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1. Primer Purpose and Key
Recommendations

lows of foreign direct investment (FDI) to developing countries have risen steadily over the

past two decades.' Evidence suggests that FDI can provide considerable economic, social

and environmental benefits for host countries by generating economic growth, greater
public revenues, new jobs or higher environmental standards. But if not properly managed, FDI
can also foster natural resource degradation and depletion, or result in loss of access to resources
for local communities. Furthermore, poorly designed investment projects may not deliver the
expected economic benefits. For developing countries, attracting FDI is not an end in itself, but a
means to an end—improving livelihoods while respecting the environment. Government policies
and institutional settings in the host country play a central role in promoting this outcome.

1.1 Rationale and Methodology

This primer seeks to provide practical advice on how host countries can manage FDI inflows to
promote national development aspirations (such as poverty reduction, environmental sustain-
ability and achievement of the Millennium Development Goals). It is aimed at public decision
makers in developing countries dealing with FDI, particularly officials in investment boards,
investment promotion agencies and relevant ministries. The primer supports and promotes the
objectives of the United Nations Development Programme (UNDP)-United Nations Environ-
ment Programme (UNEP) Poverty-Environment Initiative.

The focus is on FDI in the primary sector, including agriculture, forestry and extractive indus-
tries—an area of growing interest among international investors and a sector of high economic
significance for many developing countries. Geographically, the primer focuses on FDI flows
into low- and middle-income economies.? It draws on analyses of relevant literature and FDI
data provided by the United Nations Conference on Trade and Development (UNCTAD).

1.2 Organization

The next four chapters of the primer each discuss a different stage of investment management:

' The major country groupings used in this primer (“developed countries,” “transitional economies”
and “developing economies”) follow the classification of the Statistics Division, Department of Economic
and Social Affairs of the United Nations (http://unstats.un.org/unsd/default.htm). The terms “developing
economy” and “developing country” are used interchangeably throughout.

% See glossary for definition of these and other technical terms.
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B Adopting and implementing a strategic approach for FDI within the country’s overall devel-
opment strategy (chapter 2)

B Establishing economic and institutional settings and implementing policies to attract and
successfully manage FDI (chapter 3)

B Scrutinizing individual investment proposals and negotiating investment contracts (chap-
ter 4)

B Monitoring investor compliance with relevant laws and project contracts (chapter 5)

1.3 Key Recommendations

Key findings and best practices are presented at the beginning of each chapter. Key recommen-
dations for host governments on managing FDI to encourage sustainable economic growth are

as follows:

B Design and implement a national FDI strategy that is consistent with the country’s develop-
ment priorities

B Identify and implement the most cost-effective fiscal and non-fiscal policy measures to
address imbalances in FDI inflows between regions and sectors

B Assess risks and opportunities associated with IIAs, and address negotiating capacity of gov-

ernment officials before engaging in the 1IA process

B Establish land cadastres, identify land available for investment, and improve tenure security

in order to maximize the benefits from FDI in land

B Make comprehensive feasibility studies, social impact assessments and environmental
impact assessments a mandatory component of investment approval process, and invest in
government capacity to evaluate these documents

B Increase transparency in project approval and investor-state contract negotiation, including
public disclosure of government contracts (without disclosing genuinely confidential com-
mercial information)

B Identify and address the underlying causes of inadequate law enforcement and project mon-

itoring (e.g. high levels of corruption, ambiguity in laws and regulations, lack of resources
and technical capacity of government officials)

2. Towards an FDI Strategy

his chapter makes the case for developing countries to design and implement a strategy
for managing FDI. It includes an analysis of recent trends and drivers in global FDI flows,
and of the economic, social and environmental impacts on host countries."

2.1 Recent Trends in Global FDI Flows

Key recent trends in global FDI flows were analysed via a statistical overview of the relevant lit-
erature. This review identified three key trends: the growth of South-South FDI; the emergence
of China as a major FDI source; and the growth of FDI in primary industries.

Key Findings

m Over the last two decades, FDI flows into developing economies have risen in absolute and relative
terms, and are likely to continue to grow. This makes the management of these flows and their impacts
a priority for host governments. The challenge is to ensure that FDI contributes to the development goals
of host countries (such as economic growth, poverty reduction, achievement of the Millennium Develop-
ment Goals and environmental sustainability).

m South-South FDI flows have grown considerably, with China emerging as a major source, and a
growing interest in primary sector FDI, particularly extractive industries and agriculture. While this
creates new growth opportunities for many developing countries, it is also likely to put greater pressure

on the regulatory bodies of these countries to ensure positive social and environmental outcomes.

B Economic, social and environmental impacts of FDI ultimately depend on the nature of the invest-
ment, and the economic and regulatory environment in the host country. The latter includes (but is
not limited to) enforcement of environmental policies, wealth distribution policies and the availability of

skilled labour.

® A host country needs to develop a strategy for managing FDI inflows. Such strategy should be
consistent with the country’s development priorities, in terms of sectors, geographical areas and
investment models. Vigorous public debate in host countries is key to developing a vision that is shared
by key stakeholders.

m The developed strategy needs to be implemented via a policy framework to promote priority
investments and maximize their economic, social and environmental outcomes—both locally and for

the country as a whole.

"It should be noted that the distinction between private and public foreign investments is often
blurred due to the range of tools through which governments can influence and support private invest-
ments, particularly in strategic sectors such as natural resources.
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Growth of South-South FDI

As shown in figure 1, FDI flows into developing economies have risen in absolute and relative
terms over the last two decades. Among developing countries, Hong Kong, China, Singapore,
Mexico and Brazil are currently the largest FDI recipients (UNCTAD 2009b).

Figure 1: FDI Inward Stock by Economy Type
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Developed economies still account for the bulk of global stocks of outward FDI. However, there
has been a clear trend towards an increased role for developing countries as sources—as well
as recipients—of FDI (see figure 2).

Figure 2: FDI Outward Stock by Economy Type
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The rapid growth of FDI outflows from developing economies since 1990 and the tendency of
developing-country investors to invest in other developing economies? have resulted in signifi-

2In 2004, 98.3 percent of FDI outflow from developing and transition economies was destined for
other developing or transition economies. Noting that transition economies account for a very small
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cant growth of South-South FDI flows. In terms of relative importance to developing countries,
developing-country firms are now on par with developed-country counterparts (UNCTAD 2006).

For a number of least developed countries (LDCs), this dependency on other developing coun-
tries as a source of FDI is particularly strong. Among LDCs, reliance on FDI from other develop-
ing countries is especially high in Cambodia (73 percent of inward FDI stock), Ethiopia (77 per-
cent), the Lao People’s Democratic Republic (70 percent), Myanmar (61 percent) and Nepal

(63 percent) (UNCTAD 2006).

Emergence of China as a Major FDI Source

Asian economies, especially China, dominate as FDI sources for many developing economies
(UNCTAD 2009b). Over the last two decades, China has become an important source of out-
ward FDI, as shown in table 1. In 2009, it ranked sixth in the world and second among devel-
oping and transition economies in FDI outflows (UNCTAD 2010d).

Table 1: FDI Outward Stock: China and the Rest of the World

1990 2000 2009 Average annual growth rate,

Country/economy (billion $) 1990-2009 (%)
China 4 28 230 238
Developing economies excluding China 141 835 2,462 16.2
Developed economies 1,942 7,083 16,010 11.7
World total 2,087 7,967 18,982 123

Source: UNCTAD 2010d.

Reasons for and drivers of China’s growing role as a provider of outward FDI include the
following:

B Rapid expansion of the domestic Chinese economy

B Protectionist reaction in many host countries against the successful expansion of China’s
exports (prompting China to substitute FDI for exports)

B Large accumulation of foreign exchange reserves in China, giving rise to pressures on China
to achieve equilibrium in its international financial flows

Another factor has been the Chinese government’s official “go out” strategy to promote its
overseas FDI in priority areas.” Implemented since 2000, the strategy consists of the following:

B Liberalizing China’s outward investment regime

B Directly and indirectly assisting Chinese enterprises in winning natural resources exploration
rights overseas

proportion of this investment, the United Nations Conference on Trade and Development (UNCTAD)
argued that these figures can be used “as a proxy for the size of South-South FDI” (UNCTAD 2006, 117).

> The government’s priority areas include resource exploration projects, projects that promote exports,
overseas research and development centres, and mergers and acquisitions that can enhance the interna-
tional competitiveness of Chinese enterprises (UNCTAD 2007a).
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B Providing subsidized loans, information and guidance

B Providing indirect assistance through China’s official development aid programmes and dip-
lomatic missions (OECD 2008)

Given these circumstances, the upward trend in China’s outward FDI is likely to continue, and
China appears set to become one of the world’s largest FDI sources in the near future (OECD
2008; UNCTAD 2007c¢).

Growth of FDI in Primary Industries

Historically, FDI flows to developing countries have been dominated by the services sector,
largely due to the dominance of Hong Kong as an FDI recipient. The primary sector—agricul-
ture, forestry, fisheries, mining, quarrying and petroleum industries—currently makes up a
relatively small share of inward FDI stock at 6.3 percent (UNCTAD 2009b), although this varies
significantly between regions.*

Nevertheless, these flows have experienced strong growth in absolute terms since 1990
(UNCTAD 2009b), including in parts of the world previously of little interest to international
investors.® Several factors underpin the growing interest in FDI in the primary industries of
developing countries:

B Increasing demand for natural resources (particularly minerals) by emerging
economies such as China and India. This demand, coupled with supply constraints, has
resulted in a price boom. This, in turn, has driven strong growth in FDI in oil exploration and
mining, with companies eager to capture rising profits (UNCTAD 2006, 2007d, 2008¢).°

B Growth in foreign investment in agriculture. Expectations about long-term global
growth in demand for and constraints in supply of agricultural commodities are fostering
renewed interest in agricultural investments in low- and middle-income economies (see,
for example, case study 1). Developing economies are becoming an important recipient of
FDI in agriculture, accounting for 34.4 percent of the world total stock in 2004, compared to
14.5 percent in 1990 (UNCTAD 2006). Although much agricultural investment is in process-
ing and distribution, growing agricultural commodity prices are increasingly making direct
agricultural production an appealing investment option.” While media reports have focused

*For example, UNCTAD (2008b, 9) shows that extractive industries accounted for 35.4 percent
($8.7 billion of $24.6 billion) of total FDI inflow in Africa (for the available countries, for the latest avail-
able year).

5In sub-Saharan Africa, for example (where the primary sector accounts for a major share of FDI
inflow), investment inflows amounted to nearly $64 billion in 2008, up from $30 billion in 2007 and
$17 billion in 2005 (UNCTAD 2008¢, 2009b).

¢ For example, China’s investment in Africa’s natural resource sector has grown dramatically since
2004, with Algeria, Nigeria, the Sudan and Zambia the major recipient countries (OECD 2008).

