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Rulesfor the Global Economy:
Syner gies between Voluntary and Binding Approaches

Abstract

This paper explores the differences, similarities and synergies between voluntary and binding
approaches to international rules. Voluntary efforts to ensure that firms adhere to appropriate standards of
business conduct have been an important recent development in international business. These efforts have
included the publication of codes of conduct describing the nature of a firm's commitments in such areas
as environment, labour, product safety and bribery as well as implementation of specialised management
systems designed to help firms honour these commitments. Yet, some NGOs and labour unions question
the credibility of these efforts and wonder whether initiatives that do not have the force of law can ever be
effective.

This paper notes that al approaches to the social control of business organisations -- voluntary
and legally binding -- have distinctive shortcomings. These include problems of: credibility arising from
imperfect monitoring and enforcement; capture of the control machinery by vested interests; inertia and
inflexibility. For this reason, the problem facing would-be designers of global rules is not to choose
between voluntary and binding approaches, but to find a judicious combination of the two approaches that
iswell adapted to the control problem at hand.

The paper dso emphasises the strong similarities and synergies that exist between firms
voluntary efforts and any system of binding rules that might eventually emerge. The similarities arise
because the effectiveness of both voluntary and binding systems depends on the same intangible resources
-- consensus and expertise. Businesses voluntary efforts to observe appropriate standards have strong
synergies with attempts to build binding systems of rules because they provide a mechanism by which the
necessary intangible resources can be accumulated. In this sense, the voluntary efforts currently being
undertaken by firms, in collaboration with NGOs and governments, may serve as precursors to more
formal systems of rules. In most cases, however, the accumulation of these intangible assets is hecessarily
a slow and painstaking process. The creation of global rules that are not underpinned by the globa
intangible resources that will make these rules effective are not likely to be successful.
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Rulesfor the Global Economy:
Syner gies between Voluntary and Binding Approaches

I ntroduction

The public debate surrounding globalisation has engendered calls for international standards for
business conduct in sensitive areas such as labour relations, human rights, environment and bribery and
corruption.  In this paper, a “standard” is defined as a norm that describes desirable outcomes (e.g. toxic
emissions below a certain level, no use of forced labour) or norms for appropriate business behaviour (e.g.
record-keeping practices, procedures for handling hazardous materials). Generally, the term standard aso
impliesthat a certain acceptance or consensus surrounds the norms -- that is, a standard is something that is
agreed upon and that, in some sense, servesto co-ordinate or harmonise behaviour for an agreed purpose.

As globalisation has moved forward, a recurrent theme in public discussions has been the
absence of standards or the incompatibility of standards governing this process. Thus, labour unions fear
that multinational enterprises can undermine labour regulations and social protections developed over
decades in many OECD countries by moving production facilities into locations with less labour-friendly
policies. Other concerns cover a wide range of public policy areas. environmental protection, bribery and
corruption, consumer welfare, competition and the creation and diffusion of technology. Thereisclearly a
demand in some quarters for global standards in these areas. However, it is aso clear from the differing
perspectives of business, labour, NGOs and from geographical differences in opinion, that there is little
consensus on what these standards should be.

Views also differ on which institutional settings are most appropriate for housing these standards.
Some policy makers and anaysts favour embedding such standards in binding rules of the game involving
government-directed enforcement mechanisms. But other analysts (for example, Sally, 1994) note that we
are far from having global governments and rules writing capacities and that, for now, most international
business is more or less embedded in a number of supranational, national or sub-national systems of
political control. Under these circumstances, the business community itself and some NGOs support
“grass-roots’ movements -- they applaud voluntary initiatives undertaken by the individual businesses or
business associations, working in co-operation with NGOs and governments. These aim to control
standards of business conduct in many areas that are central to the debate on globalisation. The purpose of
this paper is to evaluate the strengths and weaknesses of these two approaches (and their possible
synergies) and to explore their implications for public policy.

The widespread disagreement on the content and ingtitutional setting for globa standards
underscores the need to return to fundamentals in the debate. The chalenge of building rules and
ingtitutions “from scratch” places a premium on understanding the fundamental building blocks of systems
of rules. This paper aims to make a contribution to this understanding by returning to first principles. Its
approach to the analysis of the control of business organisations emphasises the intangible assets or
resources that underpin any system of regulatory or social control of organisations. It starts from the
premise that many of the essential ingredients of any system of rules -- those that determine whether or not
the system is effective -- are invisible to the eye. They cannot be read about in law books, written down
explicitly in contracts or international agreements or discerned by examining the enforcement apparatus.
These intangibles include the cultural resources (ie. part of what is sometimes called “social capital”), and
the expertise (human capital) that support this control.



