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Introduction

An increasingly significant source of
capital for developing countries is
private foreign investment (PFl), the
subject of this edition of the Canadian
Development Report. Under what
conditions can PFI contribute to
economic growth and development,
raising living standards, and
facilitating poverty reduction?

It is clear that, in spite of falling
considerably from a peak of
US$285.1 billion in 1997, during
the past five years net private capital
flows have amounted to more than
combined net official flows (aid grants
and loans) and worker remittances,
the two other major sources (Table 1).

These capital flows are comparable in
magnitude with net merchandise trade
balances in recent years. (In 2001,
aggregate developing country export
earnings were US$1,500 billion and
imports US$1,341 billion.)

Private foreign investment is
financed by either debt or equity;
these “pure” forms of financing are
typically mixed in any single invest-
ment transaction. Debt financing may
be arranged through loans from
foreign banks, or sales of bonds to
foreign investors (“portfolio lending”).
Equity financing may form a signifi-
cant part of foreign direct investment
(FDI), whereby a foreign firm estab-
lishes or acquires a production facility
in a developing country; or it may

Table 1
(US $billions)

1999

Net capital flows to developing countries

2000 2001 2002 2003

Net private flows (debt+equity) 194.7

Net official flows (aid+debt) 429
Worker remittances 64.6
Merchandise trade balance 99.0

191.8 152.8 143.3 163.0
23.4 57.5 49.0 32.0
64.5 72.3 80.0 na

194.0 159.3 174.7 159.5

Source: World Bank, Global Development Finance, p.8, Table 1.1; p. 194 Table A.194.

Washington, DC, 2003.
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Table 2 Private capital flows to developing countries
(US$billions)
1999 2000 2001 2002 2003

Net Equity Flows:

Net FDI inflows 179.3 160.6 171.7 143.0 145.0

Net portfolio equity inflows 15.0 26.0 6.0 9.4 13.0
Net Debt Flows:

Bonds 29.6 17.4 10.1 18.6

Banks -5.9 26 -11.8 -16.0

Others -1.8 -5.5 -7.0 -5.5

Net short-term flows -21.4 9.4  -16.2 -6.1

Source: World Bank, Global Development Finance, p. 8, Table 1.1. Washington, D.C., 2003

involve the purchase of shares in a
developing-country firm by foreign
investors (“portfolio equity”). It is clear
that FDI has constituted the bulk of
private capital inflows to developing
countries in recent years (Table 2).
Among the various categories of PFI,
this report puts emphasis on FDI,
because of many advantages over
“pure” debt financing. However, FDI
itself typically comes in bundles of
equity finance and borrowing. Indeed,
as Chapter 2 of this edition of the
CDR shows for a sample of seven
poor countries, almost two-thirds of
what is recorded as “FDI” is actually
financed through debt, particularly
intracompany loans, rather than “pure
equity finance.”2

There are several reasons why an
analysis of private foreign investment
is topical. First, there has been a veri-
table explosion in PFI, particularly
FDI, since 1990, providing a substan-
tial and growing proportion of invest-
ment in many developing countries,
including some of the poorest.
Second, most developing countries

have reversed earlier policies of
constraint, or even hostility, toward
foreign investment, common until the
1980s. Now, in contrast, they actively
seek and compete with each other for
PFI, often as part of economic reform
programs involving liberalization and
privatization. Third, while PFI flows
have exploded in the last decade, aid
flows have been almost stagnant due
to “donor fatigue,” fiscal constraints,
and growing questions about the
effectiveness of aid. Even though FDI
has fallen somewhat from its peak of
US$179.3 billion in 1999, it still
considerably exceeds net flows of

aid and loans from official sources
such as aid agencies and multilateral
banks, which peaked at US$57.5 bil-
lion in 2001.3 In turn, donors have put
growing emphasis on PFl to meet the
needs of developing countries for
external capital.

Fourth, there are mounting criticisms
of the impact of PFl on developing
countries because of instances of
corruption, environmental degrada-
tion, or armed conflict instigated by
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struggles over high-valued foreign
investments. Moreover, PFl often has
little impact on poverty reduction and
other fundamental objectives of devel-
opment, or worse, it undermines those
objectives. Nigeria, for example, has
received a significant amount of for-
eign investment in the oil sector, gen-
erating US$300 billion in oil revenues
over the past 25 years; yet its per capi-
ta income is still less than $1 a day.

Finally, the international policy
framework governing private invest-
ment flows is as yet rudimentary.
Unsuccessful attempts have been
made both in the Organisation for
Economic Co-operation and
Development (OECD) and at the
World Trade Organization (WTO)
(most recently at the Cancun meeting
in September 2003) to craft a multi-
lateral investment framework.
Multilateral organizations such as the
United Nations and the OECD, and
some industrial countries, encourage
“corporate social responsibility” on
the part of businesses contemplating
or undertaking investment in devel-
oping countries (for example, through
the Global Compact, discussed
below). But there is typically little
scope for enforcing such corporate
codes of conduct; guidelines are
voluntarily adopted by such
businesses and implemented on a
self-regulated basis.