"A 2009 study by the International Institute for Environment and Development, the UN Food and
Agriculture Organization (FAO) and the UN International Fund for Agricultural Development found that, in
four African countries (Ethiopia, Ghana, Madagascar and Mali), approved land allocations for agricultural
investments totalled some 2 million ha between 2004 and early 2009, including allocations to foreign
investors for over 1.4 million ha. Land areas under negotiation are likely to be much larger (Cotula et
al. 2009). A 2009 report by the International Institute for Sustainable Development also cites a “recent
surge” in foreign investment in agricultural land in Southeast Asia by state-owned and private investors

2. Recent Trends in FDI and the Need for a Strategy

Case Study 1: Rubber Plantations in Luang Namtha Province, Lao People’s Democratic
Republic

In recent years, Luang Namtha province in northern
Lao People’s Democratic Republic has experienced a
surge in investment in rubber plantations. This surge
has been driven by China’s growing demand for rub-
ber and its stagnant domestic supply (due to land
scarcity). While there were no rubber plantations in
Luang Namtha in 2002, by the end of 2006 a total

of 12,585 ha had been established. The majority
(11,119 ha) were planted by villagers themselves
(Lao and Chinese), with the remainder planted by
Lao and Chinese companies through contract farm-

Rubber plantation, Muang Sing, Lao People’s I-Democrati&.
Source: Shi 2008. Republic. Courtesy Cameron Higgins.

ing and concessions.

on acquisitions by Middle Eastern and Asian investors, evidence suggests that European and
African investors are also prominent. Private sector deals account for the bulk of these acqui-
sitions, though host-country governments often provide diplomatic, financial and other sup-
port (Cotula et al. 2009).

2.2 Impact of FDI on Host Countries

Much has been written about the economic, social and environmental impacts of FDI.

Economic, Social and Environmental impacts

A large body of evidence shows that FDI can promote economic growth in host countries by
increasing production capacity, employment, productivity and government revenues. FDI can
also introduce organizational, managerial and technical skills not locally available, and enable
technology transfers (OECD 2001 ; Sachs and Warner 1995; UNCTAD 2006). This is exempli-
fied by the economic and social transformation of Viet Nam over the last 20 years (see case_
study 2). While empirical evidence remains mixed (see Dufey and Grieg-Gran, forthcoming),
there is, however, a risk that FDI may crowd out local firms that are competing in the same
domestic or export markets.

In terms of social impacts, FDI can be effective in alleviating poverty by driving economic
growth (see case studies 2 and 3), while often providing better wages, working conditions and
social security than local firms (Dollar and Kraay 2002; OECD 2001; UNCTAD 2006). However,
some studies show that FDI leads to poverty reduction only if employment is generated for
unskilled labour or if training is built into the activity. Furthermore, job creation may be jeop-
ardized when foreign companies are capital-intensive and employ few local staff (Grieg-Gran
2002). Indirect job generation can also be limited if FDI companies have few linkages with
local companies, relying instead on imports (Grieg-Gran 2002). In countries where local land

from China, South Korea and the Arab states, primarily for production of food and biofuel (Smaller and
Mann 2009). This is supported by research from UNCTAD (2009b).




2. Recent Trends in FDI and the Need for a Strategy

Case Study 2: Economic Reform Leading to Rapid FDI Growth and Poverty Reduction in
Viet Nam

Between 1976 and 1986, Viet Nam was a largely unsuccessful centrally planned economy. In 1986, the
government of Viet Nam initiated the Doi Moi policy of renovation and economic reforms which included a
gradual transition to a market-based economy, integration into the world economy and opening up to FDI.

Although the economic opening has been gradual, Viet Nam succeeded in attracting significant inflows of
FDI quickly. In 2008, it was the fourth largest FDI recipient among the members of the Association of South-
east Asian Nations (ASEAN), behind Singapore, Thailand and Malaysia. From a complete ban in 1986, annual
FDI inflows grew to $180 million in 1990 and $8.1 billion in 2008. The total level of Viet Nam'’s FDI inward stock
currently stands at $48.3 billion, with more than 4,200 foreign companies operating in the country.

The Doi Moi reforms and the subsequent development of the private sector have led to strong economic
growth, economic diversification and unprecedented progress in poverty reduction. Annual real gross
domestic product (GDP) growth averaged 6.8 percent in the period 1986-2006, with relatively little volatil-
ity. The poverty rate was reduced from 58 percent in 1993 to 19.5 percent in 2004, one of the fastest rates in
history.

It is widely accepted that this progress would not have been possible without the involvement of foreign
investors. FDI has played a key role in generating employment, boosting industrial output and exports,
diversifying the economy away from agriculture and providing a significant contribution to the government’s
budget. Remarkably, foreign enterprises accounted for almost 13 percent of Viet Nam’s economy by 2006.

Sources: Hemmer and Hoa 2002; Nguyen and Nguyen 2007; UNCTAD 2008a, 2009b.

rights are not properly protected by national legislation, FDI can result in loss of access to

resources for local communities, with possible major negative impacts on local livelihoods and

food security (Cotula et al. 2009; Smaller and Mann 2009).

FDI-generated public revenues can be used to support social programmes in health and edu-
cation (Dufey and Grieg-Gran, forthcoming). However, without adequate wealth distribution
policies, FDI inflow can exacerbate income inequality and lead to transitional disturbances in
markets in which the poor operate (UNCTAD 2006).

From an environmental point of view, foreign firms may bring production techniques that

translate into better environmental performance compared to domestic firms, particularly in

low-income economies (Dufey and Grieg-Gran, forthcoming). FDI can also increase societal
demand for a healthier environment, as “wealthier societies are more willing—and able—to
pay for the protection of environment” (OECD 2001). Foreign investors can introduce more
environmentally friendly technologies and consumption patterns (OECD 2001; UNCTAD

1999). However, without implementation of adequate environmental regulation, FDI-induced

economic growth can result in loss of natural resources and environmental degradation (see
case study 3). This is particularly the case for governments of developing countries, which
often lack the required human and financial resources and technical expertise (UNCTAD
1999).

2. Recent Trends in FDI and the Need for a Strategy

Case Study 3: Indonesian Palm Oil Industry

Indonesia’s palm oil industry has been instru-
mental in driving socio-economic development
in the country. Successfully adapted to suit the
needs of smallholders, it has been a powerful
tool for poverty alleviation, positively affecting
millions. It has delivered significant improve-
ments in living standards (including income,
education and health level), secured edible oil,
and generated large levels of foreign exchange
and employment.

However, the industry has been criticized for

its impact on the environment. The majority of

Oil palm plantation, Sumatra. Courtesy Nick Beresnev.

plantations have been established by converting

Indonesia’s rainforest and peatland, with negative effects on biodiversity and climate change. Indonesia’s for-
est cover has decreased dramatically in the last 40 years, with conversion to oil palm plantations a contribut-
ing factor.”

In recent years, the following incentives for Indonesia to halt or slow its conversion practices have emerged:

B Emergence of the Roundtable on Sustainable Palm Oil Production (RSPO), a voluntary private sector certi-
fication system for sustainable palm oil production and trade. RSPO criteria (with which all members must
comply) require that oil palm plantations established since November 2005 not convert primary forest
or areas with high conservation values. The majority of large palm oil growers, processors and traders are
RSPO members.

B Emergence of private and public sector procurement policies requiring that palm oil (or products thereof)
be produced in a sustainable manner. This includes the new European Commission directive on renewable
energy.”

m Political pressure from various domestic and international environmental non-government organisations,
including Greenpeace, WWF, Friends of the Earth and the Rainforest Action Network. These groups gener-
ally oppose the practice of forest and peatland conversion.

B Potential to raise revenue through the Reduced Emissions from Deforestation and Forest Degradation
(REDD) mechanism. A formal REDD agreement was signed at the United Nations Framework Convention
on Climate Change in Cancun, Mexico in December 2010. The mechanism has the potential to provide
developing countries with financial incentives to reduce their rates of deforestation and forest degrada-
tion. The Indonesian government has been a strong proponent of REDD.

Sources: Casson 1999; CIFOR 2006; FAO 2009b; ITTO 2009; PalmQilHQ 2009; Reuters 2009; RSPO 2007; Thoenes 2006; USDA
2007, 2009.

“Indonesia’s natural forest cover has been reduced from 143 million ha in 1967 to 88.5 million ha in 2005. Total area for oil
palm plantations was 6 million ha in 2006.

" Directive 2009/28/EC sets renewable energy targets for all European Commission members, including a minimum 10 per-
cent share in the transport sector by 2020. The directive’s sustainability criteria exclude biofuels made from raw material
obtained from land with primary forest, wetlands, or other land with high biodiversity value.
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Impact of South-South FDI

As shown above, South-South FDI flows are becoming globally significant. It is therefore impor-
tant to analyse the economic, social and environmental impacts which are specific to this type
of FDI.

Developing-country transnational corporations (TNCs) generally have greater employment-gen-
erating potential, as they tend to operate in labour-intensive industries and use simple, labour-
intensive technologies. They also tend to be more effective at facilitating technology transfer, as
the gap in the levels of technology is often small enough for local firms to acquire and absorb
the new technologies. However, this type of FDI is also more likely to have a negative impact
on the environment: research shows that environmental damage tends to be greatest where
obsolete technology and outdated work methods are used (UNCTAD 1999).

TNCs from developing countries have performed better than their developed-country coun-
terparts in establishing linkages with domestic firms, as they tend to “engage in standardized
production activities with non-proprietary technologies that are more conducive to external
procurement of suppliers” (UNCTAD 2006, 198). In addition, a 2005 survey by the United
Nations Industrial Development Organization found that developing-country TNC affiliates in
Africa spent more on training than those of developed-country TNCs (UNIDO 2005).

As illustrated in section 2.2, developing-country TNCs tend to invest in poorer, riskier and more
remote regions than developed-country TNCs. They are consequently more likely to invest

in “greenfield” projects (i.e., establishing new production facilities, rather than taking over
existing companies or facilities), as this is the only option in many LDCs. The benefit of such
investment is that it immediately adds to the production capacity of the host country (UNCTAD
2006). Because many LDCs have not been able to successfully integrate into global markets,

it can be argued that developing-country TNCs are providing investment in areas where it is
needed most (OECD 2001).

The social impact of FDI in high-risk regions (with weak governance or armed contflict, for
example) is a debated topic. It can be argued that investment in these regions contributes to
peace-building by providing employment and better livelihoods for the local population. How-
ever, there have been incidents where such investment has “aggravated or reignited conflict,
directly or indirectly contributed to the violation of human rights, or prolonged autocratic gov-
ernance” (UNCTAD 2006, 237).

The “Resource Curse”?

EDI flows into primary industries promote their growth, both in absolute and relative terms.
Since the 1980s, an argument has emerged that countries rich in natural resources (in particu-
lar, non-renewable resources such as crude oil) tend to perform worse in terms of economic
and social development than countries with few natural resources.

This so-called “resource curse” phenomenon has a number of plausible explanations:

B Conlflicts over control of natural resources can emerge within societies. These can range
from disputes among different ministries over access to revenue to open armed conflict
(Bannon and Collier 2003).

B A government with guaranteed income from natural resource exports (a so-called “rentier
state”) is less dependent on its citizens as taxpayers. Consequently, citizens have less

2. Recent Trends in FDI and the Need for a Strategy

political power to demand services and accountability. This breakdown of a political relation-
ship can lead to corruption, lack of law enforcement and wasteful use of revenue (Brautigam
2008).