Multinational enterprises (MNEs) are at the forefront of the globalisation process and the
problems of controlling them are one of the central concerns in the debate on globalisation. By their very
nature these enterprises’ operations straddle a variety of social, economic and regulatory contexts. As
stated by Sally (1994), MNEs are “embedded in networks of relations with a number of important external
actors, not only governments. These networks manifest marked differences between nations and regions,
with differential implications for production and managerial relations within the firm, public policy choices
and the constellation of MNE-government relationships’. Indeed, MNEs are adiverselot. Their operations
cover the entire spectrum of economic activity -- primary production, industry and manufacturing, services
--- and many small- and medium- sized enterprises now have “global reach”. MNEs also respond to a
variety of “publics’ -- consumers, NGOs, regulators and the general public in both host and home
countries.  Given this rich diversity of circumstances, the problem of control of the activities of
multinational enterprisesis aparticularly complex one.

Further adding to the complexity are firms own voluntary efforts to define and respect a given
standard of business conduct. These efforts often begin with a written expression of commitment in
various areas -- sometimes called a“ code of corporate conduct”. Frequently these codes are accompanied
by the implementation of special management systems designed to help firms honour their commitmentsin
their day-to-day operations. New disclosure and public communications practices have evolved in step
with these efforts. Drawing on various sources in the literatures on international business, regulation and
law enforcement, this paper, argues that, while they may not be perfect control systems, voluntary efforts
have made important contributions to building up the intangible assets -- social consensus and expertise --
that are required to make any kind of social control possible. In this sense they are complementary to and
synergistic with binding systems of rules.

The layout of this paper is asfollows:
»  Section Il discusses and analyses voluntary efforts to improve corporate conduct.

» Section Il looks a the similarities and differences between binding and voluntary
approaches to global rules writings. It beginsin Section I11.awith alook at their differences,
viewed in terms of the digtinctive design, credibility and enforcement challenges facing
public and private standards. Section Ill.b examines the roles of socia consensus
(“Consensus, consent and voluntary compliance”) and of expertise (“Expertise: the human
capital and the social control of organisations”).

e Section IV explores the implications of this anaysis for public policy in relaion to
international standards.

. Voluntary approachesto international standardsfor business conduct:
The state of play

Voluntary efforts to control the ethical dimensions of business behaviour have been one of the
most important developments in international business during the last fifteen years. These efforts include
the issuance of ethics statements, codes of corporate conduct and the implementation of accompanying
management systems. A code of corporate conduct is an expression of commitment to observe a particular
norm for business conduct -- the code, in effect, describes this norm and communicates it to one or more
audiences (the general public, employees, suppliers or other business partners). A study of 246 codes of
conduct (Gordon and Miyake 1999) finds that the codes discuss a vast array of ethical issues. These
include environmenta issues ranging from recycling to hazardous materials, employment issues ranging
from child labour to discrimination, bribery and corruption, competitive practices, insider trading,



transparency and consultation with local communities and protection of indigenous rights.  Studies have
shown that the majority of large corporations have such codes'. Governments, business associations, inter-
governmental organisations and non-governmental organisations have also issued codes.

Notwithstanding the intense activity in this field, scepticism persists about how significant these
efforts are. For example, some e ements of the NGO community are suspicious of the corporate codes
movement, fearing “industry will pay lip service to codes, but may not change its behaviour where profits
are at issue”. The academic literature, some of which is reviewed below, largely concurs with the view
that voluntary efforts to improve business conduct will encounter enforcement and, therefore, credibility
problems (but it also notes that similar problems occur in public regulation). However, the literature also
recognises the strengths of voluntary efforts and the weaknesses that are known to exist in public
regulation.

Business surveys shed light on how managers see the market forces pushing firmsin the direction
of responsible corporate behaviour (see KPMG 1999 and Arthur Andersen 2000). The Arthur Andersen
survey shows that the desire to protect or improve reputation is the most common factor influencing the
development of business ethics activities among major UK companies and that such activities are more
common among “heavily branded” companies. The second most important factor cited was adherence to
corporate governance guidelines and in particular the need for robust internal controls to manage business
risk, including legal non-compliance and litigation risks. The third factor cited was the importance of
values in guiding organisational behaviour. Firms are, by definition, institutional settings in which
individual people work -- that is, they are essentially a group of individuals linked by more-or-less shared
objectives, a corporate culture and a business, legal and social environment. Far from being ethically
neutral actors, these individuals bring their own values and ethics to work with them and businesses have
found that such programmes can be an effective way of raising morae and cementing employee loyalty
and can help them compete in tight labour markets. The survey suggests that businesses consider
stakeholder pressure to be a relatively minor influence on their ethical activities (far less significant than
thefirst three).

These surveys also shed light on how companies go about writing corporate codes. Although
outside instruments are not often referred to in the codes (OECD 1998), companies often consult the codes
of other firms in similar industries as well as declarations and statements issued by such internationa
organisations as the International Labour Office and the United Nations. Codes issued by NGOs
(especially the environmental code, CERES) and several business association codes (e.g. the ICC Business
Charter for Sustainable Development and the Canadian Chemical Producers Responsible Care Initiative)
are dso influential. Many of the firms in the consultations viewed their corporate codes as being dynamic
entities that must be (and are) frequently revised to ensure that they are staying up with, among other
things, industry practices and benchmarks. More than haf of the firmsin the UK survey made their codes
available upon request to the public and consultation with NGO -- basically seeking advice and feedback --
is becoming more common. Through this process of imitation and mutua influence the codes movement
appears to provide a mechanism by which ideas can be shared and through which a consensus might
eventually form among some of the key actors in this process.