In this edition of the CDR we
emphasize both the opportunities for,
and pitfalls of, private foreign invest-
ment particularly in the world’s
poorest countries,* because these are
the countries facing both the greatest
need for external resources and the
most formidable challenges of devel-

opment. Given the inadequacy of
foreign aid, and the difficulties of
domestic resource mobilization in
such countries, to what extent can PFI
fill the gap? Furthermore, how can PFI
help meet the fundamental objectives
of development (including poverty
reduction) and avoid contributing to
environmental degradation or armed
conflict? In other words, can PFl be
part of the solution rather than part of
the problem? These are the basic ques-
tions posed by this volume. We take
the view that while private foreign
investment can indeed be harmful, it
could instead, under the right circum-
stances, be helpful for development.
The challenge for developing coun-
tries, foreign investors, their home
countries, and international agencies
is to identify and implement policies
that prevent or mitigate harmful
impacts while greatly encouraging
positive impacts.

This introductory chapter sets out
the context for these questions and
some of the issues they raise for
national and international policy.
Chapter 2 examines the perception
and reality of private capital flows to
poor countries. On the basis of
investor surveys, the chapter presents
a description of what is happening
with respect to private foreign invest-
ment flows to poor countries, why it is
happening, and capacity-building
needs to manage such flows more
adequately. Chapter 3 is a case study
of a poor country—Tanzania—
presenting and analyzing data on PFI
flows, its impact, and the policy impli-
cations for the Government of
Tanzania, foreign investors, and
international agencies. Finally, the
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Statistical Annex presents updated
information on Canada’s relations with
the developing world.

The remainder of this introductory
chapter reviews recent events to help
explain why PFI has become so
prominent in current policy debates
about development. It then examines
the international framework for PFI,
and the rationale for increasing the
flow of PFI to the poorest countries.
Subsequently, it reviews criticisms
of PFl and some responses, and
concludes by drawing some policy
implications for developing and donor
countries, multilateral organizations,
transnational corporations, and private
foreign investors.

Background

The poorest developing countries do
not presently receive a large volume

Table 3 FDI stocks as a percentage of GDP

(2002)
Middle-Income Countries:
China 36.2
Brazil 52.1
Mexico 24.0
Poorest Countries:
Chad 78.4
Congo (Brazzaville) 69.5
Equatorial Guinea 92.8
Lesotho 75.3
Memo:
Developed Countries 18.7
Developing Countries 36.0
LDCs 23.4

Source: United Nations, World Investment Report 2003,

Table Bé6.

of private foreign investment
compared to other parts of the world.
FDI inflows are strongly skewed to
China and the more advanced devel-
oping countries (or advanced regions
of those countries). In contrast, Africa
and the least-developed countries
(LDCs)> tend to receive a small
proportion of total FDI flows. For
example, in 2002 China received
US$53 billion compared to

US$11 billion for the whole African
continent (down from US$19 billion
in 2001) and US$5.2 billion for the
49 LDCs (US$5.6 billion in 2001).6
(United Nations 2003: 9, 252). The
top 10 recipients of FDI over the peri-
od 1992-2001, in descending order,
were China, Brazil, Mexico,
Argentina, Poland, Chile, Malaysia,
Thailand, the Czech Republic, and
Venezuela, none of them among the
poorest developing countries.

However, the absolute magnitude
of FDI flows is not indicative of their
potential impact on individual devel-
oping countries. Relative to the size of
their economies as measured by gross
domestic product (GDP), the inward
stock of FDI in the LDCs as a group is
as significant as in Mexico, a middle-
income country. For China, the world’s
most populous country, an inflow of
US$53 billion is relatively less signifi-
cant than much smaller inflows can be
to very poor, more sparsely populated
countries, such as Chad, Equatorial
Guinea, and Lesotho. Similarly, the
stock of FDI relative to GDP is larger
in the Republic of the Congo
(Brazzaville) than in Brazil (Table 3).

Moreover, during the 1990s FDI
flows to the LDCs grew relative to
official development assistance (ODA),
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Table 4  FDI inflows and ODA flows to LDCs, 1990-99
(US$billions)
1990 1995 1996 1997 1998 1999
FDI inflows 0.6 2.0 2.3 3.1 3.9 5.2
Total ODA 16.7 17.2 14.1 13.0 12.6 11.6

Source: United Nations, FDI in Least Developed Countries at a Glance (New York and Geneva:

UNCTAD, 2003), p. 3.

as foreign aid declined. In 1990, FDI
was insignificant in both absolute and
relative terms; by the end of the
decade, ODA had declined by one-
third and FDI was almost half as large
(Table 4).

In the current decade, faced both
with diminishing ODA and FDI
inflows, developing countries, including
the poorest, are stepping up their
efforts to attract foreign investment
through further liberalization or
promotional measures. As a recent
UN report put it, “financial incentives
and bidding wars for large FDI
projects have increased as competition
intensified. Investment Promotion
Agencies, growing apace in recent
years, are devoting more resources to
targeting greenfield” investors and to
mounting after-care services for exist-
ing ones.”8

Private foreign
investment: The
opportunities

Private foreign investment, and partic-
ularly foreign direct investment, can
benefit developing countries in a

number of ways. As a source of
external capital for development, FDI
is focused on long-term returns, making
it more appropriate for developing
countries than short- or medium-term
debt, although, as mentioned, FDI can
be funded predominantly by debt
rather than pure equity, so it is hardly
immune to debt crises. Most of all, it
may provide access to the markets,
technology, and skills eagerly sought
by developing countries. There is
some statistical evidence that it
contributes to the economic growth

of host countries, although the
presence of other factors is important,
for example, the level of schooling.?

