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Preface

In the wake of the collapse of the OECD Multilaterd agreement on Investment (OECD-
MAI) WWF published “Foreign Direct Investment and the Environment: From Pollution
havens to Sustainable Development”, in 1999. This semind report filled awiddly perceived
information gap and was welcomed as a thoughtful analysis of the relationship between FDI
and the environment. It is now four years snce the Pollution Havens was first published
and WWEF is pleased to reissue thisrevised and updated version of the report.

It isindeed timely, for Foreign Direct Investment (FDI) — investment by foreigners, primarily
Transnationd Corporations, in overseas subsdiaries or joint ventures — is once again a the
forefront of policy-makers minds.  Another internationd investment agreement is in the
offing, this time brokered under the aegis of the World Trade Organization (WTO). A
decision will be made at the 5" WTO ministeria in Cancun, Mexico in September 2003 on
whether to begin negotiations on a new investment agreement. The issues which led to such
concern about the OECD-MAI have not gone away. As this revised report shows, FDI

can have a sgnificant environmental impacts and policy space for directing and controlling
FDI isimportant to help ddiver sustainable development.

WWF-UK: FDI and the Environment Pg.2



Table of Contents

EXECUTIVE SUMMARY

1

INTRODUCTION
11. Structure of the Report

PART I: ANALYSIS

2. FDI AND SUSTAINABLE DEVELOPMENT: SCALE, TRANSITION

AND DISTRIBUTION

2.1. Trendsin Economic, Social and Environmental development

2.2. Environmental Advantage or Market and Policy Failures?

2.3. TheEnvironmental Kuznet's Curve: Will Growth bring
Environmental Sustainability?

24. “Transitional” Effects and Long-Run Environmental Damage

25. Distributional Impacts of Large Investment Projects

SUMMARY: THE MACRO-LEVEL IMPACTS OF FDI

THE ENVIRONMENTAL QUALITY OF FDI: BEYOND

POLLUTION HAVENS AND HALOS

4.1. The Environmental Performance of Foreign Investors: The
Pollution Havens Debate

4.2. Stuck inthe Mud: The Chilling Effect of Investment
Liberalisation

4.3. Other Dynamics between the Foreign Investor and
Domestic Regulator

4.4. Pollution Halo's: Evidence and Extent

45. Conclusions: FDI, Environment and Competition —the real
issues

PART Il. SOLUTIONS

5.

FROM LEGAL COMPLIANCE TO ACTIVE CORPORATE
CITIZENSHIP

5.1. Defining Environmental Best Practice for Foreign Investors
5.2. Eco-Labelling in Resource Intensive Sectors

REFORMING INTERNATIONAL INVESTMENT AGREEMENTS:

REMOVING BARRIERS TO SUSTAINABLE DEVELOPMENT

6.1. International Investment Agreements: balancing policy
flexibility and investor confidence

6.2. Learning from the OECD-MAI: Avoiding Conflicts between
Investment Agreements and Environmental Laws

INTERNATIONAL REGULATION OF FDI: SETTING A

FRAMEWORK FOR SUSTAINABLE DEVELOPMENT

7.1. Promoting Best-practice Investment: the Role of Binding
Minimum Environmental Standards

7.2. Beyond Minimum Standards: the Need for Binding Agreements

in Environmentally Sensitive Sectors

7.3. Reducing Damaging Competition for Investment

7.4. From Top-Down to Bottom-Up: Improving International
Governance by Strengthening the Role of Civil Society

10
13

15

15

15

17

19

24

27

27

27

41

49
51

61

62

67

71
78

WWEF-UK: FDI and the Environment

Pg.3



7.5. Constructing Sustainable Markets: the Need for Good
Economic and Social Governance

8. CONCLUSIONS
BIBLIOGRAPHY

END NOTES

104

WWEF-UK: FDI and the Environment

Pg.4



Executive Summary

The 1990s witnessed a sea change in foreign investment regimes as governments,
particularly in developing and emerging nations, removed many restrictions on financid flows
in and out of ther countries. The grester mobility of capita, coupled with extensve
privatisation, generated a five-fold rise in globa private capital flows between 1990-2000,
asurge which has since subsided.

FDI is highly concentrated in developed countries. Nonetheless, it comprises a large part of
the domestic market economies of many developing countries.  Traditionaly, FDI in many
developing countries, especidly in Africa, was skewed toward natura resource-intensive
indudtries, particularly agriculture, mining and fued production. Today, manufacturing and
services, including for the burgeoning globd tourism industry, account for the overwhelming
share of FDI inflows into developing countries.

In the past decade, dl trends of environmenta degradation have accelerated — for example,
greenhouse gas emissions, deforestation, loss of biodiversity. Such patterns of environmenta
destruction have been driven by increased economic activity, of which FDI has become an
increasingly significant contributor, coupled with inadequate environmenta governance a
domestic and globa levels. Flows of naturd resource based commodities and FDI  are
predicted to rise faster than economic output over the next twenty years. It is therefore
critical to understand the environmental effects of private foreign direct invesment and
identify appropriate responses.

FDI and the Environment: The Debates

Much of the debate on FDI and the environment has centred around the ‘pollution havens
hypothesis. There are two variants of the hypothess. The first one is that companies will
relocate their operations to less developed countries in order to take advantage of less
gringent environmenta regulations. The second is that, regardless of what attracts
companiesto invest in developing countries, their environmenta performance will be lower
than in developed countries because of lower or non-enforced environmental standards.
Generdly, datidicd studies show little evidence for a locationd pull effect a the leve of
aggregate invesment flows. However, this report provides empiricd evidence that
particular resource and pollution intensive industries have alocationd preference for, and an
influence in cregting, areas of reatively low environmenta standards. Moreover, there is
ample case sudy evidence that the environmenta performance of many TNCs is worse in
developing than developed countries, though sometimes till better than local practice.

This paper aso argues that the pollution havens debate has produced an excessve focus on
Ste-gpecific environmenta impacts and emissons of a few indudtrid pollutants. As a result,
discussion has been deflected away from macro-level issues such as the scae of economic
activity reldive to regulatory capacity and environmentd limits, broad and deep linkages
between FDI and sustainable development; and the complex policy and inditutiond failures
linked to competition for FDI both between and inside regiond trading aress.
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As a result of this skewed debate, FDI is often glibly characterised as environmentaly
beneficid. If s0, the environmentd objectives of invesment agreements would be served
amply via liberdization and investor protection. However, economic growth stimulated by
FDI is often fuelled at the expense of the naturd and socid environment. Moreover, it is far
from assured that FDI will generate net economic benefit in host countries, epecidly in
environmentaly sengtive sectors.

This report moves beyond the pollution havens discusson to examine the broad interactions
between FDI and the environment. We draw on case study evidence on the impacts of FDI
and examine it within a comprehensive economic and policy mode of sugtainability. The
main conclusions of the report are presented below in two sections.  the first summarises
andyticd conclusons, the second outlines WWF's proposds for regulatory and market
indruments which could help FDI positively promote a trangition to sustainability.

Part . Analysis

Scaleimpactsare asimportant aslocal pollution impacts of FDI

Theories of suganability imply that economic growth, including growth simulated by
FDI, will exacerbate existing unsustainable patterns of development — even if naturd
resources are used more efficiently — if they expand the scde of resource use. In
addition to enhancing efficiency, FDI must operaie indde absolute sugtainability
congiraints based on the need to preserve vital ecosystem functions.

Given the inherent uncertainties and possible irrevershilities in making decisions about
the environment, a precautionary approach to setting sustainability limitsis necessary.