Thus, the codes movement provides a channel through which ideas about what companies should
commit to and how they should implement their commitments can be aired and debated. Is there any
evidence that firms are arriving at a consensus on these commitments? Looking at the content of the
codes, consensus can be defined as near unanimity that the commitment is worth mentioning in the codes
(which would be evidence of a de facto standard of commitment). Gordon and Miyake (1999) look at the
codes issued by firmsin narrowly defined sectors, such as the branded apparel industry. In relation to this
industry, there appears to be broad (but not unanimous) agreement that firms need to commit publicly in a
certain number of ethics areas (e.g. to reasonable working environments, no discrimination). Complete



consensus -- meaning that all the apparel codes make public commitments in this area -- applies to only
one issue, child labour. Consensus within the apparel codes does not extend to other issues of human
rights in the workplace (only about half of these firms making public commitments on freedom of
association, for example). Likewise, the codes dealing with bribery show considerable diversity in the
concepts they use and the scope of commitments they make. Differences extend to the definition of a bribe
and partiesto bribery (see Gordon and Miyake 2000).

The growth of consensus on the types of enforcement techniques that are appropriate for different
problems of business conduct is very much in evidence. “Compliance with law” and “continual
improvement” are now core concepts used in implementing environmental and labour standards. These
concepts and the management practices that flow from them are an extremely important addition to
enforcement practices in the business community that would not have been widely accepted 15 years ago.
Other enforcement efforts associated with voluntary initiatives also show evidence of consensus building.
An examination of the bribery codes shows that record keeping, compliance offices and whistle-blowing
facilities are the preferred implementation tools used in business fight against bribery (Gordon and
Miyake 2000). Other organisations (e.g. the International Chamber Commerce) are contributing to this
view by publishing enforcement recommendations for bribery that advocate the use of such management
tools. While whistle-blowing facilities were initially considered for the apparel industry (Liubicic 1998),
they are not used in the industry, which focuses instead on interna or external monitoring. Gordon and
Miyake (1999) show that only one appare industry code mentions whistle-blowing out of 32 codes. Thus,
the code movement and associated sharing of experiences in enforcement appear to be facilitating
agreement and standardisation of compliance measures. It will be argued below that this consensus and
knowledge building -- on the nature of commitments and on enforcement techniques -- will be crucia for
the success of any system of global standards, regardiess of whether they remain voluntary or whether they
eventually become binding.

Also important are some of the “ingtitutional building blocks’ that support these commitments.
These consist of standardised management systems and related supports (e.g. consultants and auditing
services) that aim to help companies ensure that they comply with the law and that they continualy
improve their performance. The standards define practices in the area of training and education, document
control, operational control, auditing and corrective action, monitoring and evaluation, preventative action
and record keeping. Perhaps the most influentia initiative of this type is the standardised environmental
management system, 1SO 14001. SA 8000 for labour standards and ECS 2000 in business ethics® are other
important standards. These are desighed to assist companies in putting in place effective management
systems for achieving environmental and social goals. As will be discussed below, these voluntary
management systems are already receiving official recognition, as they are integrated into public
compliance and enforcement programmes. These systems -- and the knowledge and expertise that
underpins them -- are dso likely to a critica input to enforcing any binding system of globa standards that
might eventually emerge.

It would be a mistake to view these voluntary efforts as developing independently of public
policy. Many of them are clearly shaped by the public policy framework in which they are issued. This
influence can take several forms:

Blending public regulation with voluntary private initiatives. The tendency to blend voluntary
and binding components has been called “co-regulation” in the OECD and is one of the mgjor
trends in regulatory reform in the OECD (Gunningham and Rees 1998). An excellent example of
this is the European Union's emerging regulatory framework for the environment. EMAS
recognition of ISO 14000 as an implementing standard for its Eco-Management and Audit
Scheme (EMAS) is an excellent example. This recognition gave a big push to firms' adoption of



ISO 14001, which is, of course, dso a management standard that they could use to honour
voluntary commitments that go beyond compliance with law.

Corporate law enforcement and litigation. Several governments have integrated private
management systemsinto their public law enforcement strategies (notably, Australia, Canada and
the United States). Many of the North American codes are clearly defensive responses designed
to manage litigation risks (Gordon and Miyake 1999).

Contribution of expertise. Governments have contributed their expertise to the voluntary
movement on a number of occasions. For example, they participated in technical committees that
have defined voluntary standards (e.g. the SO 14000 series of standards). They have contributed
to the international organisations that have contributed to the intellectual foundations for the
codes (e.g. the International Labour Organisation on labour and the OECD on bribery).

Moral suasion. Governments have used their extremely influential positions with firms to
promote their own visions of responsible business conduct. Severa OECD governments have
issued model codes and a number of sector specific initiatives have been supported by them (e.g.
the United Kingdom, the European Commission and Canada in sustainable development, United
Statesin the apparel industry).