More generally, the impact of FDI
must be situated in the changing
global context of growth and develop-
ment, in which the creation and diffu-
sion of knowledge have become
central. “Knowledge” in this sense
refers not only to technical know-how
related to production (engineering,
design, R&D), but also to manage-
ment, industrial organization, and
institutional and international relation-
ships. The successful absorption and
adaptation of knowledge to the local
circumstances of developing countries
requires continuous learning to take
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place, particularly given increasingly
competitive and changing markets.
Accordingly, the level of schooling
may enhance the positive impact of
FDI on economic growth. The rapid
growth and development experienced
by East Asian countries is instructive.
Skills absorbed in earlier clusters of
FDI involving more basic technologies
were then applied to more complex
technologies imported with subse-
quent clusters. Hence, the contribu-
tion of FDI goes well beyond filling a
resource gap faced by developing
countries, by offering possibilities for
technological spillovers and learning,
and greater access to non-traditional
export markets.10

In other words, if the poorest devel-
oping countries emulated the experi-
ence of some East Asian economies,
FDI would facilitate a dynamic
process of learning, technological
absorption and rapid development. It
is true that only a few African coun-
tries have experienced some success
in this regard—Mauritius, Botswana
and, much more recently, Uganda, are
principal examples. Moreover their
rapid growth has so far been sustained
only over a few years, and is attributa-
ble to a number of factors, in addition
to inflows of FDI, including higher
domestic investment and growing
foreign trade.

Nonetheless, for the poorest coun-
tries, FDI could in the right circum-
stances present a range of potential
opportunities for future growth and
development. Such opportunities are
likely to vary considerably between
countries, depending on their particu-
lar circumstances. For example, as

many African countries are oriented
toward resource-based activities, most
of the FDI in these countries!! has
tended to flow into resource extrac-
tion. While FDI in resource extraction
has been associated with a number of
severe problems (more on this below),
countries that are hosts to such FDI
could foster diversification into down-
stream processing. Mining firms could
invest in metal processing facilities; oil
firms in petrochemicals; timber firms
in wood and paper products; and
agriculture-based firms in agribusiness.

In countries that are resource-scarce,
the opportunities are more likely to be
oriented toward serving the domestic
market (particularly for large coun-
tries) or the export market (for smaller
countries). Such countries could
benefit from FDI in the manufacturing,
construction and service sectors.
Whether in resource-related industries
or those oriented toward domestic or
export markets, FDI would help
provide employment (including skilled
jobs), stimulate demand for products
or services from local firms, generate
tax revenue, and help diversify the
economy and reduce dependence on
commodity production.

Thus, a strategy to attract FDI would
best be attuned to the particular needs
and potentials in each poor country,
focusing on its sectoral and market
opportunities. In turn, such a strategy
might be oriented toward FDI from
particular source countries and firms,
rather than a catch-all approach aimed
at attracting inward investment in gen-
eral. It would also need to be coordi-
nated with parallel strategies to invest
in infrastructure and, in education and
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skills upgrading, in order to facilitate
the activities of the foreign firms con-
sidering investment.12

Private foreign
investment:
The challenges

Notwithstanding its many real and
potential benefits, however, PFI

also presents a number of challenges
that can undermine or threaten
development objectives such as
poverty reduction, good governance,
political stability and environmental
sustainability.

To begin with, foreign investment is
meritorious only if it complements and
supports a country’s broader invest-
ment and development strategy. 3
Foreign direct investment can crowd
out domestic investment by driving
domestic firms out of business, espe-
cially if foreign firms engage in unfair
anti-competitive practices. In addition,
through intrafirm transactions of vari-
ous kinds (“transfer pricing”), trans-
national corporations can artificially
increase costs, lower profits and
thereby evade taxes or exchange
regulations in particular jurisdictions.
Such techniques can also minimize
the income share accruing to local
joint owners, or put pressure on host
governments and/or local trade
unions. Unfortunately, many develop-
ing countries lack effective tax audit
systems to monitor or police such
behaviour.'

Particularly important to developing
country hosts are the ability to raise

public revenues through taxation of
foreign affiliates; the creation or
expansion of skilled employment;
forging or enhancing linkages with
local enterprises; marketing, and
facilitating access for, exports; and
transferring technology. However,
when negotiating with companies or
with industrial countries, the poorest
countries are typically in a weaker
bargaining position than developing
countries such as China, Brazil, or
Mexico, which offer larger domestic
markets, more skilled workers, and
better infrastructure.

As Chapter 3 of this report
indicates, extremely poor developing
countries such as Tanzania also face a
challenge in attracting private foreign
investment to help the sectors and
regions most in need of capital. The
agricultural sector and rural areas are
typically home to the majority of the
poor in such countries. Yet FDI tends
to flow to urban areas and sectors that
are relatively better off. If a country
lacks the means to steer FDI toward
poor sectors and regions, it must
depend on “trickle-down” effects
whereby incomes and jobs created by
FDI in favoured sectors and regions
spill over, indirectly and eventually, to
the poor. Host countries can facilitate
the process of positive spillovers
through investment in education and
infrastructure to increase the employa-
bility of the poor and to forge linkages
between FDI and disadvantaged
regions and sectors.1>

A substantial proportion of PFI
flows into the resource extraction
sectors in the poorest countries (partic-
ularly for the production of oil, gas
and minerals) accounting for 65 per
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cent of all FDI in Africa during the
1990s. Dependence on oil exports has
not been kind to any developing
countries. Instead of growing out of
poverty, oil producers throughout the
developing world, from the Middle
East to Latin America, have experi-
enced development failure, with
plunging per capita incomes, corrup-
tion, authoritarianism, and violent
conflict. Indeed, Nigeria, sub-Saharan
Africa’s largest oil producer, has
performed worse in terms of basic
social indicators than the region as a
whole, illustrating what some critics
call “the paradox of plenty.”16

To make matters worse, some
resource extraction activity in the
poorest countries has been illegal and
involves the confiscation of natural
wealth by foreign agents. In June
2000, the United Nations Security
Council, alarmed by the ravages of the
civil war in the Democratic Republic
of the Congo, commissioned a panel
of experts to review the role of the
illegal exploitation of natural resources
in the conflict. The panel’s three
reports, the final one released in
October 2003, described the exploita-
tion of the Congo’s natural resources
as a form of “mass-scale looting.”