B Natural resource exports can inhibit the growth of other sectors in the economy, such as
manufacturing. This can be caused by the appreciation of the exchange rate, making the
exports of other sectors less competitive on global markets—the so-called “Dutch disease”
(Ebrahim-zadeh 2003). Governments may also neglect economic diversification in light of
the high profitability of the resource sector, as witnessed in Papua New Guinea (see case

study 6).
While the empirical evidence on the prevalence of the “resource curse” is mixed (Davis 1998;

Mikesell 1997; Pedro 2006; Sachs and Warner 1997, Wright and Czelusta 2004), it should be
noted that resource abundance does not automatically condemn countries to poor or unsus-

tainable economic growth. Indeed, there are many examples of successful mineral-based
development (Australia, Canada, New Zealand, Norway, etc.). Investment in natural resources
can lead to positive economic, social and environmental outcomes, if managed well. The aim
of this primer is to provide policy makers with practical guidance in such management.

2.3 Implications for Host Countries

FDI inflows into developing countries are growing rapidly. The large proportion of this FDI is
sourced from developing countries, with China emerging as a major provider in recent years.
There is a growing interest in investment in the primary sector. The above analysis also shows
that economic, environmental and social impacts of FDI ultimately depend on the nature of the
investment and the regulatory environment in the host country.

These findings have the following implications for host developing countries:

B FDI flows into developing countries are likely to continue to grow, making their management
a priority for host governments. The challenge for policy makers is to ensure that FDI con-
tributes to their development goals (such as economic growth, poverty reduction, achieve-
ment of the Millennium Development Goals and environmental sustainability).

B The growth of South-South FDI has a number of social and economic benefits. However, it
also increases the regulatory responsibility of the host governments, as employment condi-
tions and corporate social and environmental responsibility practices of developing-country
TNCs may fall short of those followed by developed-country firms.

B Increased investment in primary industries creates new growth opportunities for countries
with natural resource potential. However, positive social and economic outcomes are by no
means guaranteed, and such investment is likely to put greater pressure on the quality and
level of their natural resources. This, once again, places a greater level of responsibility on
regulatory bodies to avoid or reduce negative economic, social and environmental outcomes.

2.4 Need for a Strategic Approach

The above implications suggest that a strategic approach for managing FDI is needed. Invest-
ment decisions can have major and lasting implications for the development goals and path-
ways pursued by a host country. Host governments need to identify national development
priorities (in terms of sectors, geographical areas and investment models) and ensure that FDI
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supports their achievement. Strategic vision and vigorous public debate about development
goals and pathways are essential to make strategic choices about what is best for the country.

Where foreign investment is seen as an element of the national development strategy, it is
imperative that the strategic vision is translated into a policy framework. This challenge is dis-
cussed in the subsequent chapters.

12
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Preparedness

ow- and middle-income economies often place much policy emphasis on attracting
foreign investment. In some cases, these policy efforts result in increased FDI flows.
However, such flows might target non-strategic sectors (for example, industries where few

jobs or links with local businesses can be created). Within a country, some regions may receive
investment and flourish, while others may be neglected. Overemphasis on economic growth
may result in significant social and environmental damage, and sweeping policy commitments

Key Findings and Best Practices

Host governments should strive to provide a supportive economic and institutional environment,
which is the most important factor for attracting FDI. This includes macroeconomic stability, availabil-
ity of basic infrastructure, and a clear and well-enforced regulatory framework.

A range of policy measures is available to host governments to address imbalances in FDI inflows
between regions and sectors. While fiscal tools tend to dominate, host governments should pursue the
most cost-effective solutions. This may include subsidizing the establishment of special economic zones,

investing in infrastructure in poorer regions, or providing training facilities for unskilled workers.

Investment promotion agencies (IPAs) can facilitate FDI inflows by providing a range of services,
including marketing and one-stop-shop facilities. IPAs are more effective if they are well resourced,
have a clear mandate and focus their efforts on selected priority sectors.

11As can promote FDI inflow by protecting it against certain political risks in the host country. How-
ever, undertaking international commitments potentially reduces the policy space of host countries, and
IIA commitments are extremely difficult to reverse. Host governments need to consider these risks and
opportunities before engaging in the IIA process. They also need to ensure that they have the capacity to
successfully negotiate and implement such agreements.

Besides promoting FDI, host governments have the responsibility to maximize its benefits in
economig, social and environmental terms. This involves promoting appropriate business and contract
models, improving the capacity of local businesses and workers to benefit from FDI projects, and reinvest-

ing natural resource revenues into economically sustainable activities.

FDI in land-intensive activities, such as agriculture may require concerted efforts by host govern-
ments to ensure optimal outcomes. Host governments can play a role in encouraging FDI in land
investment and ensuring optimal outcomes. This includes establishing land cadastres by documenting
and acknowledging all existing forms of land use, identifying land available for investment, and improving
tenure security.

13
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entered into by the government as an inducement to investors may constrain public policy
for decades to come. Well-designed investment promotion strategies that consider economic,
social and environmental outcomes are therefore crucial to successfully managing private
investment flows.

This chapter looks at economic and institutional requirements and policy options available to
host countries to attract and successfully manage FDI. Particular attention is paid to the role of
investment promotion agencies (IPAs), international investment agreements (I1As) and foreign
investment in land.

3.1 Investment Promotion

This section reviews ways in which host governments can attract and direct FDI. It looks at the
required economic and institutional settings, policy tools available and the role of IPAs.

Economic and Institutional Settings

A supportive economic and institutional environment in the host country is the most important
factor in attracting FDI. This environment includes the following:

B Macroeconomic stability
B Predictable and realistic exchange rates

B Availability of basic infrastructure, such as electricity, roads, transport and communication
networks

B Clear division of responsibility between relevant ministries and departments at all levels of
government involved in FDI management (national, provincial, district and local), and ave-
nues for effective communication between these bodies

B Unambiguous investment legislation with clear incentives and implementing regulations that
are not in conflict with other, sector-specific laws

These characteristics play a major role in attracting FDI at both the national and regional levels
(as shown in case study 4). Their absence is the primary reason why FDI flows to developing
countries are dominated by middle-income rather than low-income economies.

Policy Measures to Promote FDI

While economic and institutional settings are essential, government policy can serve to attract
FDI or to address imbalances in FDI inflows between regions and sectors.

The most commonly used policy tool is fiscal incentives. For example, in Cambodia, Costa Rica,
Malaysia and Viet Nam, [PAs offer tax incentives in high-technology sectors so as to encourage
technology transfers. Host countries can offer tax and monetary incentives for investments
that generate extensive linkages with the local economy (Malaysia), promote renewable energy
(Ghana, Argentina, Nicaragua), or involve training for local staff (South Africa) (Grieg-Gran and
Edlund 2008).

However, tax incentives tend to negatively affect public revenues, and host governments need
to be aware of the wider range of policy options available. Policy measures can be direct (such
as tax incentives for investment in poor or isolated regions), or aim to attract FDI indirectly
by improving the country’s economic and institutional settings. The key is identifying the

3. Investment Promotion and Preparedness

Case Study 4: Determinants of the Spatial Distribution of FDI in Viet Nam

As discussed in case study 2, Viet Nam has achieved spectacular growth in FDI inflows in the last 20 years.
Apart from the liberalization of its investment regime, reasons behind this include the following:

B Strategic location in a rapidly growing geo-
graphic region

B Stable economic and political environment

® Large endowment of natural resources
(including oil and coal)

m Efficient and competitive infrastructure
network

m Relatively skilled, low-cost workforce

B Large and growing domestic market

B Opening up of export opportunities through

Terraced rice fields, Sapa, Lao Cai Province, Viet Nam. Courtesy
ratification of bilateral trade agreements with  Panida Charotok.

a number of countries (including the United States) and accession to the World Trade Organization (WTO).

However, while all of Viet Nam’s 64 provinces have received some level of FDI in the last two decades, the
more developed regions account for a large share, both in absolute and per capita terms. The poorest
regions—clustered in the north near the Chinese border as well as inland provinces of the Central High-
lands—have largely missed out.

Studies of provincial distribution of foreign investment in Viet Nam have pointed to the importance of the
following factors in attracting FDI:

® Large markets or market potential
®m High-quality infrastructure

m Skilled labour
]

Presence of industrial and export processing zones
Not surprisingly, Viet Nam’s less-developed regions rate poorly on all of the above criteria.

Sources: Hemmer and Hoa 2002; Nguyen and Nguyen 2007; UNCTAD 2008a.

underlying causes of low FDI inflows, and pursuing the most cost-effective solutions. Some of
the non-tax options available include the following:

B Subsidizing establishment of special economic zones in poorer regions to provide quality
infrastructure and services (which are often lacking)

B Investing in education, skills training and transport infrastructure
B Training civil servants in more effective administration of investment regulations

B Improving investment marketing (UNCTAD 2008a)

Role of IPAs

[PAs can encourage investment through dissemination of information about investment oppor-
tunities. They can also act as one-stop-shop facilities—serving as the main contact for prospec-
tive investors, supporting them in dealings with relevant government agencies and facilitating
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access to land or tax incentives. The prospective role of IPAs in facilitating access to land invest-
ment is discussed further in section 3.4.

IPAs are more effective if they are properly mandated, structured and resourced, and focus
efforts on a few priority sectors. Private sector experience among IPA staff, competitive sala-
ries, competency in English and other international languages, and networks of overseas
offices also tend to improve IPA performance (Ortega and Griffin 2009).

3.2 Promoting FDI through International Investment
Agreements

I1As seek to protect, promote and liberalize cross-border Investments. 11As consist of the
following:

B Bilateral investment treaties (BITS)
B Regional economic agreements with provisions on foreign investment

B Multilateral agreements with direct implications for FDI, such as the World Trade Organiza-
tion General Agreement on Trade in Services and the Agreement on Trade Related Invest-
ment Measures

There has been a great expansion of [IAs in the last two decades, particularly between devel-
oping countries.' A positive change in attitudes towards FDI among developing countries has
been a contributing factor, leading to policies promoting liberalization and protection of FDI
(UNCTAD 1996).

Provisions of IlAs

Although the content of IIAs varies from case to case, these treaties typically seek to protect
foreign investment from arbitrary interference by host governments. This includes measures to
prevent host governments from discriminating against foreign investors, to treat investors in a
fair and equitable way, and to provide compensation in cases of expropriation. IlIAs also com-
monly contain provisions allowing investors to initiate arbitration if they believe the provisions
of the treaty have been breached by the host state (UNCTAD 2007b).

A growing number of BITs are addressing public policy concerns, such as public health and
safety, environmental protection and the promotion of internationally recognized labour rights.
This has taken the form of clauses prohibiting or discouraging a lowering of relevant standards
in order to attract FDI, or making explicit the responsibilities of contracting parties to safe-
guard these values. This development reflects a growing global consensus that “investment
promotion and protection must not be pursued at the expense of other key policy objectives”
(UNCTAD 2007b).

Impact of l11As on Host Countries

[IAs aim to promote foreign investment by protecting it against certain political risks in the host
country. However, empirical evidence on the extent to which I1As promote FDI inflows is mixed

'By the end of 2008, there were 2,676 signed BITs (compared to 385 in 1989), as well as 273 regional
and bilateral agreements with investment provisions. Currently, 26 percent of all BITs are between devel-
oping countries (UNCTAD 2009b).
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(Hallward-Driemeier 2003; Neumayer and Spess 2005; Perry 2000; Salacuse and Sullivan 2005;
Tobin and Rose-Ackermann 2005).

