Clean Trade framework disengage their consumer demand from the

most extreme authoritarian regimes and failed states, and encourage their trade partners to
join them, with two policies.

A Clean Trade Act makes it illegal to do business with resource exporters
from disqualified countries.

Clean Hands Trusts enforce the property rights of the citizens of disqualified
countries, while incentivizing trade partners not to import stolen resources.

Clean Trade Act

A Clean Trade Act will set out legal penalties for any person facilitating the import of natural
resources from a disqualified country into the enacting jurisdiction. A Clean Trade Act will also
deny all commercial facilities of the enacting jurisdiction (financial, medical, educational, retail,
etc.) to any person of a disqualified country who sells natural resources out of that country.
Clean Trade legislation disconnects the implementing state commercially from resource
vendors of disqualified countries. (Box 10, see p. 10)

Passing a Clean Trade Act will create a level playing field for all corporations operating within
the jurisdiction of the implementing state. The legislation will require all such firms not to do
business in the worst resource-cursed countries, meaning that no firm will lose business

to any other. A British Clean Trade Act, for example, will remove the competitive pressures
between Shell and BP to sign contracts with the worst regimes.

Yet by itself a Clean Trade Act will disadvantage firms that are within the jurisdiction of the
implementing state relative to those that are not. And by itself a Clean Trade Act will also
disadvantage the implementing state relative to other states in the competition to secure
natural resource flows. Recent US sanctions on Sudan, for example, have mainly advantaged
Asian national oil companies and Japan — and the money and arms that the Asian countries
have given to Bashir in exchange for Sudan’s oil have been more than sufficient to maintain
Bashir in power in Khartoum. US sanctions impose a commercial disadvantage on the United
States and its firms; yet the resource curse in Sudan continues. States need new ways to
exert horizontal pressure on other states to join them in commercial isolation of countries
where resources are controlled by unaccountable actors.

Clean Hands Trusts

Any state that passes a Clean Trade Act can exert this horizontal pressure on trade partners
through the establishment of ‘Clean Hands Trusts.” These trusts are mechanisms to protect
the citizens of the implementing state from paying for stolen resources indirectly, which will
have the effect of penalizing trade partners for buying resources from extremely authoritarian
or failed states. The trusts are underwritten by the principles of the modern international order
(self-determination, human rights and property rights), and take advantage of a fortunate
situation where the best strategic posture is to stand firm on principle. The operation of a
Clean Hands Trust is described in a scenario.

Scenario: A Clean Hands Trust for Equatorial Guinea

Equatorial Guinea is a central African petroleum-rich country dominated since 1979
by Teodoro Obiang. Obiang's regime allows no significant political opposition, press
freedom, or judicial independence. International observers have reported many cases
of detention, torture, and extra-judicial killing of political opponents. Obiang’s sales of
Equatorial Guinea’s petroleum are entirely beyond the control of citizens: citizens have
no means to ‘freely dispose of their natural wealth and resources.’” This means that
Obiang’s regime cannot be a legitimate vendor of the country’s resources and cannot
pass valid title to Equatorial Guinea’s oil or gas.

Unilateral commercial detachment will not improve the situation in Equatorial Guinea.
Were the United States, for example, to sanction Obiang'’s regime by passing a Clean
Trade Act as described above, China’s national oil companies would likely step in to
buy Equatorial Guinea’s oil from Obiang. The resource curse in Equatorial Guinea
would continue.

Moreover as the Equatorial Guinean-Chinese sales went through, American consumers
would continue to pay for stolen Equatorial Guinean oil because of America’s trade with
China. The Equatorial Guinean oil would percolate through the Chinese economy, and
so become a factor in producing many of the goods exported from China to the US.



Even after the US had blocked direct deals with Obiang's regime, American shoppers
would still end up paying for Equatorial Guinea’s stolen oil when buying Chinese-made
clothing and electronics.

In this scenario, the US government could fight the resource curse and enhance its
strategic position by treating Obiang’s shipments of oil to China as what they would be:
the passing of stolen goods. Say that China buys $3 billion worth of oil from Obiang.
The American government'’s response should be to establish a Clean Hands Trust for
Equatorial Guinea. This trust is a bank account that the US government will fill until

it contains $3 billion. The money to fill the trust will be raised from duties on Chinese
imports as they enter the US. The money in this Clean Hands Trust will be held for
the citizens of Equatorial Guinea until a minimally accountable government is in place.
At that point the trust money will be turned over to these citizens, the owners of the
stolen assets.