When increased flows of trade and investment degrade natura resources and eco-
system sarvices, economic benefits will be coupled with environmenta and socid codts.
These costs will be disproportionately borne by the poor, including those who depend on
natural resources for their livelihood. Therefore,  the impacts on human wdfare of
increased investment will be mixed in many environmentaly sengtive sectors.

A trangtion to sudainability requires policy changes that often condrain or even go
againg globa market-based pressures on TNCs to exploit resources and externdise
environmenta costs in the form of pollution. As the largest source of globa market
demand, as wel as TNCs, developed countries have a responshility to reduce
unsustainable consumption levels, provide resources to support environmenta
governance in developing countries, and ensure their companies operate responsibly
abroad.

The sequencing of effective regulation, empower ment and liberalisation isvital

The irrevershility of much environmenta damage means tha over-hasty liberdisation
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can result in long-run negative impacts if regulation in the host country cannot to respond
to increased economic pressures. Therefore, it is crucia to take a precautionary
gpproach in sendtive areas and to sequence liberdisation with the building of regulatory
capacity. Developed countries have a responshbility to help regulatory capacity where it
islacking in advance of any negotiations to open up new sectors to ther investors.

Internationa financid inditutions and nationa export promotion agencies tend to
operate in countries where governance is weak. They have a respongbility to assess
environmenta impacts and regect or amend investment projects if necessary. Most
invetment subgdies encourage capitd intendve, environmentaly damaging invesmernt,
and should be reformed to promote more sustainable industries.

Poor and margindized people disproportionatdy suffer detrimentad  environmenta
impacts of investment, especidly when there is poor host country governance. NGO's
and other civil society groups, from both home and host countries, can play avitd rolein
articulating the interests of these groups. This requires greater trangparency in public and
private processes surrounding investment decisions, and increased access to justice both
nationdly and internationdly.

Competition for FDI isclearly depressng environmental standards

Case study evidence shows that certain resource and pollution intensive industries have

a locationd preference for areas of low environmenta standards. Moreover, there is
evidence that host countries do not enforce — or do not raise — domestic standards in
order to attract and retain investors, and that internationa investors have encouraged
such behaviour.

There is some support for the pollution halos hypothesis, thet is, that FDI, through the
transfer of cleaner technology and better management practices, improves loca
environmental performance and helps to raise locd environmental standards. However,
most studies show that factors such as government regulation, the age and/or size of the
plant, and community pressure are more important in ralsng sandards than foreign
involvement.

The traditiona pollution havens debate must be expanded to include more complex
factors determining investment location decisons such as choices between countries in
the same trading region, and between different locations in the same country. The effect
of FDI on environmentd regulation mugt take into account both the competition for
locating investment, and the credibility of threats to disinvest once established.

While FDI is globd, environmentd regulation is, for the most part, nationd. The most
ggnificant effect on environmenta standards of competition for FDI between, and within,
countries may not be an overt “race to the bottom”, but the chilling effect on regulation
and its enforcement. Currently, no country effectively interndises the environmenta costs
of economic activity. In many documented cases, competition for FDI has been cited as
the reason for afailure to introduce new environmenta regulations or taxes. Globa
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minimum environmental sandards are needed to overcome the chilling effects of locd
competition for FDI.

Part Il. Solutions

Investment agreements must not undermine international and national
environmental laws

Officid environmentd assessments of the draft OECD Multilaterd Agreement on
Investment (MAI) showed how internationd invesment rules can conflict with both
multilatera  environmentd agreements (MEAS) and nationd environmentd  laws.
Moreover, the investment chapter of the North American Free Trade Agreement
(NAFTA) has generated a number of lawsuits by foreign investors againgt host states for
losses suffered due to environmenta regulation. Internationa invesment rules must
uphold the rights of dtates to regulate, affirm the primacy of MEAs in cases of conflict
with investment agreements, and respect recognised principles of environmenta law
such as the polluter-pays and precautionary principles.

Governing FDI under the rubric of the WTO will undermine broader efforts to achieve

sugtainability by outlawing mandatory performance requirements on technology transfer,
joint ownership, exports and local content. Research shows these instruments can be
powerful drivers for increasing the pogtive impact of FDI on the both the development
and environmental performance of both foreign and domestic businesses.

Internationa Investment rules must support nationd and community sovereignty over
natura resources, and give sufficient flexibility to nationa policy makers to maximise the
benefits from sustainably developing their resource base.

Increased business responsibility is necessary for the transition to sustainability

Companies must take greater responsibility for their operations abroad. Increasing host
country capacity to regulate and congructing internationd minimum standards are long-
run processes. In the meantime, if companies choose to invest in developing countries,
they mugt be committed to improving environmental and socid dandards inside the
markets and communities they operatein.

Eco-labdling can be a powerful tool to promote more sustainable production practices
In some consumer-sengitive natura resource sectors such as forestry, fishing and tourism.
However, binding minimum standards of environmental management and conduct across
al sectors are also necessary to push standards upwards, as well as to support high
quality eco-labdling schemes.

Global minimum environmental standards are needed to promote sustainable
investment flows

Voluntary, consumer or financia-sector driven initiatives can do much to improve
company behaviour. However, a mandatory globad minimum floor for environmenta
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conduct is needed to prevent the best firms being undermined by unscrupulous
competitors, and to overcome the “drag” effects of locational competition for FDI.
These internationd standards should focus on environmenta management systems,
trangparency, and stakeholder consultation.

More detailed regulation is needed in environmentdly sendstive sectors, , such as
minerds, fossl fuds, basic agricultura commodities and bulk chemicals. Sector-specific
dandards — perhaps implemented through broad Internationd Commodity Agreements
—are necessay to supplement internationd rules for environmenta managemen.

Internationa investment rules should directly address environmental concerns.  They
should adopt accepted principles for environmenta regulation, including the limits of
nationd trestment (non-discrimination); prohibit costly and inefficient incentives to attract
and retan FDI, including the lowering or freezing of environmenta standards and
financid incentives, and provide assstance in building and maintaining national and globd
regulatory capacity.

Government regulation done is not sufficient to achieve sustainable and responsble
invesment. The role of locd communities and civil society — in both home and host
countries — must be strengthened to deter irresponsible corporate behaviour and drive
locd up loca dsandards. In addition to corporate transparency and sustainability
reporting, enhancing the role of civil society groups requires invesment in building
participatory capacities. Also needed is the creation of avenues for citizen access to
judtice againgt abuses by multinationds in the firm’s home country.

Environmentd sustainability can only be achieved insde broader systems of corporate
and market governance that respect basic human and labour rights promotes sound and
accountable financial management, and just digtribution. Priority should be placed on
negotiating and drengthening internationd instruments to promote fair competition;
eliminate restrictive business practices, reduce bribery and corruption; and enforce core
labour standards.

Contact:
Richard McNaly (rmcnaly@wwi.org.uk)
WWF-UK Weyside Park, Catteshal Lane, Godalming, Surrey GU7 1XR
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1: Introduction

The past twenty years have witnessed a sea change in internationa investment regimes. The
majority of developing and emerging market economies have moved from relatively closed
sate-led growth strategies to more open and more market-oriented policies. Trade and
invement barriers were dismantled, bilateral investment agreements were sgned, and
regiond trading and investment areas were edtablished. As a result, the volume of private
investment flows exploded in the 1990s. From 1970 to 1990, average annua globa FDI
inflows amounted to US$58 hillion, or less than one haf of one percent of globa GDP. By
2000, globa FDI inflows had climbed to US$L.5 trillion, or 4 percent of globa GDP
(Figure 1).