By binding themselves to 11As, host countries may limit their policy options in regulating for-
eign investment. Performance requirements—provisions that require the investor to employ
and train local staff and contractors, or procure local goods and services during the imple-
mentation of the investment project—are a case in point. By giving up the right to impose
performance requirements,? host governments are potentially foregoing a tool for generating
employment, increasing the demand for local inputs, boosting exports or augmenting foreign
exchange (UNCTAD 2007b). It should be noted, however, that the effectiveness of performance
requirements is itself a topic of debate: critics argue that rather than promoting economic
growth, these measures deter foreign investment and promote inefficiency in local industries
(UNCTAD 2007b, 2007¢).

IIA provisions on expropriation and “fair and equitable treatment” may enable investors to
challenge the adoption of more stringent environmental regulations by the host government,
as these may adversely affect the economics of an investment project (Smaller and Mann
2009). Simultaneously, the prospect of having to compensate investors may discourage host
governments from implementing stricter environmental regulations.

Implications for Policy Makers in Host Countries

With regard to existing lIAs, signatory governments are responsible for identifying their obliga-
tions and honouring commitments made. In order to avoid investor-state disputes, governments
should explore policies that help achieve their development objectives without violating commit-
ments made (for example, by avoiding arbitrary discrimination against foreign investors).

With regard to future IIAs, their content is determined by the negotiating parties.’ It is
extremely important for host countries to assess the full implications of various options before
signing new agreements, and to actively put forward their views during negotiations. Address-
ing the capacity needs of government officials responsible for IIA negotiation and implemen-
tation is crucial in achieving the above objectives, particularly in light of a growing myriad of
bilateral and regional agreements.

3.3 Investment Preparedness

As well as promoting FDI, host governments have a responsibility to maximize its benefits in
economic, social and environmental terms.

Not surprisingly, the institutional requirements for investment promotion and investment pre-
paredness are often the same—that is, unambiguous investment legislation and implementing

*The Agreement on Trade Related Investment Measures bans performance requirements that restrict
or distort international trade in goods, such as local content requirements, trade balancing requirements,
foreign-exchange balancing requirements, and restrictions on exportation (UNCTAD 2007b). A growing
(albeit still small) number of BITs and regional agreements also include prohibitions on performance
requirements (UNCTAD 2007b).

>It should be noted that the agreement model currently followed tends to focus on investment pro-
tection, and addresses only the rights of the foreign investor. However, the International Institute for
Sustainable Development recently developed a model treaty that is specifically designed to maximize the
investment’s contribution to sustainable development (Mann et al. 2006).
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regulations, and a clear division of responsibility among relevant ministries and departments at
all levels of government involved in FDI management.

In terms of policy, maximizing the benefits of FDI may require the following:

B Selection of appropriate business and contract models to be promoted—among different
types of investor-government contracts (e.g. concessions, production sharing agreements or
joint ventures) or the promotion of models that include local farmers (e.g. through incentives
for contract farming) (Cotula 2010)

B Improving policies that improve the capacity of local businesses and workers to benefit from
FDI projects (e.g. capacity building for local industries, skills training for workers)

B Maximizing public revenues and optimizing their distribution over time

B Establishing robust, transparent and accountable mechanisms for the management of these
revenues

B Reinvesting revenues from extraction of non-renewable resources into economically sustain-
able activities. This ensures that alternative livelihoods and revenue sources will be available
when commercial exploitation comes to an end. The latter point is highlighted in case study 5.

Case Study 5: Papua New Guinea and Minerals Extraction

Since the 1960s, the economy of Papua New
Guinea (PNG) has relied heavily on minerals extrac-
tion. The mining sector (primarily copper and

gold) has regularly accounted for over 50 percent
of the nation’s exports, and over 20 percent of its
gross domestic product (GDP). At the time of PNG's
independence from Australia in 1975, the Bougain-
ville copper mine accounted for 60 percent of the
country’s total exports. Independence also coin-
cided with the discovery of large gold and copper
deposits on Mount Fubilan near the Ok Tedi River,

Western Province, leading to the opening of the Ok

SAG Mill, Ok Tedi Mine, Western Province, Papua New Guinea.
Courtesy CMCA Review.

Tedi gold and copper mine in 1984.

The collection and expenditure of mineral rev-
enues consequently formed an essential part of the government’s National Development Strategy. According
to Filer and Imbun (2009), this approach was based on the assumption that “the revenues derived from two very
large and profitable mines, if properly applied to the tasks of national development, would enable the govern-
ment and the country to escape their dependence on Australian aid and expertise before those mines had
been exhausted.” In essence, the dependence on mineral wealth was meant to be temporary, with government

revenues used to establish a more diverse national economy.

Despite PNG’s natural endowments, it is widely agreed that this development strategy has not produced
the desired results. This has been due at least in part to the government’s “failure to apply its own share of
revenues to a broader national process of economic and social development” (Filer and Imbun 2009, 108).
Consequently, PNG's dependency on minerals and foreign aid continues.

Sources: Filer and Imbun 2009; UNDP et al. 2003.
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B Establishing robust safeguards for social and environmental risks of FDI projects, including
social and environmental impact assessments and management systems, local consultation
requirements and redress mechanisms (see chapter 4)

3.4 Land Availability and Tenure

Access to land by foreign investors—either via long-term leases or outright purchases—is
affected by both investment promotion and preparedness of the host country. It is currently a
hotly debated topic,* and warrants a separate discussion.

Role of IPAs in Facilitating Land Access

Some host governments have taken steps to facilitate access to land for prospective investors.
[PAs, for example, can accompany investors in their dealings with other government agencies,
or have direct involvement in identifying and providing available land.> Promptly providing
information to prospective investors about the nature, size and location of available land is
seen by some as a key ingredient for effective investment promotion (Ortega and Griffin 2009).
Case study 6 discusses land inventories in more detail.

Case Study 6: Land Inventories in Africa

In recent years, a number of African countries have undertaken national land inventories. For example, the
Tanzania Investment Centre is setting up a “land bank,” identifying land suitable for allocation to incoming
investment. In Mozambique, following growing demand for land for biofuels, in 2008 the government carried
out a land inventory at a scale of 1:1 million. It showed that the country has about 7 million hectares available
for allocation to land-based economic activities (a smaller area than was expected).

Sources: Nhantumbo and Salomao, forthcoming; www.tic.co.tz, accessed 10 December 2010.

Taking Existing Land Use into Account

When developing land inventories and identifying land that may be used for FDI, host govern-
ments need to ensure that all existing forms of land use are properly acknowledged and pro-
tected. Concepts such as “idle” land often neglect the fact that local people may have occupied
that land for many generations, but these local land rights may not be formally recognized,

or existing resource uses may not be perceived as “productive” by the government. These
perceptions about productivity are not necessarily backed up by economic evidence, and low-
productivity uses may still play an important role in local livelihood and food security strategies
(Cotula et al. 2009). In many societies, land also has an important non-economic value, provid-
ing the basis for social identity and relations, traditional ways of life and the collective sense of
justice.

*See, for example, Cotula et al. 2009; Nhantumbo and Salomao, forthcoming; Smaller and Mann
2009; UNCTAD 2009b; and http://farmlandgrab.org/, accessed 23 February 2011.

®>The Tanzania Investment Centre, for example, identifies and directly provides land to investors.
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Tenure Security

Secure local land rights are a key to ensuring that local communities are not arbitrarily
deprived of the land they depend on for their livelihoods, and have an asset in negotiations
with prospective investors. Historically, secure land rights have been pursued via individual
titling. However, it is now recognized that one-size-fits-all solutions of individual titling and
ownership are too simplistic and, in many cases, counterproductive. Tenure security can be
significantly improved through collective registration and protection of customary land rights,
even if land ownership ultimately remains vested with the state (Cotula, Toulmin and Quan
2006). In Africa, the past 15 years have witnessed a wave of legal reforms to improve tenure

security (see case study 7).

Institutional Preparedness for Land Investment

As with FDI in general, certain institutional structures need to be in place before host govern-
ments are able to effectively manage land investments. This is exemplified in case study 8.

Case Study 7: Protecting Customary Land Rights in Africa

Acknowledging the shortcomings of the law in protecting the interests of their rural majorities, some coun-
tries have recently taken steps to strengthen the protection of local land rights, including customary rights—
even where land is state-owned or vested with the state in trust for the nation.

B In Mali, while post-independence legislation abrogated customary rights, the Land Code (Code Domanial
et Foncier) of 1986 and its successor of 2000 legally recognize customary land rights and grant them some
legal protection (Articles 43-48 of the Land Code 2000).

B Mozambique’s Land Act 1997 reaffirms the principle of state ownership over land but protects “rights of
use and benefit,” which are acquired either on the basis of customary law or through good-faith occupa-
tion for at least 10 years. Legally defined “local communities” can register their collective land holdings,
including rights based on customary law.

®m Similarly, customary land rights on “communal land” are legally protected under Namibia’s Communal
Land Reform Act 2002 (Article 19(a)).

B Tanzania’s Village Land Act 1999 states that customary rights of occupancy have “equal status and effects”
to statutory rights (Section 18(1)).

B In Uganda, while the Land Reform Decree 1975 made customary landholders tenants at will of the state,
the 1995 Constitution and the 1998 Land Act (as amended) protect customary land rights.

However, even in these cases legal protection may be conditional to “productive use” Also, in some coun-

tries customary rights are only protected as lesser forms of legal entitlement, which can be “upgraded” into
ownership through the formal land titling procedure (for example in Mali). In some jurisdictions, the actual
legal protection granted to customary rights remains vague and incomplete. In Mali, for instance, the Land
Code 2000 devotes only a few provisions to customary rights (Articles 43-48), and the implementing decree
required to regulate the procedure for recording and taking these rights has not yet been adopted. Finally, a
lack of political will to implement the legislation adopted may undermine even the most innovative legisla-
tive reforms.

Sources: Cotula et al. 2009; Cotula, Toulmin and Quan 2006.
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Case Study 8: Managing Land Investment in the Lao People’s Democratic Republic

In recent years, the Lao People’s Democratic Republic has embraced FDI as a source of economic develop-
ment. Subsequently, the country’s FDI inflow has grown significantly, particularly in agriculture, hydropower
and mining.

However, an overall lack of investment management, particularly regarding land allocation, has hindered this

progress. Underlying causes include the following:

® Unclear roles and responsibilities of numerous government agencies involved in land allocation, at both
national and provincial levels

® Lack of coordination and information flows between these agencies

A degree of incoherence between laws governing the work of these agencies, such as the Law on Land,
the Law on Forestry and the Law on Agriculture

B Lack of comprehensive and centralized land cadastre, which has resulted in incidents where the same plot
of land was allocated to two different investors or to two different uses (for example, agricultural planta-
tions being located on future mineral exploitation sites)

® Lack of up-to-date information on the state of the nation’s natural and social environment

Appreciating the importance of a centralized land information system, the National Land Management
Authority is now developing a geographic information system (GIS)-based database that would provide com-
prehensive information on all land-based concessions, including investment licenses, contractual agreements
and concession boundaries (mining, agriculture, forestry). The database will be used to monitor existing

concessions and for future allocations.

