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Summary

There is an increasing interest and a possible sense of responsibility on the part of corporations
operating in resource rich countries to address host country governance problems, particularly if the
risk of the “resource curse’ exists. However, the boundary of that responsibility in different settings
remains to be drawn with clarity. The incentives that companies have to become involved vary and
the instruments they have available to contribute are still being developed. Key issues include:
what circumstances determine the boundaries between corporate, state and citizen
responsibilities in ensuring that public revenues from corporate taxes, royalties and profits are
well spent?
what are the potential and limits of published financial and performance information in
influencing public sector performance?
the central importance of public revenue and expenditure management to ensure an efficient
and equitable use of revenues generated from the exploitation of natural resources.

Background

BExtractive Industries (Els)! influence the economies and societies where they operate in at
least three ways (Box 1). They influence them directly by creating demand for labour, and
for the goods and services required for production. The extent of this demand is determined
in part by the technology employed. Many Els are capital intensive. Demand is also
determined by companies’ choices between local over international suppliers, particularly
where local suppliers are not readily available. Much of this demand is predictable but not
the extent to which local secondary markets develop. For example, El operations often
stimulate migration into the exploration area which is not matched by the development of
local infrastructure and services such as utilities and education and health facilities.

Els also have contractual obligations to pay taxes, royalties and profits accruing to the
state. In some cases, they are the main source of public revenues. The way these revenues
are used or misused by public authorities largely determines whether or not a country is
prone to the so-called “resource curse’.2 In addition to these direct and contractual
contributions, Els may contribute indirectly by demonstrating good business practices in the
way they treat their staff, manage their accounts and govern their operations. Corporations
may also make donations to local charities and discretionary investments in local
infrastructure and services, over and above what they need for their operations. More
recently they have begun to invest in projects such as micro-finance investments designed
to accelerate local economic activity and thus raise local incomes. There is evidence of
increased spending on these activities, an increase in the sophistication of their design and
a shift in approach from construction projects to more sustainable investments in human
capital and small business start-ups, often in partnership with NGOs and international aid
donor agencies. Many of these initiatives may be regarded as providing compensating
rentals for the exploitation of natural resources, particularly where property rights are poorly
established or where they are contested.

A more recent development is of most interest in the context of this workshop series. Some
corporations operating in natural resource rich countries have been seeking to improve the
macroeconomic management and governance arrangements in countries where they have

1 The term “extractive industries' is used loosely throughout this note. It is taken to mean commercial
operations that exploit natural resources, particularly those that are non-renewable. It includes oil, gas
and mineral extraction, but also logging operations and possibly some commercial agriculture. These
concepts require further development.

2 Itis useful to distinguish between an “economic resource curse’ where macroeconomic
management fails to contain the effects of windfall incomes on, for example, inflation and exchange
rate depreciation, and a “palitical resource curse’ where El revenues nurture poor policy decisions,
corflicts between different interest groups and corruption.



Fig 1: Hydrocarbon revenues as a percent
of GDP and government revenue, average
2000 - 2003
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Box 2: The economics of the “resource curse’
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investments. Some have been influential in persuading governments faced with windfall
mineral and oil incomes to establish sequestrated reserve accounts to smooth revenue
flows into the government budget.

A number have signed up with the Extractive Industries Transparency Initiative (EITI) and
agreed to publish the revenues they transfer to host governments in the “Publish What You
Pay’ project. Some have actively supported the IMF Resource Transparency Initiative. In
other cases they have sponsored high level policy discussions between mineral producing
countries and research. This is relatively new territory to be explored during this workshop
series.

"Resource curse:’ figment or fact?

In many countries, El revenues contribute a significant share of total government revenue.
In some countries they contribute almost all of it. A central issue for Els and governments
arises from the observation that poorly managed El revenues can lead to economic
distortions: high inflation, foreign exchange depreciation and lower than potential and poorly
distributed economic growth rates. El revenues may also influence political and
bureaucratic incentives by offering opportunities for large-scale corruption and socially
destructive rent-seeking. This can undermine public sector efficiencies and public and
investor confidence.

However, these events are neither universal nor inevitable. Many countries have used their
natural resource wealth to accelerate broadly-based economic growth, to finance roads and
communications infrastructure and to fund public education and health services. The
evidence suggests that such positive outcomes require governance arrangements and
public capabilities robust enough to withstand attempts by paliticians, bureaucrats and
private sector agents to capture economic rents from public resource windfalls.

Property rights, tax regimes and public expenditure management

Interesting, but as yet unanswered, questions relate to the dynammics of the events that
follow the discovery of natural resource wealth. History suggests that some countries
managed revenue windfalls well from the beginning; Botswana, Norway. In other cases,
such as Australia and California, the early days of mineral exploitation were characterised
by chaotic markets and a failure of weak states to impose effective tax regimes. Yet these
countries have emerged as paragons of public probity and public sector efficiency. Why,
and under what circumstance?