FDI in oversess subgdiaries or joint ventures is distinguished from more volatile capita
flows, such as portfolio investment and foreign bank lending. The primary sources of FDI
are multinationa corporations. The sdes of foreign affiliates of multinationa corporations
(MNCs) currently exceed the value of world trade in goods and services.

Thedigribution of FDI is highly skewed. The lion's share of FDI inflows — about 70 percent
on average during the 1990s — go to developed countries. Developing and trangtion
economies as a group receive about 30 percent. Of that, more than three quarters goes to
ten, middle-income countries, including China, Mexico and Brazil (Table 1). China done
receives more than 40 per cent of dl flows to developing countries, atracting investors with
its large internd markets.

While FDI surged, flows of multi-laterd and bilaterd development aid (ODA) remained
gtagnant during the 1990s. Many anaysts began to predict that FDI would “dwarf” or
replace ODA as the primary source of development capital, especialy for the poorest
countries. FDI in many low-income countries, however, remained stagnant and as a group,
low income countries continueto account for lessthan 7 per cent of globa FDI. And the
developing country share of globa FDI fel off sharply between 1997 and 2000, faling from
39 to 16 percent.

The promise of FDI as a replacement for development aid largely remains to be fulfilled.
Indeed, FDI “dwarfed” ODA in only seven of the poorest countries” Moreover, the
dramatic globa FDI surge of the past decade may not be sustainable. Between 2000
2001, globa FDI inflows dedined sharply, fdling by nearly 51 percent.®> Data for 2002
suggest that this trend will persast. While steady growth in globa FDI flows is a reasongble
expectation, the FDI surge of the late 1990s increasingly appears to be a bubble.

Even though they are a smdl part of the world's total, FDI inflows to developing countries
often have very large locad impacts, economicaly and socidly, as well as environmentdly. In
many poor developing countries, FDI is the largest part of totd nationa investment and/or
GNP. Between 1996 and 1999, for example, FDI comprised about 10 percent of GDP in
Bolivia, 26 percent in Lesotho, and 26 percent in Thailand.* In some communities, a foreign
mine or manufacturing plant is the largest single employer and source of cash income,
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Moreover, developing and transtion economy governments increasingly look to FDI as a
panacea for economic development. Investment rules at regiona and globd levels are being
negotiated or consdered with the primary objective of increasing FDI by offering greeter
protection for foreign investor rights. Mesmerized by the promise of FDI, many
governments are giving up nationa “policy space’ to actively promote development—even
though studies increasingly show that the economic benefits of FDI are far from automatic or
assured.”

Figure 1: FDI Inflows in the World Economy, 1990 to 2002
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Table 1. 10 Largest Developing Country Recipients of FDI inflows
($US millions)
Top 10 (1990-2000) Top 10 2001
ave

China* 43,428 China* 69,680
Brazil 12,000 Mexico 24,731
Mexico 10,149 Brazil 22,457
Argentina 7,181 Bermuda 9,859
Singapore 7,058 Poland 8,830
Malaysia 4,722 Singapore 8,609
Bermuda 4,722 Chile 5,508
Poland 3,705 Czech Republic 4,916
Chile 3,307 Taiwan 4,109
South Korea 3,188 Thailand 3,759
Top 10 total: 99,460 162,458
Total For Developing Countries: 130,893 200,891
Top 10 share: 76% 81%

*Chinafiguresinclude Hong Kong

Source: UNCTAD (2002)

The growing role of FDI in the globa economy has generated consderable interest and
debate about the impacts — actual and potentia — of FDI on sustainable devel opment. Some
of the concern stems from the impacts of FDI on environmentaly-sengitive sectors such as
mining, fishing, tourism and forestry, especidly in poor countries lacking adequate good
governance or regulation. More broadly, there is a concern that without adequate
protection not only for the environment but aso for human hedth, workers rights and civil
and paliticd rights, FDI will generate net overal codts, rather than benefits for developing
countries.

Findly, there is a hope tha FDI could work consstently to promote sustainable
development, especialy in the poorest countries. To do so will require new and deliberate
policies and inditutions a globa and nationd leves. Invesment agreements, for example,
must set sustainable development as their centra objective, and articulate not only the rights
but the respongbilities of foreign investors, as well as host and home governments.

WWF has a mission to preserve biodiverdty, reduce pollution and ensure the sustainable
use of naturd resources. Drawing on existing evidence and WWF's own experience and
research, this report atempts to advance the discusson of FDI and the environment, and
presents some practica solutions to the problems identified.

WWEF has dso produced work looking a the more generd impacts of liberdisation on
economic growth, poverty and the environment®. However, this report takes a dightly
narrower gpproach and primarily concentrates on the environmentd impacts of FDI and the
resulting implications for development and poverty reduction.
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1.1  Structure of the Report

This report is split into two main parts. The first examines the complex interaction between
investment and the environment and attempts to draw some palicy relevant conclusons from
the — often conflicting — evidence. The second part outlines a suite of solutions to ensure that
foreign investment promotes, rather than undermines, sustainable development.

In the padt, the debate over FDI and the environment has been dominated by discussions of
“the pallution havens hypothesis’, and so focused on the micro-impacts of firms operations.
The impact of FDI on the sustainability of countries growth patterns and other macro-level
issues have been largdy ignored. However, as the world economy — fueled by investment
and trade — has been growing, the state of the globa environment has been rapidly
deteriorating.

The report therefore begins by examining the macro-environmenta impact of FDI. Mogt
policy makers in this area seem to adopt a “pollute now, clean up later” dtrategy, ignoring
the sgnificant irreversble costs which can result from such an gpproach. For example, when
FDI flows between countries a different stages of development and regulation, the scale or
intengty of production of foreign firms (which are typicdly larger than domestic firms) may
cause irreversble environmental and socid damage by overwheming insufficient government
controls. Unfortunately, there seems to have been little empiricd research in this area
compared to the focus on pollution havens, gpart from case studies on a few high profile
indudtries such as mining.

The literature surrounding the “pollution havens’ hypothesis is then examined, reveding the
complexity of the debate around the micro-impacts of FDI. While difficult to clearly identify
(and subject to sgnificant methodologicd flaws) at the aggregate level, case dudies a the
sectord and company level tend to support the clam that naturd resource based and
pollution intengve indudtries will take environmenta cods into account when making
locationd decisons. Evidence dso shows that a Sgnificant impact of economic liberdisation
is to inhibit the raising of standards to socidly optimd levels, leaving them "stuck-in-the-
mud" and raisng environmental damage above susainable levels.

As competition for FDI has undermined the willingness of governments to rase
environmenta standards, research shows that it has been left to consumer, shareholder and
community pressure to improve corporate behaviour. There is little evidence that FDI
operates to higher environmental standards than domestic firms when these pressures are
absent, unless environmentd qudlity is dready a core component of a firm's economic
competitiveness or identity.

The remainder of the paper andyses a comprehengve suite of solutions to the problems
identified. The qudity of FDI cannot be improved by one “magic bullet” solution, but
requires a variety of measures to improve the accountability and transparency of investor
behaviour, and to support improved governance in host countries. This requires a mixture of
voluntary and regulatory approaches in both home and host countries, and a higher degree
of international collaboration. However, the most important factor is to implement achievable
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solutions in the short to medium term, o that regulation can begin to keep pace with the
expangon of economic flows.

A fundamenta change is needed in the debate over FDI and sustainable development. In
the past, economic policy makers have defended unfettered liberdization of FDI,
chdlenging environmentdidts to prove the negative impacts of FDI. Such evidence is now
avalable. Indeed, there is dso growing evidence that FDI may generate negetive or
lacklustre impacts on economic growth and development. The focus of discussion must shift
to what mechanisms are needed to enadble  globdisation through FDI to improve the
environment and actively promote sustainable development.