Truck loaded with sugar cane heading for the Lao People’s Democratic Republic—China border. Courtesy Cameron Higgins.

Sources: ADB 2006; Pommier 2009; Ramboll Natura 2008; Shi 2008.

4. Investment Approval and
Contract Negotiation

his chapter focuses on approval and contract negotiation of individual investment pro-

jects. It shows that flawed investment approval procedures and contract negotiations

can lead to socio-economic and environmental outcomes that are detrimental to local
communities, to the host country more widely, and to investors themselves (for instance, failed
projects due to local conflict).

Key Findings and Best Practices

B Thorough assessment of proposed investment projects is essential to ensuring their economic
viability. Proposed projects should be subject to state-of-the-art feasibility studies as well as social and
environmental impact assessments (conducted by host governments or project proponents). Formal con-
sultations with local communities are important in gauging local aspirations and priorities, and ensuring
local support for the project.

B Host governments need to ensure that contracts with private investors maximize benefits for host
countries. Issues to be addressed include clearly defined and enforceable work programmes and financial
commitments, creation of direct and indirect employment, transfer of technology, welfare of local com-
munities, maximization of revenues and optimization of their distribution over time, local procurement
of inputs, environmental protection and dispute settlement mechanisms. A clear negotiation strategy, a
strong negotiation team, and political will can make a significant difference to the outcome of contract
negotiations.

B Host governments can also facilitate contracts between investors and local groups. These include,
for example, contract farming arrangements where villagers provide land and labour, and investors
contribute capital, technical know-how and market access. In these cases, effective collective action and
support from government or development agencies are important to help local groups address imbal-

ances in negotiating power.

® Transparency in project approval and contract negotiation, and public disclosure of government
contracts, can increase accountability and promote contractual terms that are in the public interest.
For major investment projects, parliamentary approval of deals negotiated by the government can also
increase public scrutiny. In these cases, parliamentarians need adequate time, information, expert assis-
tance and stakeholder input to make informed decisions.

= Industry-specific transparency schemes such as the Extractive Industry Transparency Initiative can
improve governance. They also send a clear signal to investors and international donors about the coun-
try’s commitment to greater transparency.
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4.1 Project Approval

The following procedures during the project approval process can promote desirable economic,
social and environmental outcomes:

B Proposal assessment and feasibility studies
B Social and environmental impact assessments

B Formal consultations with local and affected communities

Proposal Assessment and Feasibility Studies

Careful assessment of investment proposals by host governments is crucial in identifying costs
and benefits likely to be generated by the project. These include public revenues, employment
creation, linkages to the local economy, infrastructure development, and social and environ-
mental risks. Feasibility studies, in turn, are a key to ensuring that only economically viable
projects proposed by credible investors are allocated rights over natural resources. Govern-
ments may need to invest in their own capacity to undertake these tasks.

Impact Assessments

Proposed investment projects should also be subject to comprehensive social and environ-
mental impact assessments. Such assessments should cover all feasible project designs,
allowing host governments to make informed decisions if circumstances change and to avoid
“unexpected” environmental and social outcomes (see case study 9). If project circumstances
encounter significant change, new feasibility studies should be conducted before taking the
decision to go ahead with the new design.

Governments may need to invest in their own capacity to scrutinize impact assessments
prepared or commissioned by prospective investors. For example, it is reported that lack of
technical capacity in the Lao People’s Democratic Republic prevents provincial government
from reviewing the content of environmental and social assessments prepared by investors
(Pommier 2009).

Formal Consultations

Conducting formal consultations with local communities is important in gauging local aspira-
tions and priorities, and ensuring local support for the project (if it is approved). Lack of effec-
tive consultation is likely to lead to investor-community disputes and implementation difficul-
ties, possibly resulting in failed projects (Shi 2008).

Environmental and social impact assessments may involve interactions with local and affected
people. However, these are often scientific studies in which the subjects are passive respond-
ents. In countries such as Ethiopia and Madagascar, impact assessment procedures specifically
require consultation with communities—that is, eliciting and reporting their opinions. Consul-
tation requirements may also exist outside the framework of impact assessments; in Mozam-
bique, for example, they are built into land and forestry legislation (see case study 10).

While consultation provides voice for affected people within the process, it does not confer any
authority to veto or shape the terms of the investment. It therefore falls far short of consent. Its

4. Investment Approval and Contract Negotiation

Case Study 9: Comprehensive Environmental and Social Assessments of the Ok Tedi Mine

Located at Mount Fubilan in Papua New Guinea’s
(PNG's) Western Province, the Ok Tedi mine
produces copper, gold and silver concentrate
for export. The mine has been operated by Ok
Tedi Mine Limited since its opening in 1984; it

is scheduled for closure in 2013. The company

is one of the world’s largest copper producers,
and has made a significant contribution to PNG’s
economy in terms of revenue, foreign exchange

earnings, employment and infrastructure.”

1 J However, Ok Tedi Mine Limited is more famous
OK Tedi River at Tabubil, Western Province, Papua New Guinea.
Courtesy CMCA Review. than its economic contribution. Since the begin-

for its negative environmental and social impact

ning of its operations, the company has been
discharging millions of tons of waste rock and mine tailings into the Ok Tedi tributary of the Fly River every
year. Environmental and social consequences have been well-documented, and include the following:

B Over-bank flooding (due to build-up of waste on the river bed) blanketing forests and gardens with fine
mud, smothering vegetation and contributing to forest dieback

B Consequent alteration of the riparian environment and loss of fish habitat, leading to animal migration
and a dramatic decline in numbers and diversity of fish

B Consequent erosion of traditional subsistence lifestyles of indigenous communities along the Ok Tedi and
Fly rivers, with villagers forced to hunt and fish over large distances, and some forced to relocate

Although some sand dredging has been taking place in the lower Ok Tedi region since 2002, this waste
disposal technique continues to this day. An examination of the investment approval process for the mine
provides insight into how this project came into existence.

The original project design (as envisaged in the feasibility studies) included a tailings dam and a stable waste-
rock dump to protect the river. Notably, environmental and social impact assessments of the project were
based on this single alternative, rather than examining a range of options. As a result, the studies concluded
that impacts on the river, terrestrial resources and downstream communities would be insignificant, and
suggested that downstream communities and their resources did not require monitoring during the life of
the project. When a landslide halted the work on the construction of the tailings dam, the PNG government—
unaware of likely social and environmental consequences—waived the requirement for a dam, hence allow-
ing the mine to go into production without the environmental protection agreed upon.

Another major shortfall of the feasibility studies and impact assessment was the lack of geological assess-
ment of the project area, which contributed to the failure of the tailings dam and the dump site. Townsend
and Townsend (2004, 20) suggest that “had adequate geotechnical investigation preceded the attempt to
build the Ok Ma tailings dam and the dumping of waste rock, the environmental history of the project might
have been very different.”

Sources: www.oktedi.com, accessed 12 December 2009; Townsend and Townsend 2004; UNDP et al. 2003.

“Between 1984 and 2007, Ok Tedi Mine Limited contributed an estimated 2.9 billion kina ($1.1 billion) to the economy of
Western province. In 2007, its operations accounted for 22.9 percent of PNG’s gross domestic product (GDP) and 32 percent
of PNG's exports, while employing 2,000 people. The company “has effectively taken on some functions of the local govern-
ment”in the Western Province, constructing and operating infrastructure such as the airstrip, power and water supplies,
hospitals and a local road network (UNDP et al. 2003, 195).
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Case Study 10: Local Consultations in Mozambique

Although all land in Mozambique is formally state-owned, the Land Act 1997 requires prospective investors
to consult legally defined local communities before receiving a land lease from the government. In other
words, local users and investors are expected to negotiate terms and conditions under which local users may
benefit from the investment. In addition, local communities are meant to receive 20 percent of the public
revenues generated by forestry and wildlife projects on their land.

Overall, the implementation of this legislation has fallen short of expectations. In many cases, consultation
processes only involved customary chiefs and local elites. In some cases, the consultation did not take place
at all. Even where consultation takes place as required, communities lack the bargaining power and technical
skills to negotiate with foreign investors on an equal footing. However, in the cases where external organiza-
tions supported local people, outcomes improved (for example, negotiations for community joint ventures in
tourism are underway in several locations).

Source: Tanner and Baleira 2006.

effectiveness can also be undermined by poor information flows to communities and by local
elites capturing the consultation process.

4.2 Negotiating Investment Contracts

Host governments can enter into investment contracts with individual investors. The extent
to which the negotiation of these contracts can shape the investment project varies between
countries and sectors. In some countries, national legislation provides detailed rules as well
as model contracts to be used as a starting point for negotiations; in these cases, negotia-
tions tend to focus on fiscal matters. At the other end of the spectrum, some contracts are
wholly negotiated between the parties and provide much of the legal regime governing the
investment.

Maximizing Benefits for the Host Country

Host governments need to ensure that project agreements with private investors are struc-
tured to maximize benefits for host countries. Issues that should be addressed include clearly
defined and enforceable financial commitments, creation of direct and indirect employment,
technology transfer, provision of infrastructure for local communities, revenue generation, local
procurement of inputs, environmental protection and dispute settlement mechanisms. Case
study 11 illustrates how these issues were addressed in Zambia’s copper industry.

At the same time, host governments should be aware of the investor’s concerns, in order to
avoid a breakdown of negotiations. They should also ensure that provisions of investment con-
tracts are not in conflict with international trade rules, and environmental, labour and interna-
tional investment agreements to which the country is party.'

' These aspects cannot be treated in depth here, but are covered in a 2010 International Institute for
Environment and Development guide on negotiating investment contracts to maximize sustainable
development outcomes (Cotula 2010).

4. Investment Approval and Contract Negotiation

Case Study 11: Negotiating Privatization of Zambia’s Copper Mines

Privatization of
Zambia's copper
industry in 1990s led
to significant invest-
ments in mines by
new owners and
subsequent industry
revival. However, the
so-called “develop-
ment agreements”
between the
Government of the
Republic of Zambia
(GRZ) and private
investors have been

- P

Copper ore treatment plant, Ndola/Copperbelt, Zambia. © Cordier Sylvain/BIOSphoto/Still Pictures.

criticized by various
stakeholders.

As part of the privatization process, the investors were able to negotiate 20-year legal stability contracts
which contained special fiscal terms for their operations. In hindsight of strong copper prices, these terms
have been criticized as too generous, with GRZ missing out on significant revenue. Critics suggest that GRZ
should have retained a larger stake in the industry, waited until copper price picked up before selling, or
negotiated more favourable price-participation agreements.” As a result, there is growing pressure on GRZ
and investors to renegotiate the terms of the agreements.

At the peak of its operations, government-owned Zambia Consolidated Copper Mines provided significant
infrastructure and services in mining towns. These included construction and maintenance of schools and
hospitals, and provision of housing, sanitation services, electricity and water. According to numerous sources,
new foreign owners have shown significantly less interest in providing similar infrastructure and services,
instead considering it a function of the government. GRZ, in turn, has not been able to adequately fill the gap.
Subsequently, mining towns face serious health and environmental problems, including lack of waste collec-
tion systems and outbreaks of cholera and typhoid.

Sources: Boocock 2002; World Bank 2007.