Voluntary and binding behavioural norms: similarities and differences

This section compares voluntary and binding approaches to setting international standards for

business conduct. Its main contribution is the recognition of the complementarities and synergies between
the two approaches. Some analyses emphasi se the differences between these approaches and, indeed, the
differences are important (Section I11.8). However, it is easy to exaggerate them and Section 111.b explores
their smilarities and synergies. These derive from the fact that both systems draw on the same intangible
resources -- Consensus and Expertise.

. a.

Differences between binding laws and voluntary standards

Uniformity and consistency. Formal codified and enforced law tends to have the advantage of
relative consistency and uniformity of standard (see, for example, Webb and Morrison 1996). In
contrast, actors in voluntary systems sometimes (but not always) have trouble defining and
achieving uniform standards. Other than this the codes showed great diversity in coverage of
issues, with only half of the codes making commitments to fundamental human rights in the
workplace, such as freedom of association. This diversity of commitment might stem from
differing circumstances of the apparel firms, but it could aso signal that different firms apply
different standards.

Flexibility and responsiveness to changing circumstances. Of course, the other side of the non-
uniformity problem posed by voluntary corporate control systems is their flexibility or their
ability to adapt to the circumstances of individual firms or to the particular requirements of a
sector or location (Ayres and Braithwaite, 1992). Voluntary efforts often have the advantage of
flexibility and adaptability to changes in structural conditions over time. This tends to lower
what economists call the dead-weight costs (i.e. the value of lost output) of the codes (relative to
those associated with more rigid rules).



In contrast, public law making or enforcement functions may far removed from the processes that
society is attempting to control. As aresult, they may not have the information needed to design
high quality laws or to enforce them effectively (that is, with due concern for individua
circumstances). In addition, both the legislative process and the enforcement apparatus may be
subject to considerable inertia. As aresult, the system of rules and enforcement can quickly get
out of alignment with the underlying structural conditions, especialy in fast moving sectors. A
study of regulatory systems in the OECD (OECD 1997) characterises them as containing
“enormous inventories of rules and formdlities that have survived without any serious
examination for years or even decades.”

Effectiveness and cost of monitoring and enforcement. There is no clear “winner” in the
comparison between binding and voluntary systems in this area. In some cases private
monitoring and enforcement is known to be as good as public monitoring, while in others it is
clearly inferior (Purchase 1996). Imperfect monitoring and enforcement gives rise to the so-
caled “free rider” problem. The free rider can benefit without paying or can impose costs on
others without compensation. For example, a firm might use the label of a private quality control
association without actually adhering to the norms established by the organisation -- thus, it
benefits from the scheme without paying any of its costs. The free rider problem -- that firms say
they are observing high standards, but do not -- is one of the main reasons for public doubts about
the credibility of voluntary efforts.

However, most government policies, including regulation, also have credibility problems --
indeed, policy credibility is one of the most basic issues addressed in public policy analysis (see
Kydland and Prescott (1977) for a discussion of credibility problems in such diverse areas as
fiscal and monetary policy and zoning). In the labelling scheme just described, the free riding
problem stems from imperfect monitoring (are firms really respecting the quality standards?).
Clearly, public labelling schemes pose the same monitoring problems.

As noted in the discussion of corporate codes, firms and NGOs are aware of these enforcement
problems and have been busy trying to address them by building private monitoring and
enforcement capacity. Efforts include establishing norms for record keeping, developing
specialised training programmes, refining the use of whistle-blowing facilities and developing
external monitoring services, including formal audits. As noted above, public policy has, in some
cases, promoted these efforts by “assimilating” them into public enforcement systems.

Capture of the legidlative process or of the enforcement apparatus by vested interests.
Although regulatory economics often looks at regulation as if it were governed by the benevolent
objective of serving public needs, practical experience shows that this is often not the case (see
Gonenc et d. for a discussion of OECD experience with regulation). One weakness of systems
that are designed and/or enforced by governments is their susceptibility to capture by interests
groups (for example, Peltzman (1976) and Stigler (1971)). The scope for such capture is
increased when information asymmetries make it difficult for civil society to hold regulators
accountable (Laffont and Tirole, 1993). As a result, the quality of the written law and
enforcement may suffer as the regulatory apparatus is captured by the more paliticaly well-
connected actors and made to serve their interests. Voluntary corporate efforts may be subject to
influence by vested interests as well. For example, the private firms that audit corporate
performance in labour and the environment have occasionaly acted like vested interests in
private international standards-setting fora such as 1SO. However, the voluntary movement is
less susceptible to vested interests because its decision-making apparatus tends to be less
centralised than in government-led binding systems.



[11.b.  Synergies between voluntary and binding standards:
The accumulation of consensus and expertise

At avery basic level, the similarities between voluntary and binding systems stem from the fact
that both must be designed, monitored and enforced. In both voluntary and binding systems, these three
functions draw on the same intangible assets or resources. The first of these is the agreement or consensus
on what rules ought to be (norms, formal and informal, and the acceptance they have is often called social
capita). The second resource is the expertise or specialised human capital that is required to make both
binding and voluntary rules operative. This section discusses the similarities and differences between
binding and voluntary systems of rules, first in relation to consensus (or agreement) and second in relation
to expertise.