Current debates on FDI are dominated by governments and corporations pursuing
narrow economic interests at the expense of environmental and social welfare. The
competition among them encour ages economic development that is not matched by
necessary regulation. Such under-regulation of the globalisation process fatally
under mines progr ess towar ds sustainable development.
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Part I. Analysis

2. FDI and Sustainable Development: Scale,
Transition and Distribution

The debate on the environmenta impacts of FDI has focused on the micro-levd,
particularly how environmental regulation affects a firm’s decison about where to locate (the
"pollution havens hypothess"). Less attention has been paid to macro-levd issues, especidly
how the impacts of the increased scale of economic activity driven by liberalised investment
and trade. Officid statements on the environmenta impacts of FDI (and trade liberdisation)
are characterised by three main arguments”:

Countries have environmental comparative advantages. each country sets its
regulations based on domestic preferences and resources. It is efficient (i.e. wefare-
enhancing) for countries with low incomes, the ability and willingness to tolerate
pollution, or extensve resources and environmenta absorptive capacity to set
gandards rlatively lower and to attract pollution-intensive and resource-seeking FDI.

FDI increases the demand for environmental quality: demand for environmenta
quaity increases asincomesrise (the environmenta Kuznets curve argument). Because
FDI helps to generate increases in per capita income in  host countries, it pushes
environmenta quality upwards.

FDI promotes technology transfer: FDI involves the trandfer of newer and cleaner
technologies, as well as better management practices. FDI hasa“hao” effect, heping
to diffuse  higher environmental dandards and  better  peformance.

Each of these arguments is examined in detail below. However, none of them address the
over-riding issue of whether FDI is likely to encourage a country to develop sudtainably.
That is, in away tha avoids irreversble environmental damage and preserves the options of
future generdtions to develop. This cannot be achieved merdly by a genera incresse in
environmentd efficiency, but requires explicit condderation of the scde of environmentd
damaging activities rdative to a country’ s— and the planet’s— ecologica capacity.

2.1 Trends in Economic, Social and Environmental development

Economic theory suggests that, in the absence of market falures, the expanson of
internationa investment and trade will improve aggregate globa wedfare. The welfare effect
dems from a more efficient exploitation of comparative advantage, which is traditiondly
understood to be determined by endowed factors of production (land, [abour, capitd).
More modern trade theory dso stresses the importance of other determinants of trade
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patterns, including economies of scde, fird-mover advantages, consumer choice and public

investment in human and infrastructure capital. Modern trade theory predicts productive

efficiencies from trade, but is more ambiguous about whether dl countries will gain,

especidly when movement of capitd and technology are dlowed. Countries may gain from
increased foreign direct investment via increases in tota productive capecity. FDI dso
potentidly boosts economic growth by "crowding in" other investments, thet is, imulating

increases in domegtic investment. Most important, FDI may create postive "spillover

effects’ from the trandfer of technology, knowledge and skills into domestic firms. It can dso
dimulate economic growth through spurring competition and innovation and improving a
country's export performance.

Liberdisation has certainly contributed to aggregate economic growth. World per capita
output has grown from US$614 to US$4,908 in the past thirty years’. However, these
economic trends mask accompanying socia and environmenta problems. Persstent poverty
and deep inequality continue to characterize the globa economy. According to recent World
Bank estimates, some 2.8 hillion people lived on less than US$2 a day in 1999. Though
the proportion is shrinking, aout 55 percent of the people in developing and trangtion
countries live in povety. Mog troubling, the World Bank found that the posgtive
relationship between economic growth and poverty reduction had been overestimated in the
padt. Its new projections suggest that 2.3 billion people will ill be living in poverty by 2015,
the overwhelming proportion in South Asia and Sub-Saharan Africe’.

By most measures, globd inequdity has increased over the past 30-40 years. The UN
Development Program estimated in 1992 that the richest fifth of the world's population
recaived nearly 83 percent of globa income. The poorest fifth received only 1.4 percent™® A
host of studies have found that the gap grew wider during the 1990s™

Over the past 25 years environmentd degradation has rapidly accelerated. WWF estimates
that biodiversity resources—birds, mammals, reptiles, anphibians and fish—declined by 35
percent between 1970 and 2000™. Global freshwater ecosystems declined by 50 percent,
marine ecosystems deteriorated by 30 percent and forest cover shrunk by 10 percent —
much more in tropica aress™®. Global energy use increased by over 70 percent since 1971,
bringing with it increased greenhouse gas emissions and changing weather patterns'®. The
build-up of environmenta problems has led to an unprecedented increase in environmental
disssters naturd disasters accounted for 58% of total refugee flows in 1999- including
those caused by conflict™.

Fuelled by investment and trade, the growth of the world economy has been
accompanied by rapid deterioration of the global environment. Debates on how
FDI and the environment interact have focused in the main on the narrow impacts
of company operations, mostly pollution. However, FDI may have far larger
impacts as an engine for unsustainable patterns of growth and consumption.
Moreover, the long-term economic development perfor mance of FDI isbeing called
into question, especially in poorer countries. It isincreasingly clear that, absent
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conducive local policies and conditions, FDI-led growth does not nurture increases
in endogenous productive capacity not reduce poverty. It iscrucial that the macro-
level effects of investment (and trade) on both development and the environment
arefully under stood.

2.2 Environmental Advantage or Market and Policy Failures?

For each country the price associated with the use of natura resources will reflect three
factors. endowments of the resource, socia preferences towards the resource, and the
extent to which state regulation accounts for the first two factors. If societd preferences are
adequately reflected in regulation then a country will use their resources efficiently. However,
as aresult of market and policy falures these conditions are usudly not met.

Mog market falures are a result of incomplete markets, where inditutions are unable to
define and establish property rights. For example, companies do not own the air or water
they pollute. A classc case of an incomplete market is a “negative externdity”. These exist
when the consumption or production activities of one individua or firm negetively impact
ancther persons utility or a firm's production, without them having to provide
compensation. For example, a firm pumping waste into a river reduces the satisfaction of
swimmers downgtream; a company clear-cutting a forest may reduce many tangible and
intangible benefits from locd villagers.

Externdities can dso be internationd, for example: sulphur dioxide emissons from the UK
cause acid rain which damaged forests in Germany and Norway; forest fires in Indonesa—
often started by pam oil exporters —regularly cover awide swath of SE Asawith damaging
haze.

Since markets do not exigt for many environmentd assats it is difficult to ascertain ther
vaue. For example, forests contain a wealth of goods (e.g. timber, fue wood, fodder,
medicines, herbs and fruits), perform various functions (eg. eroson control, carbon
sequedtration, micro-climatic regulation) and provide many non-use benefits. The price
charged by Japanese companies to consumers for shrimps does not account for the costs to
locd communities of lost fish stocks, reduced soil fertility or the associated loss of
livelihoods. The fact it is difficult to attach monetary vaues to many of these benefits means
they are often neglected in the decison-making process. As a result of this under pricing,
economic agents are attracted to natural resource industries by excess profits, which hasten
over-exploitation in the area.

It is not only market falures that hasten the inefficient and unsustainable use of resources but
aso “policy falures’. For example, mining operaions in Asa South Pecific are subject to a
potent mixture of perverse incentives — company tax breaks, low concession fees,
subgdised inputs — in addition to market falures. Forestry is dso besat with policy falures:
low stumpage fees (for example, in Indonesia only 20-33%; Maaysia 35-53%; and Canada
33-67% of economic levels™), agriculturad subsidies, short length of contracts, generous
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fisca or financid incentives, weak or ingppropriate tenure, corruption and bribery and alack
of monitoring capacity.