There seemto be three common features in the history of countries that have managed, or
learned to manage their natural resource wealth well. The first concerns property rights.
There seens little enpirical evidence that a particular system of property rights explains the
superior performance of some countries. However, conflicts tend to ensue when
communities (often minarities or marginalised majorities) contest the legitimacy of the state,
or of the incumbent government, to exercise property rights over natural resources.
Conventional wisdom stresses only the importance of stable property rights but neglects to
enquire about the role that achieving broad-based legitimacy plays and how it can be
achieved. This raises a question for governments and for Els. Under what circumstances,
what sort of mechanisms might be suitable to correct contested property rights in ways that
satisfy the contesting parties and create arrangements that remain efficient from a business
point of view?

A second feature of countries that have avoided or contained the resource curse is that
they have been able to impase an effective tax regime on the explaitation of their natural
resources. A third and related feature is that they have not only been able to manage tax
revenues in ways that avoid macroeconomic distortions but they have also been able to
allocate public expenditure in ways that are acknowledged to be fair and to deploy themin
ways that have delivered better public goods and services, and not only to politically-
connected elites. Such allocative and palicy decisions are typically embedded in the
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architecture of national and local palitics and in the legitimacy of the rules and norms
governing the way public resources are shared between regions and social groups. A better
understanding of how windfall El revenues affect these institutions in different
circumstances merits further enquiry.

The boundaries of corporate responsibility

Local CSRinitiatives contribute little to solving macroeconomic and political problens.
Indeed, some would argue that a preoccupation with local initiatives diverts attention from
the macroeconomic and political distortions that may result from El operations. The key
issues are:

what responsibilities do Els believe they might have for strengthening national

governance arrangements?

what opportunities and risks do Els encounter if they attenpt to do so?

what instruments may be available to them to influence macroeconomic management

and public sector efficiency?

Companies have well-defined responsibilities towards their workforce in terms of safety,
occupational health, labour rights and non-discriminatory management. They have wider,
but less well defined responsibilities towards the communities where they operate. Their
passible involvement in the way countries manage their affairs is much less clear.

In the first place, corporate responsibility is bounded by its character. Companies may be
able to substitute the provision of some public goods and services temporarily but their
nature does not allow them (nor is it their aim) to replace sustained public authority. A key
issue is that, in the absence of public authority, the individuals and communities tend to
demand services from companies geared towards their short-term needs. This may create
discrepancies between what people want now and what they need to achieve long-standing
improvements in their living conditions.

Whatever their wider responsibility, companies share it with states and with citizens.
Moreover, the boundary of corporate responsibility in relation to states and citizens is likely
to vary from one place to another. In OECD countries, corporate responsibility is likely to be
confined to its core responsibilities, with some care towards the communities where they
operate. In other cases, companies may operate in an environment of limited government
realm. In the most extreme cases, Els have had to establish “states within states’ to provide
elementary infrastructure, security and social services.

Not only is the boundary of any wider corporate responsibility blurred and likely to vary from
place to place it is also composed of different variables. The challenges are that (i) these
variables and their relative importance are not defined very clearly (and it may not be
passible to define them precisely), (i) the linkages between them may not be linear and (jii)
their relative importance and the linkages between them may change over time.

Incentives, incentives, incentives...

Els are not necessarily passive in the way the boundaries between state, corporate and
citizen responsibilities are drawn. Executive corporate leadership plays a crucial role. The
nature of El investments also plays a part. Els have high up-front investment costs and long
operational horizons. They have strong incentives to protect their investments when their
security is threatened. In some cases, this has led to alliances which, with the wisdom of
hindsight, may have been unwise. More often they are likely to be concerned that a poor
business environment increases business costs; or that they face reputational risks by
being associated with a failing state. On the other hand, where companies have attempted
to expand their area of influence, their objectives have not always been achieved. In some
cases (for example, in Peru) it has not been passible to contain business risks and the
effective limits to corporate responsibility have become clear.

On the side of governments, those with the prospect of, or in receipt of windfall El
revenues, also face complex incentives. For example, natural resource windfalls may



Corporate incentives and motivations
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undermine incentives to diversify the economy. This may be particularly true in countries
such as Angola where ail revenue constitutes a very high percentage of government
revenue but less so in countries such as Chile or South Africa where El revenues are
smaller. On the other hand, some Gulf States, such as the UAE, have mounted very
successful economic diversification strategies although ail used to contribute a large share
of “public’ revenue. The question then arises: which political-economic circumstances meke
countries less or more concerned to use windfall El revenues to kick-start other economic
sectors?

The incentives facing Els and governments are also intertwined. If companies substitute for
government supplied public goods and services, this may weaken governments’ incentives
to increase public investment or to improve public service efficiency and effectiveness.
Does such a fear hold in general, or are there some states where this is more likely than in
others? If so, what are their distinguishing features? For example is it more likely that nation
states are more likely to fail their citizens where social groups are too weak to challenge
ruling elites, or have no institutional channels to do so.