This Clean Hands Trust will protect the American people from becoming tainted with the

oil that China buys illegally from Obiang. The duties will extract from Chinese imports
the value of the oil taken from Equatorial Guinea, and the trust will hold this money until
it can be returned to Equatorial Guinea’s citizens. With the duties in place American
consumers can buy Chinese imports with clean hands, because the duties subtract

from the price of those imports the value of the oil sold illegitimately by Obiang’s regime.

With a trust in place the Chinese will have strong incentives not to buy more oil from
Obiang. If China buys $1 billion more oil, the US will impose $1 billion more duties on
its goods. The Equatorial Guinean people, for their part, will know that there is a large
sum of money waiting to be turned over to them if they can replace the regime that is
stealing their assets. All actors within and outside of the country will know that the US
duties will be lifted once Obiang’s regime is replaced. The trust aligns incentives so that
they point toward minimally accountable governance in Equatorial Guinea, while drying
up the trade that funds and arms Obiang’s regime.

A Clean Hands Trust will attract political support from powerful domestic interests in the
implementing state. American manufacturers will lobby the US government to set up a
Clean Hands Trust once China contracts for the Equatorial Guinean oil, since the duties
will keep their industries more competitive. The American banking industry will also
support the Clean Hands Trust, as American banks will manage the trust until the funds
are returned. American consumers will pay slightly more with the trade duties in place;
yet consumers always pay more in markets where property rights are enforced.

A Clean Hands Trust is horizontally transferable to other importing states. Any
government that passes a Clean Trade Act may set up a Clean Hands Trust once the
Chinese buy from Obiang. Each government that creates such a trust will then regularly
update its public report of how much money its trust is holding. All governments must
stop filling their trusts once the combined global total in all of the trusts equals the
value of the Chinese contract ($3 billion). This gives the ‘clean’ countries a competitive
incentive to announce and fill their trusts as quickly as possible, while limiting the duties
on the Chinese to the amount of the original property-rights violation.

Commercial vs.
Political

®

Implementing a Clean Trade Act
makes no comment on the political
legitimacy of any foreign regime.
An implementing state can say that
the political leadership of a foreign
country is ‘none of our business,’
while saying that in current
conditions its resource exporters
qualify for ‘none of our business.’

Malabo O

Cameroon

Principe

Equatorial
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Gabon

Atlantic
Ocean

A Clean Hands Trust

Implementing State

$X held in trust
for the citizens of

trade duties collect
$X on imports from

Disqualified Country —— Resources: market value $X —— Purchasing State
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GATT Article XX
General Exceptions

Subject to the requirement that
such measures are not applied in
a manner which would constitute
a means of arbitrary or unjustifiable
discrimination between countries
where the same conditions prevail,
or a disguised restriction on
international trade, nothing in this
Agreement shall be construed

to prevent the adoption or
enforcement by any contracting

party of measures:

(a) necessary to protect public
morals...

11
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m 7. Clean Trade Policies: Effectiveness and WTO-GATT Compliance

Isolating repressive or failed states with these policies resembles traditional economic
sanctions, which have had varied success. The Clean Trade policies differ from traditional
sanctions in two respects. First, they have a different justification, which is to enforce property
rights in international markets and combat the resource curse. Second, the policies create a
better alignment of incentives than traditional sanctions, and so are more likely to work. The
weakness of traditional sanctions has been that exporters in the target country have sold
resources to their patrons and to other repressive regimes. By contrast, Clean Hands Trusts
create incentives for all states not to buy from the disqualified countries. Every state in a chain
of title originating in a disqualified country (e.g., China when it buys from Obiang, states that
buy from oil traders that buy from Obiang, etc.) will face trade penalties. Trade penalties here
track the stolen natural resources, so any state handling these resources will automatically
incur costs.

The Clean Trade policies will curtail the trade that fuels the resource curse. No commercially
isolated regime can survive for long, and even the threat of commercial isolation may be
sufficient to bring transformational pressures to bear. Moreover, once implemented these
policies will reduce the expected gains of potential authoritarians who might consider seizing
control over resource revenues, through a coup or a civil war.