Consensus, consent and voluntary compliance

In the economics literature, it is understood that informa conventions and norms are a pervasive
feature of any transactions system. They have facilitated commerce throughout economic history and are a
feature of al transaction frameworks, from barter economies to the sophisticated markets of advanced
industrial societies. Some economists (e.g. North 1990) argue that advanced economies -- even with their
tendency to formalise rules in law and transactions in contracts -- rely heavily on informa norms and
conventions. Thisisbecauseitisrarely possibleto account for all contingencies when writing formal rules
or contracts -- thisis the notion of the “infeasibility of complete long term contracting” (see Williamson,
1996, for a discussion of thisissue in the context of organisational governance). The informal norms tend
to comeinto play when actors respond to events that have not been described ex ante in law or contract.

These informa norms are essentia inputs into the transactions process -- the economic literature
uses the term “socia capital” to refer to these unwritten but widely held beliefs and norms (see, for
example, Coleman (1990), Slemrod (1998), Stiglitz (1999) and Nahapiet and Ghoshal (1998)). Generaly,
these are seen as complementary to formal legal codes -- they may facilitate contract enforcement (by
allowing contracts to be drawn up with less detailed trestment of contingencies and by lowering the
amount that must be spent on third party enforcement). However, since socia capital tends to be very
much bound to culture and to legal traditions, it tends to be specific to nations or regions -- “global social
capita” is, at least for now, fairly underdevel oped.

This socia capital -- that is widespread agreement on how things ought to be done -- is dso an
essential element of effective law enforcement. Law enforcement is often thought of as a processin which
governments invest resources in monitoring and deterrence, thereby establishing an incentive system that
shapes decisions to comply with law or to be unlawful. In return for their investment, societies receive a
certain amount of compliance. A simple “deterrence” approach to a binding law would typically be based
on the following assumptions. 1. Legal statutes can unambiguoudy define misbehaviour; 2. All actors are
fully informed utility maximisers (that is, they are homo economicus observed in an enforcement context);
3. Legal punishment provides the primary (indeed only) incentive for compliance; 4. Enforcement
agencies optimally detect and punish misbehaviour, given available resources (Scholz 1997). Thus, the
operative assumptions are that “good and evil” can be easily identified and codified and externa
(government) enforcers can be relied upon to uphold the “good”, while the actors covered by the laws are
naturally inclined to do “ bad” if it isin their economic interest.

The “deterrence” model undoubtedly provides useful insights, but enforcement studies show that
it does not come close to providing a full explanation of real-world compliance. For example, Slemrod
(1998) reports on studies of compliance with income tax laws in the United States. These show that people
pay far more in income taxes than can be explained by a rational caculation balancing the monetary
benefits of evasion against its expected monetary costs based on reasonable guesses of the amounts of
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possible fines and of the probability of getting caught. In fact, people appear to pay their income taxes for
a number of reasons, many of which have nothing to do with tax enforcement; they may believe it is the
right thing to do (persona conviction) or their friends and family may pressure them to do so (peer
pressure). These motivations are quite similar to those underlying voluntary instruments.

This way of thinking about compliance with binding laws -- that is, that much compliance is in
fact voluntary -- takes us into much deeper waters than many economists are accustomed to navigating.
Nevertheless, there is a growing recognition that, underpinning the more visible features of any effective
legd system (law codes, punishment practices, the particulars of the enforcement apparatus), is a critica
mass of agreement and consent by the people being governed by the law. Indeed, without this agreement
and implied consent, many laws would be prohibitively costly to enforce using methods that are acceptable
to democratic societies’.

Obvioudly, the recognition of roles played by voluntary compliance and of the importance of
culture and belief in the functioning of binding legal systems blurs the distinction between voluntary and
binding systems. It emphasises the importance of the content and “user acceptance” of behavioural norms,
be they voluntary or legally binding. It also sheds light on the processes that govern the effectiveness of
both voluntary and binding attempts to control business conduct. Market pressures and profit motives that
promote high standards of corporate conduct may be important for some firms and in some industries (e.g.
forces operating through consumer pressures and firms' desire to maintain reputation as a business asset).
But other forces are also a work. Corporate compliance with high behavioura standards -- voluntary or
binding -- must aso be understand in terms of the social milieu that exists within a firm. Within this
milieu, the various stakeholders draw on their cultural “resources’ (values and beliefs) -- those that
underpin their activities with the firm -- thereby shaping corporate conduct in all areas, including corporate
ethics’. Likewise, the social milieu that surrounds the firm is important in providing external pressure for
compliance with a given standard®.