The reports indicated that at least
US$5 billion of the Congo’s assets had
been transferred to networks of politi-
cal, military and commercial interests,
involving Congolese elites, foreign
armies from Rwanda, Uganda and
Zimbabwe, and a number of foreign
companies. Moreover, the panel con-
firmed that the illegal exploitation of
resources was fueling the civil war in
the country, which had caused the
death of more than 3.5 million
Congolese.1”

10

There appears to be a growing
linkage between failed states, civil
conflict, and resource exploitation
(legal or illegal), particularly in Africa.
The poorer a country, the weaker its
state and economy, and the more
extensive its natural resource base, the
greater is its risk of civil war. Conflict
is also more likely in countries that
depend heavily on natural resource
exports, because rebel groups can
extort gains from this trade to finance
their operations. Civil wars now last
eight years on average, about twice as
long as those during the 1980s.
Global markets in both natural
resources and arms make rebellion
easier to finance and equip. Greed for
resources rather than grievance among
ethnic groups has been a principal
factor contributing to state failure and
civil war. Thus, diamonds financed the
UNITA rebel group in Angola and the
Revolutionary United Front in Sierra
Leone, while timber financed the
Khmer Rouge in Cambodia.!8

The link between resource exploita-
tion and violence in poor countries is
not a recent phenomenon, but dates
back to colonial days, as amply
demonstrated in the histories of the
Congo, the Sudan, Angola, Nigeria,
and Sierra Leone. National govern-
ments (including Canada’s) in which
resource-extracting companies in
question are domiciled, claim they
cannot do anything in order to curb
the behaviour of such companies, and
that international action is necessary.
But such action is hampered by the
absence of a legal framework to
monitor and sanction criminal,
inhuman, or illegal behaviour.19
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A North-South Institute study ques-
tioned whether resource exploitation
activities do in fact contribute to
poverty reduction and development in
the broadest sense, taking into
account the destructive social and
environmental impacts that such
activities sometimes inflict. Indigenous
peoples appear to be particularly
vulnerable to the negative impacts of
resource exploitation, largely because
they are not well equipped to enter
into dialogue and negotiations with
resource extraction firms. When
mining firms “consult” indigenous
communities as potential “stake-
holders” in a mining development,
they overlook—and sometimes
violate—both the traditional and
legal rights to development on their
lands, and are too apt to consider the
lack of objection to be equivalent
to “consent.”20

The international
framework

A comprehensive international legal
framework for private foreign invest-
ment does not as yet exist. During the
late 1990s the OECD's attempts to
draft a multilateral investment agree-
ment (MAI) met with considerable
opposition from civil society organiza-
tions and some governments, primarily
on the grounds that it would empha-
size the rights (rather than the obliga-
tions) of investors and the obligations
(rather than the rights) of host govern-
ments. The MAI was accordingly
abandoned by the OECD in 1998, but
debates persist as to the appropriate
balance between rights and obliga-

tions of investors and host govern-
ments. Subsequently at the global
level, efforts have been made by
developed and some developing
countries to include a multilateral
investment agreement under the Doha
multilateral trade round, but negotia-
tions stalled in September 2003 at
Cancun. However, the WTO had
already become involved because of
the impact on international trade of
many governments’ policies toward
investment in their countries.

The agreement on Trade-Related
Investment Measures (TRIMs) emerged
in 1995 from the Uruguay Round of
multilateral trade negotiations. The
TRIMs agreement was not concerned
with the regulation of foreign
investment as such, but with the
discriminatory treatment of imported
and exported goods. In particular, the
agreement focuses on policies
requiring investing firms to purchase
domestic rather than imported prod-
ucts (i.e., “local content” rules) or
trade-balancing rules requiring firms
to limit their imports to the value of
their exports. Such rules imposed by
governments on investors can be
barriers to trade by discriminating in
favour of domestic products and
against imports. Nonetheless, many
countries (developed countries in the
past?! and many developing countries
today) use such measures to stimulate
linkages with the local economy as
part of an industrial development
strategy. For this reason, many devel-
oping countries resisted the TRIMs
agreement when it was negotiated,
and countries such as Brazil and India
have sought to reopen it to provide
them with more space for their
development policies.?2

n
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Meanwhile, international invest-
ment negotiations were also taking
place at the regional and bilateral
levels, typically as part of trade
agreements. For example, Chapter 11
of the North American Free Trade
Agreement (which came into force in
1994) provides foreign investors with
a number of rights, including the right
to compensation in the event that host
governments enact policy changes
that, in their view, expropriate their
right to make profits.23

Similarly, bilateral investment
treaties (BITs) typically give investors
the right to sue governments if the
latter undertake actions deemed to
substantially expropriate the investors’
interests. Over the past decade there
has been an enormous proliferation of
such treaties: by the end of 2002,
some 2,181 had been signed.