The incentives Els have to invest in improved public sector performance are influenced by
the results they can expect. If Els believe that corruption is endemic, entrenched and
intractable they may have only weak incentives to attempt to improve the transparency of
public behaviour. On the other hand they may encouraged to do if they find willing partners
in governments anxious to use El revenues to the best advantage in the public good.

Strategies: spheres of influence, levels of impact

There may be a difference between the level of influence and the level of impact. Els clearly
have both influence and impact when they exercise their core responsibilities towards their
employees and operations. However, the congruence may not always be so strong towards
the outer layers of the “Avocado of Responsibilities’. For example, although Els may pay
revenue to the state, they may have little influence over how such resources translate into
public spending at the local level or deliver real results. Their level of influence may be
small, but the impact from better public spending could be very large. On the other hand,
Els level of influence can sometime be large but its impact small. For example, initiatives to
improve revenue transparency have achieved some successes, but may have had little

impact on improving the efficiency of public spending or policies.

There are also issues about Els’ comparative advantage in policy influence. Companies
may be able to contribute to operational and technical capacity building but their
competencies are not always geared towards influencing public policy decisions. Onthe
other hand, an El with a large operation in a small country may have the strength of moral
suasion not available to many others, and they may form, and have formed, partnerships
with IFIs to find complementary policy skills.

The way contracts are structured is also a point of potential influence. Companies might
seek to extract greater obligations from host governments to deliver on their share of
responsibility. They may be able to do a better job of identifying which government
obligations are crucial for operations to succeed in a sustainable manner and to achieve
broad-based development results.

Agreat deal of attention recently has been focused on transparent reporting by Els of their
revenue payments to governments. However, there may be substantial differences between
what goes into the public budget and howwell it is spent. What really matters is what
policies and institutional arrangements determine that spending. There is now some interest
on the part of some Els in Public Expenditure Tracking Studies (PETS) which explore the
efficiency of public expenditure by tracing flows of funds from the budget to their end use.
On the ather hand, there is no guarantee that greater transparency, even in expenditure,
will lead to better outcomes. For example, more information can also intensify conflicts in
circumstances where legitimate and effective mechanisms for political consensus building
and conflict resolution are absent. Improving transparency may simply not be sufficient



without improving the institutional and procedural environment in which better information is
transformed into more constructive decision making.

Finally, it may be easier to get companies to improve the ways they do things (for example,
by improving their accounting or “publishing what they pay’), than to get governments to
improve the exercise of public authority and the conduct of public policy. Yet, without the
latter the former may make little difference. Some recent initiatives mounted by non-
governmental interest groups have aimed to strengthen the incentives governments have to
improve, for example, the management of public finance, by getting themto publish
government accounts. Such initiatives at least acknowledge that responsibilities are shared
and that improverments do not come about by only focusing on improved company
behaviour.

Advancing the analysis

Normetive or analytical?
The incentives facing Els to influence the policy environment of their operations are
complex. Their analysis might proceed in one or both of two directions:

there is a normative debate which focuses on the appropriateness and desirability
of interventions in line with international norms and principles, or perhaps the
establishment of new norms and principles;

there is an analytical debate which enquires about the conditions that create
different incentives for companies, governments and other organisations.

Some consequent questions arise.

Does the current debate identify immediate actions that companies can take, or are there
more fundamental issues involved that require clarification?

Are there quick-fixes that can guide company actions over the short term or do the
underlying issues and incentive problems require a different approach? The latter might
result in adjustments to existing norms and principles and include, for exarmple, questions
about the sovereignty of states who fail to exercise paositive authority internally, or the
creation of an international regime that establishes new norms for company and
government engagement. These might apply not only to today’s multinational organisations
but also to new international players originating, for example, in BRIC countries3.

What are the different circumstances in which companies have incentives to influence host
countries’ public policy domains?

There is a trend towards exercising more influence in the public policy domain. However,
this may not be a general trend but related to specific, but as yet poorly defined,
circumstances. What are the criteria that identify the circumstances where companies have
incentives to support improvements in public policy and financial management?

Is the emphasis on corporate responsihility and company involverment in public sector
development favouring large multinational firms?

Does such emphasis discriminate against smaller and perhaps national firms, and is this
perhaps deliberate?

Are discussions dominated by the focus on natural resource rich countries?
Is there a neglect of similar governance and public sector problems in countries where
manufacturing and agriculture are the important economic sectors?

3 Brazil, Russia, India and China.



The need for some taxonomies

The incentives facing Els to influence the policy environment would appear to be
determined, at least in part, by their size, their ownership and the nature of their operations
as well as by their operating environment. The complexity of El incentives, as well as those
of governments and social groups, might be clarified to an extent by the development of
some taxonomies:
- Ataxonomy of types of companies and their incentive structures,

Ataxonomy of types of state, their strengths, weaknesses and internal and

external incentive structures,

Ataxonomy of types of production and their incentives structures
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