The excessve use of natura resources and production of pollution stems from the fact that
market falures are pervasve in the globa economy. Environmentd goods and services are
undervalued, or treated as free, creating a ditortion in economic incentives and overuse by
economic agents (producers and consumers).

Under such circumstances enhanced internationd trade and investment exacerbates the
exiding inefficient dlocation of scarce environmenta resources. This may lead to Stuations
where the overdl wdfare implications of increased FDI become ambiguous — particularly in
the natura resource sector. Increasing economic production from FDI may be accompanied
by net disinvestment in natura capitad or disproportionate environmental and socid codts,
meaning that the invesment has no net vaue to the economy. As most countries offer
economic incentives to FDI such incomplete assessment of codts to the economy is likely to
result in inefficient policy decisons.

In debates over FDI liberdisation the existence of nationd policy failures is usudly not
differentiated from the legitimate use of a country’s environmental advantages to attract
investors. The leve of regulation is presented as being solely the concern of the host country
government. However, liberdisation has been actively promoted by home nations — mostly
the OECD countries — and s0 they must bear some respongbility for the cods
accompanying economic expanson. The andyss of the pallution haven literature below
demondirates that competition for FDI is Sgnificant component in the fallure of governments
to interndise environmenta costs.

Surprisngly, despite the wedth of literature on FDI and the environment, few Sudies
account for the full welfare costs of liberdisation and their impacts on a country’ s prospects
for sugtainable development. Where they exis, most studies suggest that environmenta
externdities are not adequately internalised and resources are under-priced. While reducing
costs for investors and consumers, these fallures damage host country citizens and the
development prospects of future generations.

For example, one paper by the OECD on liberaisation faled to address the issue of
resource use, or related components of sustainability such as environmentd irreversibility,
uncertainty, ecologica limits and the rights of future generations (a critiqueis given in WWHF
International 1998b).

Increased flows of trade and the investment can exacer bate the existing inefficient
allocation of scarce natural resources. This implies that economic benefits will be
coupled with environmental and social costs, particularly to the most
disadvantaged, and that the long term welfare implications of increased FDI are
often ambiguous, especially in environmentally sensitive sectors.
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23 The Environmental Kuznet's Curve: Will Growth bring
Environmental Sustainability?

Advocates of unregulated liberdization often draw on the assumption that economic growth,
by increasing per cepita income, drives increases in - environmentd quality. The cog,
however, is an increase in environmental degradetion at the early, poorer, stages of the
growth process. The arivd of such compatibility, however, seems long delayed. As
Keynes famoudy said “in the long run we are dl dead” and this is particularly true for the
environmen.

The hypothess that environmentad quality deteriorates up to a certain threshold level of (per
cgpita) income, after which it begins to improve, is known as the ‘Environmental Kuznets
Curvé (EKC). Reasons tha higher incomes might be linked with better environmenta
quaity include the subgtitution of less polluting consumer goods, such as more cleaner and
more fud-efficient cars and appliances; changes in the structure of industry; and grester
politicd demands for environmenta regulation. Early sudies put the “turning point” at
between US$3000 and US$5000.

If true, the EKC suggests that, to a large extent, the pursuit of economic growth is itself a
sugtainable development Strategy. One mgor concern, however, is that the environmental
and resource degradation at lower levels of income often results in irreversible losses.
Examples include loss of biologicd and genetic diversty and potable water due to
degradation or destruction of “old growth” forests, depletion or destruction of fish stocks
due to coagtd degradation; and human degths resulting from severe air pollution. Given the
number of people on the planet living today a very low levels of per capita income, the
potentia environmental losses which must be endured before the globd “turnaround” are

saggering.

Another concern is that a postive rdationship between income and environmentd qudity in
one country or region might mask a relocation of dirty industry to another country or region,
resulting in an overdl neutra or even negative globd environmentd impact. Many East Asan
studiesin the 1980s and 1990s, for example, documented the correlation between improved
environmentd qudity in Japan and the relocation of Jgpan’s pollution-intensive indudtries to
South East Asa’

For a number of reasons, however, the vdidity of the EKC, has been cast into doubt,
especialy for developing countries™® Firdt, evidence is limited to  a smal number of
localized pollutants, primarily sulphur and particulate matter. Second, evidence for the EKC
relies mostly on data from developed nations. The few studies which use developing country
datafound that the income-environment relationship to be ambiguous. Third, recent sudies
have found that the “ turning point” is sgnificantly higher than origind estimates — as high
as $14,800 for sulphur and $35,000 for carbon dioxide. One study found a second wave of
environmental degradation when per capita income reached $10-15,000. Finaly, many
dudies have found that factors other than income are far more important drivers of
environmenta quality, including political freedom and democracy, population densty,
industry structure, and historical events (such as the ail price shocks of the 1970s).
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2.3.1 Economic growth and sustainability

Simple economic growth models, such as those that underlie the EKC hypothess, assume
that economic activity can expand in perpetuity due to technologica progress and infinite
subgtitution possibilities between naturd and man-made capita. Adherence to such a view
removes any need to address the issue of economic scale and its impact on the environment,
leading to a “pollute now-cleen up laer” dtitude. However, many species, complex
ecosystems and ecosystem services have no man-made equivalent, and technologica
innovations may be unable to fix irreversble, unforeseen and potentialy disastrous effects of
pollution (for example, destruction of the ozone layer, impacts from persstent organic
pollutants).

Economic theory shows that when environmenta damage is irreversble and potentid
impacts are uncertain, a precautionary agpproach should be teken to environmenta
management to optimise current welfare ™.

Irrevergibility of environmentd damage dso means that even where market and policy
falures are corrected and naturd resources dlocated efficiently, sustainability is not
necessaily ensured. The theoreticd literature clearly shows that economic efficiency isnot a
aufficient condition for sugtainability, because susainability is fundamentdly an issue of
ethics, especidly equity between generations?®.

Depending on the didtribution of naturd resources (including the planet’s ability to remove
pollution) between generations, there are different efficient depletion paths. Grester
depletion by an ealier generation unambiguoudy reduces wefare for the second
generation. However, achieving “efficiency” of resource use does not necessarily define a
unique levd of totd consumption in each generation. Based on efficiency criteria done, the
present generation could consume dl the Earth's resources, leaving future generations
impoverished and uncompensated®.

True sustainability requires the definition of what options the present generation wishes to
leave the next generation, which in turn defines the permissble leve of irreversble
environmenta damage today. Once defined, these limits will set prices for commodity use
and pollution if mechaniams exigt to internaise their scarcity.

Present trends of accelerated economic growth at the expense of the environment could be
interpreted as indicating a high leve of indifference of the present generation towards future
generations. On the other hand it could be that current political systems are not adequately
reflecting the preferences of their citizens for bequeething environmenta assets to future
generations.

Arguments around the EKC are redly irrdevant when aiming to move countries onto a
sustainable development path. The past trends which form the basis of EKC estimates are
based on past unsustainable growth paths. Developing countries will not be able to grow
that way, because resource prices will rise to reflect greater scarcity and environmenta
damage will depress production in critica arees.
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To ensure ecologica limits are preserved, developing countries in particular will have to
rase ther environmentd standards in the short run in order to ‘tunnd through’ the EKC. To
achieve this requires the trandfer of resources (financid, technologica and capacity building)
North-to-South. Besides being a mord imperative, developed countries free ride many of
the globd benefits from biodiversity protection in the South (eg. existence vaues, carbon
sequedtration, pool of genetic resources) and consume the lion's share of globd naturd
resources.