Bilateral investment treaties lay out
certain principles regarding the treat-
ment of foreign investment, the trans-
fer of funds, expropriation, and mech-
anisms for dispute settlement. The
centrepiece of a BIT is the assurance it
gives foreign investors as to their prop-
erty rights. Typically there is a clause
that gives the investor the right to sue
the host government if actions taken
by the government are deemed to
substantially expropriate the business
of the firm. This represents a signifi-
cant enhancement of the rights of
foreign investors, who would other-
wise be limited by the traditional prin-
ciple of sovereign immunity against
prosecution by foreign parties. As to
what is deemed to be “expropriation,”
BITs commonly include “indirect”
expropriation caused, for example, by
changes in health or environmental

12

regulations, which may be viewed by
foreign investors as an impairment of
the value of their investment. As such,
investors can sue for compensation up
to the entire value of the investment.

The key motivation of developing
countries in negotiating BITs is to
attract greater flows of FDI. Yet, statis-
tical evidence on the large number of
BITs clearly suggests that signing such
treaties does not lead to greater FDI
inflows. On the other hand, it is clear
that BITs significantly constrain host
countries’ latitude to introduce legisla-
tive or regulatory changes that are in
the public interest but that might also
expose them to potentially costly law-
suits. Therefore the advantages of such
treaties seem questionable.24

Given the widespread liberalization
of investment regimes and prolifera-
tion of BITs, the fact that such meas-
ures do not seem to have increased
the volume of FDI flows has made
developing countries skeptical about
the need for a multilateral framework
for investment in the WTO. Indeed,
African representatives at the WTO
expressed their opposition to the
inclusion of an investment agreement
in the Doha round, expressing
concerns that their limited financial
and human resources should not be
further diluted by negotiating an
agreement that would bring them
limited benefits.2> In any event, the
trade negotiations stalled in Cancun;
hence, a multilateral investment
agreement remains both contentious
and elusive.

Moreover, the issue that led to the
demise of the OECD’s MAl—that of
an appropriate balance between the
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rights and obligations of foreign
investors, on the one hand, and host
governments, on the other—persists.
The regional and bilateral manifesta-
tions of investment treaties continue to
privilege investors’ rights over those of
the host government and emphasize
the host’s obligations over those of
investors. As if to compensate for this
imbalance, several well-intentioned
business firms have endorsed the
need for codes of conduct to foster
“corporate social responsibility.”
However, such codes are voluntary
and not typically subject to independ-
ent monitoring or enforcement.
Similarly, the UN’s Global Compact
(discussed below) embodies the
principles of self-regulation and
voluntarism and lacks accountability
or enforcement mechanisms.

Toward development-
friendly private
foreign investment

If private foreign investment is to be
more compatible with equitable and
sustainable development in the
poorest countries, a number of issues
must be addressed. How can natural
resource extraction support, rather
than undermine, development? How
can transnational investors and host
governments be made more trans-
parent in their financial dealings?
What is the potential of codes of
conduct to change corporate
behaviour? What other instruments
exist to stimulate “higher quality”
foreign investment flows to the
poorest countries? The following
examples suggest growing awareness

of the problems, but solutions will
require far-reaching changes in the
policies and behaviour of national
governments, international agencies,
and corporations.

Natural resource extraction
vs. sustainable development

In June 2000, the World Bank
launched a review of the Bank’s
support of oil, gas, and mining proj-
ects and their impact on development.
The review addressed the following
questions: Can extractive industry
projects be compatible with the World
Bank’s goals of sustainable develop-
ment and poverty reduction? Is it
possible to translate resource wealth
into sustainable development and
strong poverty reduction in resource-
rich countries? What are the key
reasons that extractive industries do
not make a positive contribution to
sustainable development and poverty
reduction?

Questions about the World Bank’s
future role in the extractive industry
sector were also posed. The review
brought down its report in December
2003, after undertaking several
consultations, commissioning back-
ground research, and visiting some
field sites. It concluded that extractive
industries could contribute to poverty
reduction through sustainable devel-
opment, but only under strong
“enabling conditions”: pro-poor public
and corporate governance to maxi-
mize poverty alleviation through
sustainable development; much more
effective social and environmental
policies; and respect for human rights.
The report went on to indicate that

13
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“serious reforms” in the World Bank’s
operations and incentive systems
were needed if it was to promote
these conditions.26

While the Extractive Industries
Review (EIR) poses serious challenges
for the policies and behaviour of gov-
ernments, industry and international
agencies in the future, it also over-
looks the legacy of 20 years of
“economic reforms” on the capacities
of developing countries to manage the
economic, social, and environmental
demands they face. Such reforms,
characterized by economic liberaliza-
tion, deregulation and privatization,
were urged (and continue to be urged)
upon developing countries by the
World Bank and the International
Monetary Fund (IMF), typically
leading to the downsizing of the state
and a diminution of its capacity. As
Chapter 2 of this report indicates, for
example, the governments of the
poorest countries typically lack any
capacity to monitor, much less to
effectively manage, inflows and out-
flows of private foreign investment.2”

In its recent study on mining and
indigenous communities in South
America, The North-South Institute
emphasized the need for free and
informed consent by potentially
affected communities prior to any
decision authorizing a mining venture
on indigenous lands. Moreover, it
recommended that mining companies
and local governments recognize that
indigenous peoples hold traditional
rights, including the right of refusal of
mining development on their lands.
“Corporate social responsibility,” the
study suggested, is not a substitute for
governments’ social responsibilities to
uphold their obligations toward, and