A number of mining companies have agreed to price-participation agreements, under which the host government would
receive an increased share of sales from companies in which it held shares once copper exceeded a certain price, and once
the company concerned began to pay a dividend (World Bank 2007).

Implementing a Negotiating Strategy

A clear negotiating strategy by the host government can make a significant difference to the
outcome of negotiations. This strategy should include the following:

B Identification of the key sustainable development objectives to be pursued
B [dentification of likely expectations of the other party
B Identification of areas where concessions and compromises are possible

B A plan for the flow of negotiations and negotiation tactics (Cotula 2010)
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As is the case with IIAs, negotiation of a successful contract with private investors requires offi-
cials to have sound legal expertise and negotiation skills. This is highlighted in case study 12.

Case Study 12: Contract Negotiation in Liberia

The renegotiation of a number of mining and agricultural concessions in Liberia in 2006 illustrates the differ-
ence that investing in the government’s capacity to negotiate can make. An independent evaluation of this
renegotiation noted significant improvements in the terms of the contracts—namely, an increase in public
revenues, requirements to source labour, goods and services locally, and the relocation of certain process-
ing activities to the host country. Determined political will at the highest level, a clear negotiating strategy,
a strong negotiating team within an influential government institution, and world-class external legal and
other advice were all crucial to this outcome.

Source: Kaul, Heuty and Norman 2009.

Contracts between Investors and Local Groups

Governments may also facilitate direct contracts between investors and local groups. However,
it is important to ensure that contractual arrangements are economically viable and agreed

to by both parties (as seen in case study 13). Effective collective action by the local govern-
ment and support from development agencies can also help local groups address unfavourable
imbalances in negotiating power.

Case Study 13: Choosing the Right Contract Model—Experience in Northern Lao People’s
Democratic Republic

Provincial governments in Bokeo, Luang Namtha
and Oudomxay in the Lao People’s Democratic
Republic officially promote a contract farming
arrangement for agricultural plantations, with
villagers providing land and labour; and inves-
tors contributing capital, know-how and market
access. However, research shows that “the model
all too often dissolves into concession-type
arrangements where companies are responsible
for the entirety of plantation management for
the first several years and villagers contribute

i o only land, in exchange for 30 percent of the
Sugar cane farming, Muang Sing, Lao People’s Democratic Republic. £t re plantation and current wages (if they also
Courtesy Cameron Higgins. .

choose to work for the company as laborers)” (Shi
2008, 3). This is mainly due to the fact that rubber plants take seven to eight years before yielding any income,
with villagers not able or not willing to contribute years of uncompensated labour (preferring to be paid

wages instead). In certain cases, contract farming arrangements have fallen apart altogether.

The provincial governments recognize the potential risks of such systems, and are seeking to address them.
The government of Luang Namtha, for example, is carrying out assessments for developing “model contracts”
to be followed in future negotiations.

Source: Shi 2008.

4. Investment Approval and Contract Negotiation

4.3 Transparency

Public Disclosure of Investment Contracts

Contracts between host governments and private investors are not simply commercial trans-
actions. They are also tools for public policy which affect the livelihoods and environments of
many. Transparency in project approval and contract negotiation, and public disclosure of gov-
ernment contracts—without disclosing genuinely confidential commercial information—can
increase accountability and reduce the likelihood of future disputes and allegations of corrup-
tion (as exemplified in case study 14).

Case Study 14: Transparency in Privatizing Zambia’s Copper Industry

As discussed in case study 11, privatization of Zambia’s copper industry in the 1990s led to significant invest-
ments in mines by new owners and to industry revival. However, interviews conducted by the World Bank in
2007 showed that the negotiation of agreements between the government and private investors was widely
perceived to have been an “opaque process.” Several government stakeholders felt that the secrecy surround-
ing the negotiations “was so significant that it continued to make it very difficult for anyone to trust either the
government agencies or the companies operating in the sector” (World Bank 2007, 14). A number of compa-
nies also recognized that the secrecy of the negotiation and implementation processes created an impression
of a lack of transparency and accountability. Civil society groups, on the other hand, argued that the lack of
transparency of the mining development agreements was a tool which allowed political figures and govern-
ment officials to engage in corruption.

Source: World Bank 2007.

Public disclosure of contracts can also promote contractual terms that maximize the public
interest. Firstly, transparency can increase pressure for more balanced contracts because the
parties can be held accountable for commitments made. Secondly, a pool of publicly available
contracts can be a powerful way of strengthening the negotiating capacity of host govern-
ments, by illustrating different contractual options available (Rosenblum and Maples 2009).

Parliamentary Approval of Investment Contracts

Parliamentary approval of major Investment projects negotiated by the government can
increase public scrutiny. It can also provide greater safeguards for investors, as the contract in
effect becomes an Act of Parliament. Parliamentary approval is already a legal requirement for
natural resource contracts in some countries.?

However, some conditions need to be in place for this mechanism to enable genuine scrutiny.
In order to make well-informed decisions, parliamentarians need adequate time and informa-
tion, as well as technical assistance from experts in the field. Politicians may also consider
using parliamentary processes as a forum for public debate, for instance by inviting civil
society organizations to express their views on proposed contracts. Finally, for parliamentary

?For example, Ghana’s Constitution of 1992 (Chapter 21, Section 268) states that any contract for the
exploitation of natural resources of Ghana shall be subject to ratification by Parliament (Ghana Review
International 2010).
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scrutiny to be robust, parliamentarians should be able to propose amendments to the contract,
rather than making a “take-it-or-leave-it” decision.

Industry-Specific Transparency Schemes

Transparency in contracting and in multi-stakeholder dialogue can be improved by industry-
specific transparency schemes. For example, the Extractive Industry Transparency Initiative
(EITI) requires member companies and governments to publish figures on revenues generated
by extractive industry projects.” From a host-country perspective, joining initiatives like EITI
can improve the investment climate (by sending a clear signal to investors and international
donors about the country’s commitment to transparency), strengthen accountability and good
governance, and promote greater economic and political stability.

www.eiti.org, accessed 28 February 2011.

5. Law Enforcement and
Monitoring of Investment
Projects

his chapter analyses how the host government’s monitoring of investors’ compliance
with relevant laws and project contracts can influence the economic, social and environ-
mental outcomes of FDI projects.

5.1 Impact of Poor Law Enforcement and Monitoring

It is widely accepted that investment projects can have negative economic, social and environ-
mental outcomes if relevant laws and regulations are not enforced and monitoring is neglected
by host authorities. These outcomes can include the following:

| FOI‘GgOI’lC government revenue

B [nadequate benefits to local communities

Key Findings and Best Practices

® Law enforcement and project monitoring should be a high priority for host authorities. FDI projects
are likely to have negative economic, social and environmental outcomes if relevant laws and regulations

are not enforced and monitoring is neglected.

m Lack of law enforcement and monitoring can be caused by various factors. These include the lack of
resources and technical capacity of government officials, high levels of corruption, ineffective coordina-
tion between responsible authorities, lack of clear laws and regulations, and hesitance to impose sanc-
tions due to fear of investor withdrawal. Host governments have the responsibility of identifying these
underlying causes, an essential step in designing effective solutions.

B Measures to address shortcomings in law enforcement and monitoring are inevitably context-
specific. They may include establishing new regulatory agencies, improving the structure and mandate
of existing agencies, separating regulatory and commercial functions to prevent regulatory capture, and
addressing the lack of resources and human capacity.

® Voluntary third-party certification schemes can promote producer compliance with internation-
ally accepted social and environmental standards. However, governments must ensure that promoted
schemes do not create barriers for smaller-scale producers. The voluntary nature of third-party certifica-
tion means that it should not replace law enforcement.
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B High incidence of dispute between local communities and investors (sometimes leading to
project failure)

B Undue negative impact on the environment and natural resources

The need for effective law enforcement and monitoring is highlighted in case study 15.

Case Study 15: Lack of Environmental Oversight in Zambia’s Copper Industry

Prior to the 1980s, the environmental impacts of Zambia’s state-owned mining industry were largely
unregulated, resulting in serious air and water pollution and soil contamination. The handling of this 70-year
“environmental mortgage” was a key issue during negotiations with private buyers in the 1990s. The develop-
ment agreements exempted the buyers from environmental liabilities related to the past activities, which
were deemed to be the responsibility of the Government of the Republic of Zambia (GRZ). Subsequently,
each buyer was expected to prepare an environmental management plan (EMP) to address its environmen-
tal obligations; in counterpart, GRZ was to prepare an EMP indicating how it would address the liabilities
excluded by the investor. Development agreements also allowed companies to defer compliance with any

new environmental regulations.

A 2003 report by the World Bank highlighted the weak capacity of Zambia’s regulatory bodies (specifically,
the Environmental Council of Zambia and the Mines Safety Department) in implementing environmental
regulations. The report argued that, as a result, GRZ would “play from a weak hand” when negotiating, review-
ing and monitoring the implementation of investors'EMPs, with consequent negative environmental and
social outcomes:

Poorly negotiated EMPs are equivalent to handing out pollution credits, thus further shifting the environmental and

social costs of pollution from the investors to GRZ. Poor public disclosure of EMPs can lead to misunderstandings or

social conflict. Poor monitoring and enforcement will inevitably result in lax implementation of agreements. Without

e u,

a dramatic increase in the [government] capacity... to effectively control pollution, the mining sector’s “environmen-

tal mortgage” will continue to accrue.

Sources: Boocock 2002; World Bank 2003.

5.2 Identifying Causes

Shortcomings in project monitoring and law enforcement can be caused by a number of fac-
tors, which need to be identified in order to design the most effective remedies. These include
the following:

B Ineffective coordination between different agencies responsible for law enforcement and
monitoring

B High levels of government corruption
B Lack of resources and technical capacity of government departments
B Lack of clear laws and regulations

B Non-application of sanctions for non-compliance

5.3 Designing Solutions

Measures to address the lack of law enforcement and monitoring are inevitably context-spe-
cific. A number of options are discussed below.

5. Law Enforcement and Monitoring of Investment Projects

Improving Regulatory Structures

Establishing dedicated host-government units is one option for improving project monitoring
and law enforcement. These units must have strong expertise and high-level political backing
for managing investment contracts, collecting revenues, monitoring implementation and penal-
izing non-compliance.

Improving the performance of existing regulatory agencies is another option. For example,
a national environment protection agency can monitor compliance with environmental leg-
islation—but only if it has a clear mandate to do so, as well as adequate resources to access
required information and sanction violations (Cotula 2010).

Establishing a clear division of responsibilities between authorities responsible for monitoring,
and improving information sharing (particularly between different levels of governments) is
important. For example, a study of investment management in the Lao People’s Democratic
Republic’s Savannakhet province found that district authorities were often not provided with
copies of the investment contracts by provincial authorities, preventing them from effectively
monitoring compliance and dealing with disputes. Consequently, there was evidence of inves-
tors failing to provide villagers with compensation stipulated in the contracts (Pommier 2009).

It is also important to protect monitoring agencies from regulatory capture. For instance, if a
national oil company has both regulatory functions and commercial duties (as an equity holder
in an oil project, for example), there may be the risk that it does not scrutinize the project as
thoroughly as it should. Separating commercial and regulatory functions may be a useful way
of addressing this problem (Cotula 2010).