The Clean Hands Trusts are designed to be WTO-GATT compliant. To return to the example
of US duties on Chinese imports: the US can justify these duties by invoking some of the
deepest principles in international law (self-determination, human rights, property rights).
China would have no equivalent justification for retaliation.

Further, the US can claim under GATT Article XX that the duties on Chinese imports are
needed to protect the ‘public morals’ of its own citizens. It is contrary to US public morals

to pay for stolen goods. (Box 11) The rule-based character of the US system to disqualify
exporting regimes will strengthen its argument that protectionism is not the policy’s rationale.
The US case will be bolstered by the fact that the funds held in the Clean Hands Trust will be
returned to the citizens of the country whose property rights have been violated. Clean Trade
policy is free trade policy.

There is already an established WTO precedent allowing special treatment for national laws
designed to counteract the destructive trade in extractive resources. At the urging of leading
member-states, the WTO issued a waiver in 2003 (renewed 2006) for the Kimberley Process.
This WTO precedent for combating ‘blood diamonds’ can be expanded to include a waiver for
other resources as well.

8. The Full Framework: Rules of Engagement,
and an Accountability Continuum

The Clean Trade Act and Clean Hands Trusts set policy toward the ‘worst of the worst’
resource-cursed countries. Regarding the majority of resource-exporting countries, where
there is some degree of public accountability over resources, states implementing the Clean
Trade framework should effect a system of trade rules that sustains and encourages this
accountability.

To do so, implementing states can draw on any of the specific policies to combat the
resource curse described in section 2 above (regarding anti-corruption, transparency, conflict
prevention, etc.). Which policies to incorporate into the Clean Trade framework should be
decided in specialized discussions, in light of empirical research. This part of the framework is
a structure for making existing policy options mutually reinforcing, by integrating these policies
into a single trade architecture that supports public accountability in resource-exporting
countries.

The policy framework has two spaces into which specific policies can be placed:

Rules of Engagement for home actors dealing with

resource exporters.

An Accountability Continuum. A rule-based system of conditionalities
that calibrates commercial connections to exporting countries with
public accountability in those countries.
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Rules of Engagement for home actors dealing with resource exporters. In this part of
the framework importing states expand and enforce laws requiring persons within their
own jurisdictions to do business with resource exporters in ways that strengthen public
accountability in the exporting country. For example, states extend and enforce existing
legislation regarding bribery, money laundering, corporate transparency, due diligence
and/or resource certification for imports.

An Accountability Continuum of commercial connections to exporting countries. In this part
of the framework importing states construct a rule-based system of conditionalities, offering
more economic connections to exporting countries that achieve greater public accountability
over resources. This system of conditionalities will be described in more detail.

For the past 40 years major importers have structured their commercial engagement
(concerning market access, export credits, etc.) around conditionalities. The compatibility of
such conditionalities with GATT rules is well understood. For example, the US African Growth
and Opportunity Act allows special trade privileges to Sub-Saharan African countries with
higher scores on rule of law, political pluralism and anti-corruption indices. A Clean Trade
policy framework sets out a continuum of increasing commercial connections to exporting
countries, contingent on the level of accountability over resources those countries attain.

There are two models for constructing a continuum of conditionalities for exporting countries:
the schedule model and the club model. (Box 12) The two models can also be combined.
For example, a state could announce that a schedule of conditionalities will be in effect

for all countries that are not members of the club, while club members negotiate
country-specific plans.

Trade conditionalities match conditions in the exporting country to actions by the importing
country. The lists below display a few of the options available for making commercial
connections with exporting countries conditional on their public accountability. Many

different conditionalities (i.e., many different condition-action pairings) are possible.

Two Models of Trade
Conditionalities

Schedule Model

The importing state sets out a
schedule that calibrates positive
and negative conditionalities to
measures of public accountability
in exporting countries. Whether
exporting countries meet the
conditions is determined by the
relevant ministry with reference
to independent metrics (from
Transparency International, World
Bank, Polity, Freedom House, etc.).

Club Model

Importing and exporting

countries form a cooperative
association to combat the
resource curse. Decisions on
conditionalities, benchmarking
and review procedures emerge
from discussions among club
members. This club model is more
participatory than the schedule
model, and more plastic to exporting
country circumstances.