14

the rights of, indigenous people.
Pointing to the striking imbalance in
negotiating power between aboriginal
communities and mining companies,
the study also recommended providing
resources to strengthen the decision-
making capacity and governance of
such communities. Finally, given that
violent conflict is frequently exacer-
bated by the presence of mining, and
that aboriginal peoples are often the
targets of violence and human rights
abuses, the study recommended
imposing “no-go” regions for mining
development.28

Increasing transparency
Vs. corruption

The corruption, mismanagement and
misallocation of revenues generated
by natural resource extraction has led
many civil society groups to call on
governments and resource companies
alike to be more transparent in their
financial dealings. In June 2002, more
than 130 groups launched the
“Publish What You Pay” campaign,
demanding mandatory disclosure by
resource extraction companies (oil and
gas, mining) of fees, taxes, royalties,
and other payments made to host
governments. Disclosure of such infor-
mation on a voluntary basis has failed
because it puts compliant firms at a
competitive disadvantage to non-
compliant firms. Mandatory disclosure
would put civil society and the public
in host countries in a stronger position
to call their own governments to
account for all the revenues they
receive. Mandatory disclosure would
work best if all the major home coun-
tries in which the resource firms are
domiciled made it a requirement for
listing on the stock exchange.
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However, such a requirement will
take a high degree of political will
and consensus among the leading
industrial countries.

It was only as recently as 1999
that a “Convention on Combating
Bribery of Foreign Public Officials in
International Business Transactions”
came into force in the OECD. By the
end of 2003, the Convention had been
ratified and transposed into domestic
legislation by all 30 OECD countries
plus four non-members (Argentina,
Brazil, Bulgaria and Chile). The overall
purpose of the Convention is to
prevent bribery in international busi-
ness transactions by requiring coun-
tries to establish in their national laws,
the criminal offence of bribing a
foreign public official, and to have in
place adequate sanctions and reliable
means for detecting and enforcing the
offence. Its relatively recent arrival on
the international scene, and the tardi-
ness of a number of countries in
ratifying the Convention, mean that
it is too early to tell how effective
this initiative is in tackling bribery
and corruption.

Corporate social
responsibility vs. codes
of conduct

At the World Economic Forum in
1999, UN Secretary-General Kofi
Annan invited businesses around the
world to enter into a compact, to help
make globalization more stable and
inclusive, by embedding markets in
shared values and through collabora-
tive action in support of UN goals. The
Global Compact, launched as a volun-
tary initiative in July 2000, is viewed

as a process of change toward respon-
sible global corporate citizenship, in
which human rights, labour standards,
and environmental priorities are inte-
grated into participating companies’
operating policies and procedures,
and introduced to their personnel,
suppliers, clients, and the public

at large.

The Global Compact fosters a
network-based approach at the local,
national, regional and global levels, in
which leadership, dialogue, learning,
and collaborative action is empha-
sized. The compact pursues two
complementary goals: first, to make
the principles of sustainability and
inclusiveness, particularly for the
world’s poorest people, part of
business strategy and operations;
and second, to facilitate cooperative
and collective problem solving
among different stakeholders,
including labour unions, civil society
organizations, business schools,
and UN agencies.

The Global Compact depends on
voluntary compliance with its princi-
ples. But it provides no mechanism to
ensure that companies actually respect
the principles in practice. Indeed, its
voluntary nature allows companies to
claim progress on social issues while
avoiding accountability. The Global
Compact stands in sharp contrast to
earlier attempts by the UN to establish
an enforceable and comprehensive
code of conduct for transnational
corporations. In the 1970s, calls by
developing countries for a New
International Economic Order led the
UN to set up a Commission on
Transnational Corporations, which
made an enforceable code of conduct

15
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one of its chief priorities. In the 1980s
the developed countries began to criti-
cize this initiative, which was at odds
with the “Washington Consensus,”
with its emphasis on liberalization and
greater openness toward trade and
foreign investment. The UN officially
abandoned its draft code at the 1992
Conference on Environment and
Development (the Earth Summit) held
in Rio de Janeiro. In effect, the Earth
Summit marked a shift from interna-
tional regulation to self-regulation and
corporate social responsibility.
However, unless mechanisms of
accountability and enforcement are
developed, and the Global Compact
has much more universal coverage
rather than the 1,000 or so firms that
have so far signed up, it is doubtful
that such voluntary measures will
make much of a difference.

Mitigating investors’ risks to
attract “higher-quality”
investment

Given the numerous problems associ-
ated with natural resource extraction,
how can the poorest countries encour-
age private foreign investment in other
sectors such as infrastructure, manu-
facturing, and services? Such “higher-
quality” investment in the poorest
countries could, perhaps, be stimulated
through the provision of insurance
against a range of non-commercial
risks including confiscation, expropria-
tion, nationalization, breach of con-
tract, civil war, and natural calamity.

Private insurance markets fail to
adequately cover such risks. Therefore
insurance must be provided by public
sector agencies such as the World
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Bank’s affiliate, the Multilateral
Investment Guarantee Agency (MIGA),
established in 1988 to facilitate new
flows of FDI to developing countries.
It does so by providing insurance
against the non-commercial risks of
expropriation, war and civil distur-
bance, breach of contract, and
currency transfer. Between 1990 and
2001 MIGA provided US$9 billion in
insurance cover for investments in

78 developing countries, and esti-
mated that it facilitated US$41 billion
in FDI in that period, although this
amounted only to 2 per cent of the
stock of developing country FDI.