Addressing Lack of Resources and Human Capacity

Monitoring authorities require technical skills to review the content of environmental and social
assessments prepared by investors. They also require financial, physical and human resources
to conduct on-site audits and deal with disputes. Measures to address this may include increas-
ing the budgets of these authorities and improving the performance of domestic educational
institutions (see case study 16).

Ensuring Application of Sanctions for Non-Compliance

National laws commonly enable the host government to impose sanctions if the investor does
not comply with investment plans. These can include fines and suspension or withdrawal of
land or resource rights. For example, under Mozambique’s Land Act 1997 land allocations are
subject to compliance with the investment plan within two years (for foreign investors) or five
years (for domestic investors); in both cases, non-compliance entails termination of the land
lease, while compliance guarantees a definitive title for 50 years (renewable).

In practice, however, provisions of this kind are rarely enforced. Causes for this can be numer-
ous, including the host government’s lack of capacity to monitor investor’s compliance, lack
of clear mandate for any particular agency to enforce sanctions, or fear of discouraging other
investors or facilitating investment withdrawal (Pommier 2009). However, cases of land with-
drawal from agricultural investments that failed to deliver on their promises do exist, as illus-
trated by the recent cancellation of a land lease for a 30,000-ha biofuel project in Mozambique
(Nhantumbo and Saloméao, forthcoming).
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Case Study 16: Papua New Guinea Forestry Enforcement and Monitoring—Impacts of
Limited Capacity

The lack of effective law enforcement and moni-
toring is widely recognized as a major obstacle
to sustainable forest management in Papua New
Guinea (PNG). Ongoing problems include the
following:

Unsatisfactory monitoring and reporting

by the Papua New Guinea Forest Authority
(PNGFA) on legal compliance of logging opera-
tions and development projects

Transport of tropical wood. © Jochem Wijnands/Lineair/Still
the Department of Environment and Conser-  pictures.

Unsatisfactory monitoring and reporting by

vation (DEC) on forestry companies’ compli-
ance with their environmental responsibilities

Inadequate resolution of disputes between landowners and forestry companies by Provincial Forest Man-
agement Committees (a division of PNGFA)

Unsatisfactory management of protection areas by DEC (including Wildlife Management Areas declared
under the Wildlife Act)

The causes are primarily related to lack of staff, training and resources for responsible agencies:

Lack of physical and human resources at PNGFA and DEC. PNGFA suffers from inadequate staff levels
and lack of equipment and infrastructure (such as transportation) for its field staff. The resource problems
of DEC appear to be even greater, with very few staff stationed in the field and a minimal presence at the
provincial level. A 2006 mission by the International Tropical Timber Organization noted that “the human
resources of both PNGFA and DEC, especially the field staff, appeared overworked, under resourced and,
therefore, not surprisingly, unmotivated” (ITTO 2007, iv).

Ineffective collaboration between PNGFA and DEC. A number of sources cite a weak institutional work-
ing relationship in field monitoring between the two bodies.

Lack of resources at forestry research and education institutions. There appears to be no meaningful
government funding for the PNG Forest Research Institute or the PNG University of Technology (the latter
being the only PNG university offering tertiary-level education in forestry science). This has a negative
impact on the level of technical competence among PNGFA and DEC staff, particularly in emerging issues
such as climate change, carbon stocks and carbon trading.

Excessive complexity of PNG forestry laws and procedures. It has been suggested that the laws
governing the sector contain far more steps and complexities than necessary. For example, the current
government process for approving a logging operation consists of 34 steps. Given the resource problems
identified above, unnecessary procedures and administrative constraint further diminish the performance
of PNGFA and DEC.

Sources: FAO 2009a; ITTO 2005, 2007; National Parliament of Papua New Guinea 1991; PNGFA 2009.

5. Law Enforcement and Monitoring of Investment Projects

5.4 Third-Party Certification: An Alternative to Government
Monitoring?
Since the 1990s, voluntary third-party certification initiatives have emerged in a number of
primary industries.! This process has been primarily driven by non-governmental organizations
and consumers in developed countries, in response to what they perceive to be inadequate
labour and environmental regulation in producer countries. In addition, certification has been
embraced by certain TNCs seeking to ensure desirable characteristics of their products (includ-
ing quality, environmental friendliness, safety, reliability and efficiency) (ISO 2010)

Compliance with social and environmental standards stipulated by certification schemes has a
number of potential costs and benefits for producers.

Depending on the certification standard in question, producer benefits may include the
following:

B Securing market segments by targeting environmentally and socially conscientious consumers

Rationalization of production, increased productivity and reduced input cost

Improved management of the supply chain

Improved corporate image of the company

Improved management of natural resources on which farmer livelihoods depend

Improved relations with the local community and workers unions

Reduced worker turnover, absenteeism, accident and sickness rates (Liu 2009; Arias et al.
2003)

Costs of certification depend on the certification requirements and the initial mode of pro-
duction. These may include the following:

B Increased labour input and lower yields (if switching to organic farming)

B Increased overhead costs of developing internal control systems, undertaking record keep-
ing, and employing extra accounting and management staff (Liu 2009)

B Increased overhead costs of compliance with additional environmental requirements such as
non-conversion of primary forests and integrated pest management and waste management

B Cost of the certification process (including the cost of audits by the certification body)

It should be noted that the cost of required institutional and organizational changes is likely to
marginalize small-scale producers and contract farmers.

Host governments need to consider these factors for the industry in question before taking any
steps in promoting certification. Furthermore, the voluntary nature of third-party certification
means that it should not replace government efforts to improve the quality and enforcement of
its environmental and labour laws. The impact of third-party certification on the Latin Ameri-
can banana industry is described in case study 17.

'Some of the better-known international initiatives include the Forest Stewardship Council and the
Programme for Endorsement of Forest Certification Schemes (forestry), the Roundtable on Sustainable
Palm Oil (palm oil production), the Round Table on Responsible Soy Association (soy production), and the
Marine Stewardship Council (fisheries).
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Case Study 17: Third-Party Certification in the Banana Industry

Bananas are the world's most exported fresh fruit, both in volume and value. The perishable nature of
bananas means that exporting requires a close control of the entire supply chain at all stages (from produc-
tion to retail sale). Consequently, the banana trade has historically been dominated by a small group of large
TNCs controlling the production, packing, shipping, importing and ripening processes. Latin America and the
Caribbean dominate international trade, accounting for 70 percent of global exports in 2006.

Since the 1990s, the environmental and social impacts of the industry have been under scrutiny from non-
governmental organizations, the media, and, ultimately, retailers, consumers and shareholders. In response,

TNCs have gradually turned to voluntary third-party certification schemes.

Organic agriculture, fair-trade, Rainforest Alliance, SA8000 and 1ISO14001 certification schemes have been
the most significant for the banana trade in terms of quantities certified. These schemes vary in their scope,
requirements and benefits offered. Only organic agriculture, fair-trade and Rainforest Alliance schemes offer
product labelling, and hence have the potential to attract price premiums. Sales of bananas certified under
these standards have expanded rapidly since the late 1990s, and accounted for nearly 15 percent of global

banana exports in 2007 (with a value of almost $3 billion).

P A B P ot

Banana plantation, Village Koyali, Gujarat, India. Courtesy Vasant Dave.

A 2009 study found that organic- and fair-trade-certified bananas receive price premiums of up to 50 percent
(with large country-level variations). However, a relatively small share of the premium accrued to the export-
ing country, with retailers capturing the largest share of the retail price. This was attributed to the bargaining
power of retailers, stemming from market oversupply and high level of concentration in the retail market.
The same study found that following a surge in agricultural commodity prices in 2007, “some organic farmers
have gone back to conventional farming as their product prices were too high for a majority of consumers”
(Liu 2009, 91).

For TNCs, the widespread uptake of certification has helped them reduce—but not completely eliminate—
criticism of their own plantations. The attention of human rights activists and environmentalists has instead
turned to their national suppliers (Human Rights Watch 2002).

Sources: Arias et al. 2003; BananaLink 2009; Human Rights Watch 2002; Liu 2009; UNCTAD 2009a.

Abbreviations and Acronyms

BIT
ASEAN
DEC
EITI
EMP
FDI
GRZ
[TIA

[PA
ITTO
LDC
PNG
PNGFA
REDD
RSPO
TNC
UNCTAD
UNDP
UNEP

bilateral investment treaty

Association of Southeast Asian Nations

Department of Environment and Conservation (Papua New Guinea)
Extractive Industries Transparency Initiative

environmental management plan

foreign direct investment

Government of the Republic of Zambia

international investment agreement

investment promotion agency

International Tropical Timber Organization

least developed country

Papua New Guinea

Papua New Guinea Forest Authority

reduced emissions from deforestation and forest degradation
Roundtable for Sustainable Palm Oil

transnational corporation

United Nations Conference on Trade and Development
United Nations Development Programme

United Nations Environment Programme
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Glossary

arbitration. A legal technique for the resolution of disputes outside the courts, where the par-
ties to a dispute refer it to a third party, which reviews the case and imposes a decision that is
legally binding for both sides.

bilateral investment treaty (BIT). An agreement between two countries for the reciprocal
encouragement, promotion and protection of investments in each other’s territories by compa-
nies based in either country. Treaties typically cover the following areas: scope and definition of
investment, admission and establishment, national treatment, most-favoured-nation treatment,
fair and equitable treatment, compensation in the event of expropriation or damage to the
investment, guarantees of free transfers of funds, and dispute settlement mechanisms (both
state-state and investor-state) (UNCTAD 2010c¢).

concession. Investment arrangement whereby land is transferred to investors who are then
responsible for all production activities (contrast with contract farming).

contract farming. Agricultural production carried out according to an agreement between
the investor and farmers. Typically, the farmers agree to provide agreed quantities of a specific
agricultural product, in accordance with quality standards and timelines determined by the
investor. In return, the investor commits to purchase the product and, in some cases, to sup-
port production through the supply of farm inputs, land preparation and provision of technical
advice (FAO 2010).

customary land tenure. Land tenure associated with indigenous communities and adminis-
tered in accordance with their customs, as opposed to statutory tenure (FAO 2002).

developed countries. Member countries of the Organisation for Economic Co-operation and
Development (OECD) (other than Mexico, the Republic of Korea and Turkey), plus the new
European Union member countries that are not OECD members (Bulgaria, Cyprus, Estonia,
Latvia, Lithuania, Malta, Romania and Slovenia), plus Andorra, Israel, Liechtenstein, Monaco
and San Marino (classification of the United Nations Statistical Office).

developing economies. All economies not listed as “developed countries” or “transition
economies” (classification of the United Nations Statistical Office).

economic diversification. The process by which a growing range of economic sectors
and industries are developed within an economy (e.g. manufacturing, agriculture, financial
services).

environmental impact assessment (EIA). An assessment of the intended and unintended
environmental consequences of a proposed investment project. The purpose of an EIA is to
ensure that environmental impacts are taken into account during project approval.