The countries of the OECD use over twice their per capita share of the world’'s most basic
resources (grain, wood, fish, water, and fossl fuels). North Americans done use five times
the per capita share of Africans?. Additionaly, the industrialised world accounts for over 84
percent of gases currently causing climate change, and 70 percent of al carbon emissions.
Current patterns of globaisation mean that OECD countries are effectively usng the
environmenta “space’ of other countries to fud their own consumption, whether thisbein
CO, emissions, water pollution, use of fisheries or tropica forestry products.

At the internationd level the Globad Environment Fund (GEF) is avalable to developing
countries to hdp them meet environmentd targets edtablished in some internationd
agreements. The GEF's budget of $666 million per annum approximates to around 75 cents
per person per year for each citizen in contributing countries. This is hardly an accurate
reflection of the globa vaue of the natura environment.

Sudtainability limits need to be introduced on a number of different scales (locd, regiond,
nationa and globd). On a globd scde potentid condraints exist in the form of Multilatera
Environmenta Agreements (MEA's). There are over 180 MEAS, including: the Montred
Protocol on Substances which Deplete the Ozone Layer; the Kyoto Protocol setting limits
on greenhouse gas emissons, and the Convention on International Trade in Endangered
Species of Wild Floraand Fauna (CITES).

At the nationd levd, policy makers continue to pledge their commitment to sustainability, as
embodied in internationdly agreed principles and treeties, but their rhetoric has not be
backed by sufficient action. Many plans to promote sustainable development have been
developed (e.g. Agenda 21, Biodiversity Action Plans, Nationd Sustainable Development
Strategies), but are under-emphasised in development priorities. In an increasingly globd
and competitive market introducing environmental measures becomes increesingly difficult
due to fears about |osing competitiveness and discouraging potentia investors.

Economic growth and liberdisation continues to be a priority over sustainability concerns.
The move from a “culture of growth”, to one of sustainability requires degp-rooted changes
to the production and consumption petterns, and the inditutions which drive them. This
requires fundamenta revisons to existing modds of development, and understanding that
flawed concepts such as the EKC cannot automaticaly bring sustainability. These models
neither reflect the agreed objectives of sustainable development, nor date-of-the-art
environmenta or growth economics™.
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Given the scale of environmental destruction in the past 30 years, both developed
and developing countries need to adopt a more precautionary approach to
environmental decison-making.

The large gaps between rich and poor, both within and between countries, means
that a convergence of environmental regulation will not automatically occur with
achievable rises in incomes. In order for developing countries to achieve higher
environmental standards they will require greater domestic political will and more
generous financing from industrialised countries. Especially in the face of increased
economic pressur es on the environment which mainly originatein donor countries.

2.4  “Transitional” Effects and Long-Run Environmental Damage

In the globd economy, countries cannot eschew  responghility for the environmenta
impact of their economic activity. Reliance on nationa sovereignty must be supplemented by
the maxim that “respongbility follows profit”.

Where FDI flows between countries a different stages of development and regulation, the
scae or intendty of production of foreign firms (which are typicdly larger than domestic
firms with more advanced technology and skills), may cause irreversble environmenta
effects by overwheming weak government controls.

The Maguiladora zone on the US-Mexico border has witnessed serious environmenta
problems as a result of inadequate infrastructure and environmenta regulation to control the
rgpid development and unplanned indudridisation through migration, urbanisation, and
associated development in the ares®. In another case, P&O (a UK shipping company)
proposed to build a mgor container port in  a protected area in India. An internal P& O
report concluded that construction and subsequent development would have caused
“irrevocable environmenta damage to the surrounding coastling’. Fortunately, due to the
efforts of the locd communities supported by WWEF, this development was eventudly
halted®.

Rapid development without adequate controls can aso bring irreversble socia and cultura
disruption, removing traditionad economic support mechanisms without replacing them with
adequate subgtitutes. The EU ‘Third Party’ fishing agreement, which alows foreign vessels
access to fishing grounds of the West African coadt, has resulted in lower fish stocks for
local artisan fishermen. Locd consumption patterns have aso had to adapt as people in
West Africa, for whom fish was once part of ther steple diet, now export most of their
catch to European countries.

Foreign involvement in pam ail plantations in Sumatra, Indonesia caused the indigenous
Kinai community to be disolaced from parts of therr lands, and ther livdihoods as net
exporters of rice taken away from them. Moreover, the growing infrastructure developed
around the plantations fudled the invasion of a host of other domestic and foreign companies
into the ares?®.
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24.1 Therole of official Export Credit Agencies and Multilateral Banks
Much FDI, in particular large-scale infrastructure projects, is supported either by
government or multilateral co-financing, acting asrisk insurer’s or guarantors. Thisis
particularly prevaent in countries where paliticd risks are high, which aso tend to be
countries with low levels of environmenta governance. However, the provison of an
implicit or explicit subsidy to a private company does mean that environmental
conditionalities can potentialy be atached to such assstance.

For example, the World Bank requires assessment of all private sector projects financed
through the International Finance Corporation and Multilatera Investment Guarantee
Agency seen to pose arisk to the environment. This can lead to amendments to the project
and/or assistance to develop the country’s institutional capacity”’. The World Bank aso
requires countries to prepare Nationa Environmenta Action Plans (NEAPs) as a
precondition for financid assstance. However, an internd bank review found that in very
few cases had these been successful in improving environmenta ingtitutions and regulatior?®.

Export credit agencies are playing an increasingly important role in providing assistance, in
terms of finance or risk bearing, for firms interested in investing aoroad. The recent growth in
financid commitments of these agencies has made them a larger source of finance than
multilateral development banks™. However, most agencies work with little transparency
and accountability, and with little or no input from environmenta minigries. The only
multilatera rules on the activities of export credit agencies are a set of non-binding guidelines
agreed at the OECD™. These have generdly been unsuccessful in driving up standards of
environmenta scrutiny to those of the best agencies; as was demonstrated by the different
attitudes taken by export credit agenciesto the controversia Three Gorges project in China

The current officia subsidies extended to private investors are not consistently matched by
support for environmenta governance or serious environmenta conditiondity. By reducing
the risks of long run capitd investment these subsdies result in increased environmenta
pressures, and distort FDI towards more damaging capita intensive goods. For example,
large power plants, stedl mills, chemica plants, pulp and paper mills and mining equipment®.

2.4.2 Sructural and indirect impacts of FDI

FDI often has more profound and long lagting effects than anticipated. Initid investment
choices, which have not taken into account environmenta costs or limits, skew future
development plans. Roads to mines bring settlers and increased development. Clear-cutting
of forests reduces land vaues to a level where widespread oil pdm plantations are an
economicdly viable dternative to susainable forestry. P&O's planned port would have
brought irresstible economic pressure to indudtridly develop the port hinterland inside the
protected “eco-fragile’ area, and this was a mgor factor in the rgection of P&QO’'s
goplication.

Such “gructurd subsidies’ can warp development choices for decades in the future even if
the initia extent of environmental damage is properly assessed. Moving away from such
unsustainable paths requires explicit limits on resource use and the acceptance of short run
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trangtion costs to a new sustainable equilibrium. Such codts are hard to judtify, or bear, in a
globalised economy.

These examples highlight some of the trangtiond effects that accompany over extensve or
overly hasty liberdisation. These so-cdled “short run” effects actudly produce long run
impacts affecting trends in human, socid and environmental capital stocks, which are vitd for
the balanced sugtainable development of any country.