Other multilateral agencies, for
example the regional development
banks and the World Bank Group’s
International Finance Corporation,
have also recently begun to provide
some non-commercial risk mitigation
facilities to support FDI. In addition, a
number of bilateral export credit
agencies such as the Overseas Private
Investment Corporation (OPIC) in the
US, Export Development Canada,
Coface in France, and the Export
Credit Guarantee Department in the
UK provide risk insurance for
foreign investment, primarily from
their own countries.

While measures to mitigate risk can
stimulate some inflows of FDI to the
poorest countries in the short to
medium term, there are important
caveats. Private foreign investment in
utilities and infrastructure facilities is
increasingly being financed through
the World Bank under “output-based
aid” schemes, whereby aid funds are
used to subsidize the operating costs
of privatized water or electrical utili-
ties, for example. In effect, such
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arrangements amount to scarce aid
funds helping to ensure an adequate
rate of return for private foreign
investors operating the utilities under
contract to local governments. There
is an obvious opportunity cost—the
aid funds could be reallocated to
health or other priority expenditures.
Thus, in states that typically lack regu-
latory capacity and where corporate
transparency is absent, privatization or
contracting out is less appealing than
efficient public service provision.2?

More generally, there is little if any
emphasis given to whether or how
investments guaranteed or supported
by such risk-mitigation facilities,
particularly by bilateral agencies, are
supportive of recipient countries’
development strategies. In theory, the
programs of the multilateral agencies
facilitating FDI require consistency
with poverty reduction and other
fundamental development objectives,
but as the debate leading to the
Extractive Industries Review demon-
strated, such requirements are often
not observed in practice.

In the final analysis, the only way to
mitigate or reduce non-commercial
(including political) risk is not through
insurance or guarantee mechanisms,
but through transforming political,
administrative, legislative and judicial
environments and behaviour in the
poorest countries in order to reduce
both the reality and perception of such
risks. However, that entails consider-
able institution- and capacity-building,
which can take many years or even
decades.30

Conclusions and
recommendations

The world’s poorest countries face
daunting challenges. They seek eco-
nomic growth, diversification and
poverty reduction. They must at the
same time contend with a number of
threats, including HIV/AIDS and other
pandemics, violent conflicts, and nat-
ural disasters. As they strive to attract
FDI and other private foreign invest-
ment, they must also maintain suffi-
cient space to pursue broader devel-
opment-oriented policies. A checklist
of policy challenges includes:3!

e determining whether and how FDI
fits in with a country’s unique
development opportunities and
objectives

 choosing quality over quantity of
investment

e reducing conflict and corruption

e providing appropriate infrastructure,
education, and skills

e implementing FDI policies consis-
tently and efficiently

¢ understanding the pros and cons of
international investment agree-
ments;

e facilitating trade

e providing a transparent and appro-
priate incentive, tax and regulatory
framework and

e promoting linkages with the local
economy, as currently allowed
under the trade-related investment
measures (TRIMs) agreement.

17
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How to ensure that PFI fits in with a
country’s development opportunities
and objectives? To do so properly
would require both a better under-
standing and clearer expectations of
what PFl in general, and each invest-
ment in particular, contributes to
development—in terms of poverty
reduction, income and employment
creation, skills training, creating link-
ages to the local economy, and the
achievement of the Millennium
Development Goals embraced by the
international community.32 It would
likely also require more dialogue with
foreign investors to ensure they are
aware of the country’s development
objectives and can position their proj-
ects to help attain them. But foreign
direct investment will not necessarily,
or everywhere, lead to sustainable
development and poverty reduction
or avoid debt problems. This calls for
action on the part of developing
countries, developed countries, and
international agencies.

Recommendation 1: Considerably
more care should be exercised when
incentives are offered to foreign
investors by developing countries.
Private foreign investment should be
consistent with national poverty
reduction strategies, with strategies to
achieve the Millennium Development
Goals, and with broader development
objectives, including the stimulation
of domestic investment and capital
markets, and efforts to mobilize
revenue for governments through
taxation.

Furthermore, private foreign invest-
ment is not a substitute for official
development assistance to the poorest
countries, even though it can repre-
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sent a significant presence in the
domestic economy of very poor coun-
tries. Moreover, initiatives to mitigate
the risk of foreign investors, or to
“partner” ODA and FDI through
public/private partnerships (PPPs), are
not panaceas and may simply shift
risks onto developing country
governments and peoples.

Recommendation 2: Developing
countries should mitigate risks for their
own benefit rather than primarily for
the sake of attracting FDI. Particular
deals with foreign investors through
privatization should always be
assessed relative to alternatives, for
example reforming public sector utili-
ties to increase their efficiency and
effectiveness. The opportunity cost of
diverting scarce ODA should also be
assessed before entering into public-
private partnerships.

Recommendation 3: Developed coun-
tries” export credit and investment
insurance agencies, and international
agencies that offer insurance or risk
mitigation programs for investment in
the poorest countries, should endeav-
our to ensure that the investments they
facilitate are supportive of the devel-
opment prospects of host countries.
Such agencies should also make sup-
port to beneficiary firms and investors
conditional on their observance of
codes of conduct.