Seen in this light, the voluntary efforts to raise standards of business conduct have a lot in
common with formal regulation or rules because they both draw on the same intangible resources --
consensus and consent. Consider the example of child labour. Gordon and Miyake (1999) show that a
considerable amount of consensus appears to exist in relation to thisissue. Child labour outcomes are also
determined by other institutions (education systems, socid and family welfare services) in the OECD and
in other countries as well. It isinteresting to note that child labour is common in certain activities, evenin
the OECD. OECD farm families often draw extensively on their children’s labour. In some OECD
countries, children deliver newspapers or mind younger children and this is considered acceptable, even
beneficial, for the children involved. However, in these OECD countries, social norms exist that, in effect,
draw the line between types of child labour that are socially acceptable and types that are not. These
norms support proscriptions against child labour and lower their enforcement costs. Thus, most residents
of most OECD countries would be shocked to see a child working in a factory or any other formal
workplace. Indeed, it is so socialy unacceptable that most employers in advanced OECD countries would
not even consider employing a child or underaged individual, either because they personaly believe it is
unethical or due to peer pressure.

This broadly supportive social environment lowers the cost of enforcing formal child labour laws.
As in the example of income tax compliance discussed above, much of the compliance with child |abour
laws that is observed in the OECD is, in effect, voluntary -- it is not a response to fears that labour
inspectors might impose penalties. Thus, in most OECD countries, enforcement of child labour laws in
routine work environmentsis not costly, leaving enforcement and child welfare officials free to concentrate
on alimited number of areas that present specialised enforcement problems (e.g. the sexual exploitation of
children). Thisis an example of how socid capital of a particular type plays a key role in facilitating the
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enforcement of law. The example also shows that voluntary efforts to raise standards draw on the same
cultural resources as formal standards.

Of course, there are major differences between legally binding laws and voluntary norms. This
way of looking at things suggests an area of caution for policy makers in the international arena. The first
relates to the hazards of trying to impose formal rules when the social consensus supporting them does not
exigt. At the present time, political demands for global standards in labour and the environment appear to
be fairly strong in many OECD countries. These would attempt to impose standards even in countries
where socia agreement with the standards is not widespread. This could give rise to situations where laws
exist on the rulebooks but are prohibitively costly to enforce. As aresult, they are basically ignored or are
selectively enforced (a potentially dangerous outcome if it leads to excessive discretion in law
enforcement’). Indeed, the machinery of enforcement in an situation where a critical mass of actors has no
intention of complying with alaw can be counterproductive, sometimes forcing activities underground and
inadvertently causing more harm than good®.

Expertise: human capital and the social control of organisations

Anocther model of corporate misconduct is that it is not so much the result of wilful, premeditated
misconduct as of error, ignorance or innate human limitations (which give rise to “bounded rationality®).
In addition to accounting for the risk and uncertainties inherent in most human activities, this approach
recognises that corporate actors have only limited amounts of the information, knowledge and resources
needed to control outcomes. Here, misconduct can occur even when the parties to the misconduct face
major financia penalties in the event of say, an accident, and when they al share a strong personal
conviction that misconduct should be avoided. In occupationa safety, for example, the level of fines have
been shown to have no influence on safety outcomes (because employees are aready fully convinced of
the need to avoid accidents), but the level and type of inspection is known to be highly influentia on
outcomes (Gunningham and Rees, 1997). Another example is airline safety, where major firms are known
to share the safety goals of formal legislation and, indeed, often engage in significant over-compliance with
safety-related law and regulation. However, thisis a sector where major problems are relatively infrequent
(so that vigilance can be worn down by routine) and where safety dispositions form a system, making it
difficult for any single actor to identify emerging problems. In this context, safety procedures must be both
technical (including technical monitoring of suppliers and business partners) and behavioural (controlling
the “human-machine interface”) and there is often significant uncertainty or ambiguity in what constitutes
misconduct or in recognising it in areal world setting.

Viewed from this perspective, rules systems (binding or voluntary) serve the function of defining
and encoding society’s risk tolerance and enforcement is designed to ensure that firms are operating within
these tolerances. Rules are attempts by societies to keep “within reasonable bounds the risk of socia
harms arising from inevitable corporate mistakes’ -- that is, their focus is “error correction” or prevention
(Scholz 1997) in a context of risk and uncertainty™®. Rules writing and compliance in this setting is quite
different than under the deterrence model described above. First of all, explicit rules -- in the form of
codified laws -- may be impossible to write because of the large number of contingencies that would have
to be built in to them. In such cases, much of the de facto definition of standards occurs in administrative
or enforcement agencies or services (public or private).

Enforcement also plays a different role under models of bounded rationality than under the pure
deterrence model. Differences of opinion on what constitutes responsible practice may occur, but the
organisation being monitored probably shares the same abjectives as the monitoring agency (as a resullt,
the two parties to the monitoring process have less of a “cat and mouse” relationship than under the pure
deterrence model). Under bounded rationality, one of the main effects of monitoring or inspection is to
identify and focus attention on compliance problems. This creates a role for specialised, external
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monitoring services -- which may be public or private -- whose main role is to enlist or reinvigorate
support among the regulated, to heighten awareness of problems and to supply expertise and advice
(Gunningham and Rees (1997) and Ayres and Braithwaite (1992)).