Even if foreign firms are able to make environmenta improvements, these are often dwarfed
by the external cogts associated with the sheer scale a which they are alowed to operate.
Although banana producersin Centrd America have made improvementsto their operations
in recent years, their scade of operation and use of chemicdly intensve monoculturd
cropping patterns continues to pose serious socid, hedth and environmenta cogts (local and
globa ar pollution, surface and groundwater pollution, soil erosion, and deforestation).

Improvements to a host country’s regulatory system to enable it to cope with new patterns
of invesment, may smply involve better implementation of exiding legidaion on
environmenta impact assessment (EIA) or investor liability rules. But attention should dso
focus on the functioning of meso-levd inditutions (regiond, municipd, and loca
governments) as it is here where planning, resource use and private activities is directly
controlled. Strengthening capacity in these areasis vitd if the multiplier impacts of a specific
project, in terms of urbanisation, migration and changes in subsistence resource use are to
be adequately controlled.

The irrevergbility of much environmental damage means that liberalisation can
result in long-run negative impacts if host country regulation cannot respond to
increased economic activity.

Official subsidies to investors distort international investment towards resource
intensive long-run projects. To mitigate this bias source countries must ensure
investments are reviewed for environmental and social impacts, and projects
rejected or amended if necessary.

The sequencing of building regulatory capacity and liberalisation must be explicitly
consdered, and a precautionary approach taken in sendtive areas. Where host
country regulatory capacity is lacking, home countries have a responsbility to
provide resources to improve this, in advance of providing subsidies to ther
investors of entering into negotiationsto open up new sectors.

2.5 Distributional Impacts of Large Investment Projects

The digtribution of costs associated with large-scde investment projects, which are often
funded through FDI, is often highly skewed. There are clearly 'pollution zones of poor
people, where firms perform worst, and where regulation is lacking or not properly
enforced™. Policy makers have argued that this is a result of socia preferences. However,
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these communities are rarely consulted as to these “choices’ and often do not benefit from
the investment.

Didributiond issues around foreign invesment are clearly shown by water use conflicts.
Currently, one third of the world's population lives in countries experiencing water stress
and this number is ragpidly growing. About 38% of globd cropland is degraded, and
productivity losses may reach 20% in some arid countries. Arid and semi-arid countries are
experiencing the highest pressures, which will be exacerbated by continuing climatic change.

Competition for both land and water is increasing. In some Asan countries loss of crop land
to industry and urban development has occurred at the rate of 1% per year. Irrigation has
accounted for more than half the increase in globa food production since the mid-1960s,
but about 20% (50 million hectares) is suffering from soil degradation due to faulty practices.
Agriculture uses 86.8% of water in developing countries, but only 46.1% in the developed
world. As countries develop industrid and domestic use will expand, a the same time as
more irrigated land is needed to feed risng populations. Given that humans aready use
around 50% of dl the world's available freshwater supplies, shortages and conflicts between
uses are inevitable unless resource efficiency isimproved™.

However, given internationa competition for investment (and trade) governments find it hard
to interndise these codts if it is seen as making them uncompetitive relative to other
detinations. For example, in heavy water usng sectors dtractive to FDI such as
manufacturing, export agriculture, tourism and golf course development, incoming investors
tend to have priority accessto available water supplies.

This has devadating impacts on locd communities and ecosysems when subsstence
activities dso compete for the water supply. As such subs stence activities do not show up in
nationa accounts their displacement may actudly increase conventionally measured growth,
but a a high human cog.

Such patterns of development in fact tend to reflect the preferences of the country’s elite for
rgpid indudtriaisation, at the expense of the weakest and least organised groups. In redity
the poorest often vaue nature very highly since they depend on it for their liveihood, and
often live in the most ecologicdly fragile aress. Therefore, when considering the impact of
foreign investment in a country a clear digtinction should be made between it's impact on
overdl economic growth and development, and its ability to reduce poverty and increase the
quality of life of those impacted by it indirectly or directly.

NGOs often play an essentid role in raising the local concerns about the validity of the EIA
process, as affected parties are unable to participate effectively due to low educationd
levels*. These links between environmental impacts and poverty highlight the need to carry
out sustainability impact assessments of investment projects, examining socio-culturd,
regulatory, and environmenta impacts.

However, civil society groups need greater access to information about company and
government decisons if they are to scrutinise them and protect the interests of margindized
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groups and the environment. This requires that multilateral bodies and companies release
ElAs and invesment gppraisas when conflicts arise, and that commercid confidentidity is
not used as a smokescreen for bad decison-making. Citizens aso need the ability to
bypass inadequate domestic regulatory regimes, as investors do through bilateral and
regiond investment agreements, and enforce laws and regulations in a company’s home
country. There have been some pioneering cases where this has happened in the UK and
USA, but it is till an overly costly and uncertain procedure™.

NGO's, and other civil society groups, can play avital rolein articulating the voices
of the marginalized, or dispossessed, who often suffer the detrimental
environmental impacts of large-scale investments. This requires greater
transparency in public and private processes surrounding investment decisons and
increased accessto justice both nationally and internationally.

3: Summary: The Macro-level Impacts of FDI

There is little up-to-date systematic research into the macro-level environmenta impacts of
increased FDI flows, and its didinct effects on long run sustainable development. The
avalable case sudy materid and WWF's experience research suggests some generd

findings

Environmenta costs are not adequately internalised in any country. Given these policy
falures, increased economic activity will exacerbate exidting digtortions and in
environmentally sengtive sectorsis likely to cause mgor damage.

Income gains from FDI will not automaticaly simulate incressed demand for
environmenta improvement before fundamenta ecologicd limits are reached.

FDI can fud economic activity a a scde and pace that overwhems host country
regulatory capacity, resulting in inefficient and irreversible environmenta damage.

The sze and digtribution of the environmental cogts of FDI are usualy not adequatdly
accounted for when policy decisions on liberdisation or investment incentives are made.

FDI, especidly in resource using sectors, often has very long run effects on both
environmentad qudity and future development patterns in the host country.

FDI, especidly in natural resource using sectors, may not bring expected economic
benefits to the host country, or put it on the path to a balanced industria economy.

Subsdies through investment guarantees or export credits put pressure on the
environment by encouraging too much capitd intendve investment.

AsFDI growsit isimportant that home countries take greater respongbility for the impact of
ther firms' activities abroad. Though host countries must bear the primary responsibility for
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environmentd regulation, the redlity is that many deveoping countries have yet to build
adequate capacity to handle these external economic pressures.

The scae, pace, and sectora composition of FDI, coupled with the dedicated subsidies it
recaves, differentiates its impact on the environment from domegtic investment in many
countries. These differences argue for new policy mechanisms to lessen the environmenta
impact of FDI, and strengthen host country regulatory capacity when needed.

However, the question that remains unexplored is whether competition for FDI is one of the
reasons why environmental standards are below sustainable levels, or is this attributable to
domestic paliticd factorsthat exist in dl countries?

4: The Environmental Quality of FDI: Beyond
Pollution Havens and Halos

Countries can potentidly benefit from FDI by increasing their productive capacity, gaining
"goillover effects’ (eg. technology trandfer, training and skills to domestic firms) and
developing their export sector. To obtain these benefits, countries offer incentives to attract
foreign investors. Intensifying competition for invesment has raised fears of cogtly "bidding
wars' between countries to attract potentia investors. These "wars' may take the form of an
upward spird in investment incentives (financia or fiscal) or downward pressure or flattening
tendency on labour and/or environmenta standards. Economically, offering incentives is the
same as giving tax breaks for domestic savings or domestic investment in training and R&D.