As concluded by the Extractive
Industries Review, considerable
capacity-building is required in the
poorest countries to ensure they have
the ability to monitor, regulate, tax,
and administer foreign investment
efficiently and effectively to reap the
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maximum benefit while being fair,
consistent, and transparent to the
foreign investors.

Recommendation 4: Donors must
invest heavily in LDC capacity to
strengthen their abilities to effectively
and efficiently administer and regulate
private foreign investment, whether in
the natural resource extraction sector,
in infrastructure, or other sectors.
Donors should also be prepared to
assist poor countries in identifying the
opportunity cost of FDI (for example,
in infrastructure and finance) and
efficient alternatives to it, whether
through private domestic investment
or public investment.

National laws governing corporate
behaviour abroad and voluntary
approaches to corporate social
responsibility, including the OECD
Guidelines on Multinational
Enterprises and the UN’s Global
Compact, are clearly inadequate to
prevent or punish those who degrade
the environment, provide support to
civil strife or violent conflict, or under-
mine human rights. Instead, there is a
need for a more universal and manda-
tory approach that can be enforced.

Recommendation 5: There is an urgent
need for a mandatory and enforceable
code of behaviour accepted by all
firms in all countries under the
umbrella of the UN's Global
Compact, which should develop a
capacity to monitor and enforce the
code. The code should adopt the
recommendations of the “Publish
What You Pay” campaign in order to
make financial transactions between
foreign investors and host govern-
ments more transparent.

There are serious shortcomings in
the legal framework governing inter-
national investment. Regional trade
agreements and bilateral investment
treaties have privileged investors’
rights over those of host governments
and have seriously eroded the latters’
ability to regulate or legislate in the
public interest. Moreover, the multi-
lateral agreement on trade-related
investment measures (TRIMs) seriously
impairs developing countries’ policies
aimed at fostering their own indus-
tries. Available evidence suggests that
these agreements or treaties have not
led to a greater inflow of foreign
investment, which makes their
rationale very questionable.

Recommendation 6: There should be a
moratorium on further investment
treaties or agreements at the bilateral,
regional or multilateral levels. If the
negotiations on the Doha round or
Free Trade Agreement of the Americas
resume, a multilateral investment
framework must be taken off the
agenda. The TRIMs agreement should
be reopened and “special and differ-
ential treatment” applied to the
poorest countries, to exempt them
from the TRIMs agreement for the fore-
seeable future. In the longer term,
there is a case for a multilateral invest-
ment agreement that allows govern-
ments to require foreign investors to
behave responsibly and that prohibits
the competitive use of subsidies and
tax incentives.
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ANNEX

The Millennium Development Goals

In September 2000, 147 world leaders gathered in New York and agreed on the Millennium
Declaration, outlining their collective commitment to sustainable development and poverty
reduction. In December 2000 the UN General Assembly asked the Secretary-General to prepare
a road map for the implementation of the declaration. Building upon previous work undertaken
by the OECD, the annex to this road map sets out eight Millennium Development Goals, along
with 18 targets and 48 indicators to measure progress toward them. A powerful momentum is
building behind these goals. They are becoming a measure of the commitment of donor countries
and a measure of the success, or failure, of development assistance.

Goals Targets
1. Eradicate extreme ¢ Halve, between 1990 and 2015, the proportion of people
poverty and hunger whose income is less than $1 per day.

e Halve, between 1990 and 2015, the proportion of people who
suffer from hunger.

2. Achieve universal N

: > Ensure that by 2015 children everywhere—boys and
primary education

girls alike—will be able to complete a full course of primary

schooling.

3. Promote gender e Eliminate gender disparity in primary and secondary education
equality and preferably by 2005 and to all levels of education no later than
empower women 2015.

4. Reduce child e Reduce by two-thirds, between 1990 and 2015, the under-5
mortality mortality rate.

5. Improve maternal e Reduce by three-fourths, between 1990 and 2015, the
health maternal mortality ratio.

6. Combat HIV/AIDS, e Have halted by 2015, and begun to reverse, the spread of
malaria, and other HIV/AIDS.
diseases  Have halted by 2015, and begun to reverse, the incidence of

malaria and other major diseases.

7. Ensure environmental ¢ Integrate the principles of sustainable development into
sustainability country policies and programs and reverse the loss of
environmental resources.
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Halve by 2015 the proportion of people without sustainable
access to safe drinking water.

By 2020, to have achieved a significant improvement in
the lives of at least 100 million slum dwellers.

8. Develop a global
partnership for
development

Develop further an open, rule-based, predictable,
non-discriminatory trading and financial system (includes a
commitment to good governance, development, and poverty
reduction, both nationally and internationally).

Address the special needs of the LDCs. This includes tariff-
and quota-free access for their exports, enhanced debt relief
for heavily indebted poor countries, cancellation of official
bilateral debt, and more generous official development
assistance for countries committed to poverty reduction.

Address the special needs of landlocked countries and small
island developing states.

Deal comprehensively with the debt problems of developing
countries through national and international measures in
order to make debt sustainable in the

long-term.

In cooperation with developing countries, develop and imple-
ment strategies for decent and productive work for youth.

In cooperation with pharmaceutical companies, provide access
to affordable, essential drugs in developing countries.

In cooperation with the private sector, make available the
benefits of new technologies, especially information and
communication.

Source: CIDA, Expanding Opportunities: Framework for Private Sector Development. Appendix 1. For more
information, visit: http:/www.un.org/millenniumgoals/
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