Thus, this second way of looking at corporate conduct (or misconduct) emphasises the key role
played by another intangible resource -- expertise -- in determining the effectiveness of systems of rules.
The voluntary and binding systems of rules are similar in this sense because they draw on the same sets of
expertise. This would include knowledge about record systems, training programmes, preventative and
remedial measures, production procedures and manuals, al of which are needed regardiess of whether the
standard is voluntary or binding. A cruciad aspect of this expertise is the mastery of “idiosyncratic
information” (Williamson 1996) -- including knowledge of local or sectoral circumstances and of how
general standards or principles need to be adapted to these circumstances. As noted above, firms
voluntary effortsin such areas as labour, environment and bribery appear to be associated with the build-up
of expertise that will probably prove to be useful to systems of binding rules that might eventually emerge
in the same areas. This human capital accumulation has occurred in a number of institutional settings:
interna services or departments formed within the firms trying to raise their standards; specialised for-
profit firms that sell services (e.g. consulting, auditing, accreditation) to these firms; and in NGOs wishing
to influence these efforts.

V. Assessment
The policy implications of the above analysis are as follows:

People who dismiss voluntary rules may be unaware of the serious problems that accompany
government-enforced rules. Public suspicions of voluntary efforts undertaken by businesses and
NGOs may be based on a somewhat unrealistic view of the alternative -- public regulation. No
system of socia control of companies is perfect and many, including a large number of public
schemes, are highly imperfect.

Voluntary efforts to respect a given standard in many areas of corporate conduct can serve as
precursors to binding, formal rules in these same areas. This is because firms' voluntary
efforts contribute to the intangible resources that will, in any case, be necessary to support any
binding rules that may emerge. As noted above, firms have started a process of dialogue that
may gradually lead to consensus on the part of some mgor actors. Their efforts have aso
contributed to the build-up of expertise that currently help them comply with their legal and
ethical commitments and that in the future could help them comply with any global standards that
might eventually be developed. Governments and NGOs, by collaborating with firms on these
efforts, have also played important and varied roles in the accumulation of these intangible assets.

Just as most OECD systems of regulation have developed over many decades, putting global
systems in place will take time. Binding and voluntary (but widely complied with) global
standards could facilitate international trade and investment in a variety of ways (e.g. by
eliminating competitive distortions arising from lack of uniform standards). However, the
process of developing them is inevitably a painstaking one since it requires the accumulation of
the required “social capital” (consensus and expertise) on aglobal scae.

During the lengthy process of building a system of global rules, voluntary codes assume an
important role as the only de facto system; but binding approaches till have much to offer. In
many policy areas, we are only at the start of what promises to be an arduous task of building a
meaningful set of global standards. In the meantime, voluntary codes and associated

13



management supports will have to do much of the “work” in terms of defining de facto global
standards. As the business community itself often points out, these voluntary efforts can only be,
at best, a highly imperfect substitute for a uniform, appropriate policy framework supported them
-- there is a need to reap the benefits of synergies between voluntary and binding approaches.
Such a framework would have to include not just international standards, but also supporting
domestic institutions (e.g. school systems, public sector reforms, better corporate governance
systems, and improved enforcement capacity).

Would-be designers of global rulesin such areas as labour and the environment should learn
from past experiences in regulation. Anyone wishing to write global rules would do well to
draw lessons from past experiences in both domestic and international arenas. The international
community has already attempted has been made to draw up a comprehensive set of standards
(the Draft United Nations Code of Conduct on Trans-national Corporations negotiated in
UNCTAD). This attempt was abandoned in 1994 after many years of negotiation. At the level
of domestic regulation, OECD experience shows that well-designed, high-quality rules need to be
adapted to the sector and the problem (e.g. rules systems prohibiting bribery pose different design
problems than those promoting occupational safety). The necessary adaptations can be subtle
and, clearly, the writing of high-quality rules requires expertise and adaptability to national and
sectoral circumstances. Thisis a particular problem when, as is often the case, society’s target or
“desired behaviour” involves trade-offs between harms produced, costs imposed and economic
activities foregone. Will negotiators have the necessary sectoral expertise and the knowledge of
regional variationsin regulatory requirements to write well-designed, flexible rules?

OECD systems of regulations and rules for businesses are often combinations of binding and
voluntary measures and effective global standards are also likely to be hybrids. Viewed as a
design problem for the socia control of business, the chalenge for designing rules and
enforcement systems in support of global standardsis not one of choosing between voluntary and
binding systems. Rather, it involves finding a judicious combination of the two.

I ntangible resources -- social consensus and expertise -- are the critical missing ingredientsin
the global rules system and public policy should first focus on developing these. Unfortunately,
building intangible assets these is a laborious, time-consuming process. Consensus has to be
built dowly through a laborious process of discussion, education and accumulation of experience.
The corporate code movement provides a valuable institutional channel for consensus building
and sharing of expertise. Expertise -- the human capital underpinning any system of rules --
must aso be accumulated. Again, voluntary efforts to raise standards of business conduct have
allowed firms and NGOs to accumulate compliance expertise™.