© Clean Trade 12



Possible Conditionalities for an Accountability Continuum

I

Condition Action

* Increase/decrease market access, including access
to capital markets

¢ Higher/lower scores on independent metrics of public
accountability

* Implementation of transparency measures (e.g., ® Increase/decrease direct foreign investment
EITI), resource certification (Kimberley), freedom of

: : o * Increase/decrease access to importing-state medical
information laws, rent distribution, etc.

facilities/educational institutions/...
o (Lack of) externally-certified free & fair elections
(national or regional)

e Travel bans (individual/family/...)

e Asset freezes

e Export-country official named in bribery (e.g., FCPA)
case resulting in a conviction

e Other actions...

Many different pairings possible

e Other conditions...

I

Two illustrations of condition-action pairings:

® The implementing state legislates that countries scoring higher on independent
metrics of public accountability will be granted enhanced market access.

e The US/UK/Schengen countries jointly announce that any export-country official
who is named as accepting a bribe in a case resulting in a criminal conviction
(e.g., under the UK Bribery Act) will be subject to a travel ban, along with their
family members.

The continuum of conditionalities should be constructed to offer more commercial connections
to exporters achieving greater public accountability. Codifying an accountability continuum will
allow states implementing the Clean Trade framework to make their terms of trade transparent
and predictable. Implementing the framework will reverse the pressures in trade policy that
today drive the resource curse.

9. Political Support for the Clean Trade Policy Framework

Any state may implement the Clean Trade policy framework unilaterally, in whole or in part,
whenever it is politically feasible to do so. Implementation is within the authority of every
sovereign state. All of the policies within a Clean Trade framework are internal: they are

all implemented within the state’s jurisdiction so as to align the state’s policies with its

own principles.

A state can commit to conditional implementation of the framework, leaving the choice of
metrics (for example) to later multilateral agreement. A state can also commit to conditional
enactment: for example it can commit to enact the framework when states accounting for
a certain percentage of global trade have also committed; or when a certain number of
members of the European Union have also committed.

The framework will enjoy broad political support within implementing states. Friends of free
markets will support the framework because its mechanisms strengthen the global market
order by enforcing property rights. Protectionists will back the parts of the framework that
insulate domestic industries from foreign competition. Those who prioritize national security
will see measures that weaken hostile petrocrats, and that strengthen failed states where
terrorism can incubate. Environmentalists will approve of reduced environmental damage from
resource-cursed countries. Humanitarians will endorse the empowerment of some of the most
mistreated people on earth. A Clean Trade policy framework will appeal across the political
spectrum from right to left.
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Conclusion

10. Leadership on Resource Curse Reforms

The ‘resource curse’ is a label that social scientists have given to pathologies that afflict
resource-exporting countries: authoritarianism, corruption, armed conflict, economic
breakdown, and their sequelae of terrorism and environmental damage. The resource curse
forces importing states and resource corporations to pursue their legitimate interests from
untenable strategic positions, where their choices are either: 1) to engage and so empower
odious, belligerent, and/or incompetent local actors, so becoming jointly responsible for
their actions and failures; or 2) to withdraw, ceding resource access to competitors without
changing the outcomes of the system.

The strategic environment of states and firms is already poor. Intensifying global competition
for resources, and increasing legal and protest actions, will degrade this environment further.
Instead of playing defense, leaders can guide change. Feasible reforms grounded in settled
international norms are available, which will advance national interests and core business
priorities. The challenge is to push reform and to spread new rules horizontally through
international and intercorporate cooperation. There are strong reasons for states and firms
to act together now: to enforce their own principles, and to lift their resource curse.

Photo: Mark Craemer
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‘Observers have long known that finding
large deposits of oil and gas does not
necessarily improve the quality of life for

a developing country... It can often lead to
corruption; setbacks in the progress toward
democracy; enrichment of elites; political
instability; and a failure to invest in education,
agriculture, and industries that create jobs
and produce exports...

But the impact of this curse is not limited to the
resource-rich countries themselves. The United
States and other developed countries are also
affected... It exacerbates global poverty, which
can be a seedbed for terrorism, it dulls the effect
of our foreign assistance, it empowers autocrats
and dictators, and it can crimp world petroleum
supplies by breeding instability... Because the
resource curse affects our economic, security,
and humanitarian interests, it should assume

a more prominent place in our foreign and
development policy.’
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