Glossary

expropriation. The seizure of private property by the state for public use or benefit.

extractive industries. Primary activities involved in the extraction of non-renewable
resources, such as mining, quarrying, dredging, and oil and gas extraction.

fair and equitable treatment. A standard of treatment in international investment agree-
ments that requires host governments to accord full or constant protection and security to for-
eign investments and not to impair the management, maintenance, use, enjoyment or disposal
of foreign investments by unreasonable or discriminatory measures (UNCTAD 2009b).

feasibility study. An assessment of the strengths and weaknesses of a proposed investment
project, including the opportunities and threats as presented by the environment, the resources
required, and the prospects for success.

foreign direct investment (FDI). Investment involving a long-term relationship and reflect-
ing a lasting interest and control by a resident entity in one economy (foreign direct investor or
parent enterprise) in an enterprise resident in an economy other than that of the foreign direct
investor (FDI enterprise or affiliate enterprise or foreign affiliate) (UNCTAD 2010a).

foreign-exchange balancing requirements. Host government policies stipulating that the
foreign exchange made available for imports should be a certain proportion of the value of for-
eign exchange brought in by the firm from exports and other sources (ITC/CS 1995).

greenfield investment. A form of FDI where a parent company starts a venture in a foreign
country by constructing new operational facilities, rather than taking over existing facilities
(commonly known as “mergers and acquisitions”).

international investment agreement (IIA). A treaty between two or more countries that
addresses protection, promotion and liberalization of cross-border investment (including FDI).
[1As include bilateral investment treaties, regional economic agreements with provisions on
foreign investment, and multilateral agreements with direct implications for FDI.

investment contract. A written agreement between a foreign investor and the host govern-
ment or a local community that (1) grants rights with respect to natural resources or other
assets controlled by the host government or a local community; and (2) is relied upon by the
foreign investor in establishing or acquiring a covered investment (UNCTAD 2004).

investment promotion agency (IPA). A government agency responsible for attracting
investment to a specific country, region or city.

joint venture. A business entity having the following characteristics: (1) the entity was estab-
lished by a contractual arrangement, with two or more parties contributing resources towards
the business undertaking; (2) the parties have joint control over activities carried out according
to the terms of the arrangements (UNCTAD 2010Db).

land cadastre. A comprehensive register of real property of a country. A cadastre commonly
includes details of ownership, tenure, location, dimensions, area and the value of individual
parcels of land.

land tenure. Rules, whether legally or customarily defined, among individuals or groups with
respect to land. Rules of tenure define how rights to use, control and transfer land are to be
allocated within a given society (FAO 2002).

land titling. A form of land reform in which private individuals or groups acquire formal
property rights for land which they have previously occupied informally or used on the basis of
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customary land tenure. Formal land titles have the potential to increase security of land tenure
and support development of land markets.

least developed country (LDC). The name given to a country which, according to the
United Nations, exhibits the lowest indicators of socioeconomic development of all countries

in the world. As of late 2010, the current list of LDCs consists of Afghanistan, Angola, Bangla-
desh, Benin, Bhutan, Burkina Faso, Burundi, Cambodia, the Central African Republic, Chad, the
Comoros, the Democratic Republic of the Congo, Djibouti, Equatorial Guinea, Eritrea, Ethiopia,
the Gambia, Guinea, Guinea-Bissau, Haiti, Kiribati, the Lao People’s Democratic Republic, Leso-
tho, Liberia, Madagascar, Malawi, Maldives, Mali, Mauritania, Mozambique, Myanmar, Nepal,
the Niger, Rwanda, Samoa, Sdo Tomé and Principe, Senegal, Sierra Leone, Solomon Islands,
Somalia, the Sudan, Timor-Leste, Togo, Tuvalu, Uganda, the United Republic of Tanzania,
Vanuatu, Yemen and Zambia (UN-OHRLLS 2010).

legal stability contract. A contract between an investor and host government which pro-
tects the investor from future adverse regulatory action that undermines their investment.
Legal stability contracts aim to attract investors by providing a higher degree of legal certainty
and stability.

local content requirements. Host government policies requiring investors to use a certain
proportion of locally made goods as inputs in their production process.

local procurement. The process of obtaining personnel, services, supplies, and equipment
from local (host country) sources.

low-income economy. An economy with 2009 per capita gross national income of $995 or
less (World Bank 2010).

middle-income economy. An economy with 2009 per capita gross national income between
$996 and $12,195 (World Bank 2010).

Millennium Development Goals (MDGs). Eight international development goals to be
achieved by 2015, as agreed to by all 192 United Nations member states. Goals include eradi-
cating extreme poverty and hunger; achieving universal primary education; promoting gen-
der equality and empowerment of women; reducing child mortality rate; improving maternal
health; combating HIV/AIDS, malaria, and other diseases; ensuring environmental sustainabil-
ity; and developing a global partnership for development (UN 2010).

minerals. Non-renewable, naturally occurring solid chemical substances used as raw materi-
als for production of a wide range of industrial and consumer goods. Minerals can be classified
into three main categories: (1) energy minerals (oil, gas, coal and uranium); (2) metallic miner-
als (iron ore, aluminium, copper, etc.); and (3) non-metallic minerals (industrial and construc-
tion minerals and precious stones).

natural resources. Resources occurring naturally within, and derived from, the environment.
These can be divided further into renewable resources (those that can be replenished or repro-
duced easily, such as water and forests) and non-renewable resources (those that exist in fixed
amounts, or are consumed much faster than nature can recreate them, such as metals, coal,
oil, gas).

non-renewable resources. See natural resources.

one-stop shop. A facility that offers a multitude of services to an investor during the invest-
ment approval service. A one-stop shop is based on the principle that investors can submit

Glossary

an investment application and receive a reply at the same place where the application was
submitted.

organic farming. A form of agricultural production that excludes or strictly limits the use of
manufactured fertilizers and pesticides, plant growth regulators such as hormones, livestock
antibiotics, food additives, and genetically modified organisms. Techniques used include crop
rotation, compost and biological pest control.

performance requirements. A specific category of host-country measures imposed on
foreign investors to act in ways considered beneficial for the host economy. The most common
ones relate to local content, export performance, domestic equity, joint ventures, technology
transfer and employment of nationals. The requirements can be mandatory (e.g. precondition
for entry or access) or voluntary (e.g. condition for obtaining an incentive) (UNCTAD 2004).

primary sector. A sector of the economy concerned with obtaining or providing natural raw
materials for conversion into commaodities. Industries in this sector include agriculture, agri-
business, fishing, forestry and extractive industries.

primer. A textbook that serves as an introduction to a subject of study.

production sharing agreement. A contract between a host government and an investor
(usually a resource extraction company) concerning what percentage of the extracted resource
each party will receive. The investor usually bears all exploration risks, development and pro-
duction costs.

regulatory capture. A form of government failure, where a state regulatory agency created to
act in the public interest instead acts in the commercial or special interests of the industry it is
charged with regulating.

renewable resources. See natural resources.

social impact assessment (SIA). An assessment of the intended and unintended social
consequences of a proposed investment project. The purpose of the SIA is to ensure that social
impacts are taken into account during project approval.

South-South. A term historically used by policy makers and academics to describe interaction
between developing countries.

special economic zone (SEZ). A geographic region with economic regulations which are
more free-market-oriented (and hence more conducive to FDI) than a country’s national laws
and regulations. SEZs cover a broad range of zone types, including Free Trade Zones, Export
Processing Zones, Free Zones, Industrial Estates, Free Ports, Urban Enterprise Zones and others.

technology transfer. The process whereby systematic knowledge for the manufacture of
a product, for the application of a process or for the rendering of a service is disseminated
(UNCTAD 2004).

tenure security. The certainty that a person’s rights to land will be recognized by others and
protected in cases of specific challenges. People with insecure tenure face the risk that their
rights to land will be threatened by competing claims, and even lost as a result of eviction (FAO
2002).

third-party certification. A system of standards and conformance which aims to pro-
vide consumers with assurance that products were produced in compliance with specified
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environmental or social standards. Third-party certification includes audits of company’s opera-
tions by independent certification bodies.

transnational corporation (TNC). Incorporated or unincorporated enterprises comprising
parent enterprises and their foreign affiliates. A parent enterprise is defined as an enterprise
that controls assets of other entities in countries other than its home country, usually by own-
ing a certain equity capital stake. An equity capital stake of 10 percent or more of the ordinary
shares or voting power for an incorporated enterprise, or its equivalent for an unincorporated
enterprise, is normally considered as the threshold for the control of assets (UNCTAD 2009b).

trade balancing requirements. Host government policies requiring imports to be equivalent
to a certain proportion of exports in the production process (ITC/CS 1995).

transition economies. Economies of South-East Europe and the Commonwealth of Inde-
pendent States (classification of the United Nations Statistical Office).

Key Resources

B Food and Agriculture Organization of the United Nations (FAO) Contract Farming
Resource Centre. www.fao.org/ag/ags/contract-farming/index-cf/en/ (accessed 28 Febru-
ary 2011). A “one-stop” site providing information and technical support on planning and
implementing contract farming operations.

H International Institute for Sustainable Development Model International Agree-
ment on Investment for Sustainable Development (2005). www.iisd.org/pdf/2005/
investment model int agreement.pdf (accessed 28 February 2011). A model investment
agreement which aims to promote foreign investment that supports sustainable develop-
ment, in particular in developing and least developed countries. The text is intended to be
adaptable to bilateral, regional and multilateral negotiations.

H International Institute for Sustainable Development Model International Agree-
ment on Investment for Sustainable Development—Negotiators’ Handbook (IISD
2005). English, Francais, Espafol. www.iisd.org/pdf/2005/investment model int hand-
book.pdf (accessed 28 February 2011). This publication provides both the text of the model
agreement and a commentary on each article. The aim of the commentary is to elucidate
key elements of the text from a policy or legal perspective, and to provide a sense of the
options or alternative approaches to issues raised by the text.

B Investment contracts and sustainable development: How to make contracts for
fairer and more sustainable natural resource investments (IIED 2010). http://pubs.
iied.org/pdfs/175071IED.pdf (accessed 28 February 2011). This guide discusses options to
structure investment contracts in ways that maximize the investment’s contribution to sus-

tainable development. The focus is on foreign investment in the natural resource sector and
on lower- and middle-income countries.

B Organisation for Economic Co-operation and Development (OECD) International
Investment website. www.oecd.org/department/0.3355.en 2649 34863 1 1 1 1 1.00.
html (accessed 28 February 2011). A forum for international co-operation, policy analysis
and advice to governments on how best to enhance the positive contribution of foreign
investment.

B United Nations Conference on Trade and Development (UNCTAD) InfoComm—
Market Information in the Commodities Area. www.unctad.org/infocomm/anglais/
indexen.htm (accessed 28 February 2011). An electronic portal which provides profiles for
over 40 commodities, including information on market structures and innovations.
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A4

Key Resources

B UNCTAD Investment Policy Reviews. www.unctad.org/Templates/StartPage.

asp?intltemID = 2554 (accessed 28 February 2011). The reviews evaluate national legal,
regulatory and institutional frameworks for FDI. This includes FDI entry and establishment,
treatment and protection of investment, taxation, the business environment and sectoral
regulations. Strategic analysis and recommendations are also provided.

B UNCTADstat. http://unctadstat.unctad.org/ (accessed 28 February 2011). UNCTAD’s data
dissemination system, with focus on FDI and international trade.

B UNCTAD World Investment Reports. www.unctad.org/Templates/Page.
asp?intltemID = 1485&lang = 1 (accessed 28 February 2011). This annual publication covers
the latest trends in FDI around the world and provides and in-depth analysis of one selected
topic related to FDI and development.
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