In attempting to craft international rules, policy makers should avoid doing more harm than
good. Rulesthat do not enjoy strong social consensus in the societies in which they are to be
enforced are likely not to be enforced, making them rather meaningless. They could aso
inadvertently produce harmful effects -- they could lead to selective enforcement (which may
promote corrupt law enforcement) or they could force certain activities underground (which
could unintentionally encourage them by removing them from other social and economic
controls).

Policy makers should pursue rules-writing initiatives that are accompanied by dialogue that
helps build consensus, by research and monitoring that contribute to the accumulation of
expertise and by pressures for continual improvement in both public and private governance.
In other words, the quality of the process that surrounds any global rules-writing initiative will as
important as the rules themselves. There are a number of examples of this type of high-quality
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rules-writing exercises. The ILO, through its extensive research, field projects and country
reviews, contributes to knowledge of regulatory problems. Furthermore, though ILO “rules’ may
be imperfectly adhered to, they provide a forum for well-informed dialog about problems and
encourage countries to improve their performance. The OECD Working Group on Bribery is
another example of a forum that combines rules writing with sharing of experiences among
country experts and monitoring and outreach activities geared to improved performance.
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Notes

A survey conducted by KPMG 1999 showsthat a  bout 85 per cent of Canadian companies have a code
of conduct. A survey of international businesses conducted by Industrial Research Bureau for Control
Risks Group in 1999 shows how many businesses had issued formal codes relating to bribery. 90 per cent
of the US firms had such codes and 85 per cent of the Europeans had codes.

NGO concerns about the corporate codes movement are evident when one consults many of their web
pages. This quote is taken from “Commerce with Conscious?” website www.ichrdd.ca. An article
published (“Engineering of Consent: Uncovering Corporate PR Strategies’) published on one website
offers NGOs advice on how to “recognise manipulative strategies and distinguish them from industry
behaviour which istruly indicative of change.” www.icaap.org

See ECS 2000 Ethics Compliance Management System Business Ethics Research Project June 30, 1999.
Reitaku Center for Economic Studies, Reitaku University, Japan. The code is available on the ECS 2000
web page.

Slemrod notes that, if taxpayers ever decided that they were really not going to pay them anymore, taxation
authorities could not enforce many types of tax (e.g. estate taxes). Those sources of tax revenue would not
be viable without the implied consent of the taxpayers.

Conley and O’Barr (1997) adopt an anthropological approach in order to examine three types of corporate
misconduct -- racia discrimination among salespeople, cartelisation and suppression and destruction of
information relating to a public health hazard. Their study distinguishes between misconduct that is linked
to broader cultural attributes and misconduct linked more specifically to corporate culture. Corporate
culture refers to how management decisions such as hiring, compensation and promotion shape broader
cultural attributes into a corporate culture that, in turn shapes incentives for misconduct. The study finds
that the cultural basis of the three types of misconduct is quite different, with implications for enforcement
(notably, who should be the target of enforcement efforts, firms or individuals).

The importance of developing this aspect of socia capital -- that is, broad social acceptance of ways of
doing things that support higher social and economic welfare is a new focus of development economics
(see, for example, Stiglitz 1999).

Discretion in law enforcement is a feature of every system of state-enforced laws. However, when it
becomes excessive, it can degrade law enforcement in a number of ways. First, it helps create an
environment that is propitious for bribery of law enforcement officials. Second, discretion in enforcement
can create an “organisational culture” in police and regulatory compliance services that, pushed to the
extreme, is anti-democratic (i.e. too much discretion by law enforcers gives rise, in extreme cases, to a
police state).

The Prohibition of the commercia production and sale of alcohol in the United States earlier in this century
is a good example of the counterproductive effects of laws that attempt to proscribe the activities of a
critical mass of people who are not at al in agreement. Studies show that Prohibition, in addition to giving
a boost to organised crime, was aso counterproductive in relation to its own objectives. This is because,
once forced underground, retail trade in alcoholic beverages was no longer subject to the tax and business
establishment controls that previousy had kept its growth in check. As a result, it thrived under
Prohibition.

The concept of bounded rationality recognises that human beings have finite cognitive capacities. As a
result, they can only receive, process and react to finite amounts of information. Often workplace
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situations require that employees process a large amount of information of various types and urgencies
(e.g. about commercial activities, workplace safety, process and quality control). Bounded rationality says
that, faced with such situation, they adopt “satisfying” strategies (e.g. rules of thumb such as first-in-first-
out processing of tasks, ignoring certain types of information). These strategies may be necessary from a
cognitive point of view, but are not necessarily optimal when judged according to other objectives (e.g.
profit maximisation, public or occupational safety).

Scholz points out that the error correction perspective alows one to explain another empirical puzzle -- in
addition to the tax compliance puzzle -- that arises from the enforcement literature. Empirical studies (e.g.
of occupational safety) commonly show that increasing the probability of detection increases compliance,
but that the size of punishment does not seem to matter.

This expertise has also been built up in the governments and inter-governmental organisations (notably the
ILO) that have accompanied this process.
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