The inefficiencies, ingabilities and rent-seeking behaviour of such dynamics causes a net
global loss rdative to the optimal case®. A "prisoners dilenma’ results; governments have a
collective interest in removing such incentives, however, if an individud government refrains
from offering incentives, then FDI will be channdled into the economy which does. It would
be in the interests of al competing nations to work together and put limits on the incentives
offered.”’.

The issue of economic incentives (financid and fiscd) is returned to in Section 7. This
section focuses on the effects of competition on environmental standards and examines the
highly contentious “ pollution havens’ debate.

41 The Environmental Performance of Foreign Investors: The
Pollution Havens Debate

Environmenta regulation is essentidly a means to interndise the external environmental costs
of firms economic activities. There is the concern that in order to atract investment,
governments will undervaue therr environment through lax or non-enforced reguletion (the
"pollution havens' hypothesis). As a result companies will shift operations to these countries
to take advantage of lower production costs ("the industrid flight hypothesis”). Both lead to
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excessve (sub-optima) pollution in the host country and a potentia "race-to-the-bottom” in
environmental standards.

A contragting view — termed the “pollution halos’ argument — is that foreign companies using
better management practices will pull environmentd, and other standards upwards (see
section 44). Severd different theoreticadl motivations for pollution halos have been
suggested: shareholder and consumer pressure from home countries; the need to harmonise
quaity standards insde globa production chains, economies of scae from having globd
environmental sandards, and that environmentd performance is source of competitive
advantage in some companies.

The resolution of this debate has sgnificant policy implications.  if, under current rules, FDI
has a negative effect on nationd environmentd standards, then internationd regulation will
be needed.

4.1.1 Determinants of the Pollution Havens debate

The pollution havens debate has strong theoreticd underpinnings. Micro-economic theories
predict both indudtria flight and a race to the bottom in the absence of internationd
standards.

Unlike most environmental and liberdisation debates, it has been the defenders of FDI
flows who have had to provide empirical evidence againg the pollution havens hypothesis.
The most common rebuttd is that environmentd abatement costs make-up such a small
proportion of total firm investment or operating costs (compared wages and costs of capita)
that differences in environmentd regulation have little impact on a firms locationd
decisons®. Only for firms or industries in which environmenta codts are significant will
lower environmentd regulationsbe a“pull” factor.

Developed countries and developing countries dike generdly fal to fully price thar
environmenta assets. With regulation universdly low in the globd economy, and
environmenta costs representing only a small fraction of operating codts, firms' locationd
preferences will be little influenced by environmental standards. If dl countries truly
interndised externa environmenta costs, the cost to firms of compliance would both
increese and vary dgnificantly. Under such circumstances, vaiations in environmentd
regulation would become a more sgnificant factor in afirm's choice of investment location.

Therefore, research cannot measure the impact of competition for FDI on environmenta
standards by searching for the existence of pollution havens. A more complex game exigts
where domestic pressure for higher environmenta standards competes with the percelved
risks of indudrid flight, or gains from attracting new invesment; depending on market
dynamics of the country and sector involved.

Depending on the relaive “market” power of voters and investors on host country
politicians, competition could ether result in indudtries agglomerating in particular "pollution
havens', or in the globdisation of unsugtainadle levels of pollution and environmentd
damage.
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The available environmentd evidence shows that trends in environmenta damage are
unsustainable. The evidence from pollution haven studies does not support generd industria
flight, but shows that environmenta regulation does influence some firms locationa
decigons, primarily in resource and pallution intensive sectors.

On the surface it gppears that an equilibrium exists between the extreme outcomes of the
pollution havens hypothess, with less than optima environmental protection and some
indugtrid relocation. However, the picture is more complex when looking a studies done
below the aggregate level, where most research has concentrated. Work at the
sectord/indudtry level and examinations of individud companies reveds a more detailed
picture. The locationa dynamics and environmenta performance of firms incorporates
factors from both the pollution havens and pollution halos modds, dong with other politica
and economic factors.

4.1.2 Evidence at the aggregate level

Mogt sudies have identified the dirtiest industries — iron and sted, non-ferrous metals,
indugtrid chemicals, pulp and paper and non-metalic mineras — and examined trends in the
location of production, trade and investment flows with environmentd regulation. Severd
gudies have shown that the share of exports of polluting goods has been faling, while
increasing in developing countries (Low and Yeats, 1992, Wheder and Mani, 1997).
Conversdly, other studies have found no such correlations (Tobey 1990; Grossman and
Kruger, 1992; Eskeland and Harrison, 1997). Although the findings have been mixed, the
weight of evidence has tended to rgect the hypothess. A more disaggregated analyss,
examining 24 "dirty industries’, was carried out by Jenkins (1999). This concluded, rather
tentatively, that gricter environmenta regulation in Europe has contributed to the loss in
comptitiveness of many of these indudtries.

There are a number of limitations of usng aggregate sudies. Frg of dl, it isvery difficult to
separate the effects of environmental regulation from other variables such as exchange rates,
and therefore provide definite conclusons. Secondly, the industries are determined based on
direct — and often dubious — pollution emission indices, which are assumed to be a proxy for
al environmenta impacts. These obscure or ignore other impacts, for example on the natural
resource base and the indirect effects caused by rapid and unplanned indudtridisation. In
addition they tend to neglect other environmenta codts, such as monitoring and planning
activities, productivity loss due to the opportunity costs of capital use and research and
development.

Ovedl, the overly generdised and aggregated nature of the pollution havens debate has
tended to obscure, rather than illuminate, the most important rel ationships between FDI and
the environment. In order to obtain more conclusive evidence it is necessary to examine the
different industries, on a case-by-case basis.

4.1.3 Casestudies: sectorsand industries
Detailed studies have been carried out for a number of different sectors. Those examined
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here include tanning, nitrogen and phosphate fertiliser, iron and sed and extractive
resources.

Environmenta regulation in Europe has caused alocationd shift both directly by firms from
other countries investing in developing countries tanneries, and indirectly in that the polluting
production stages are taken over by firmsin the South. This highlights the importance, when
examining the impact of FDI on the environment, to look a the different parts of the
production process.

Tanning Industry

Tanning can be dassified as a pallution-intensive indudtry asit is characterised by high levels
of pollution abatement and high levels of toxic release. According to Rydin (1997),
environmental protection costs in the European Tanning industry account for between 2 and
4 percent of total turnover.

Over the past few decades the tanning industry has gone through significant changes. The
second half of the 1980s witnessed awave of contraction of tanning industries in Europe.
This occurred a atime when strict environmenta regulations were being introduced,
particularly in Northern Europe. These additiona environmental costs, compounded existing
cost disadvantages resulting in the dosing-down, or shifting of many tanning indudtries. The
tanneries that have survived in Europe (which are predominantly Itaian) are those which
compete in high quality and cater for niche markets, and source semi-finished or finished
products from abroad. Sourcing alows the producers to avoid much of the high water
polluting trestment costs.

Stricter environmenta regulation in Europe has contributed to the externdisation of the wet-
processing, particularly wet-blue production to awide range of countries. Brazil, Argentina,
South Africaand Eastern Europe. Wet-blue is semi-finished lesther which has gone through
the initid tanning process where chromium has been applied. Whereas 80-90 percent of
pollution occurs at this stage of production only 15 percent of value-added is generated a
this stage.

In Brazil, where regulation is less strict, wet-blue now accounts for 72 percent of exports,
increasing 275 percent in the last seven years. There has been alocationd shift both directly
by firms from other countries investing in Brazilian tanneries and buying a share of the wet-
blue production; and indirectly in that the polluting production stages are taken over by firms
in the South.

These trends in the tanning industry can to alarge extent be explained by the combination of
Brazilian and European tariffs, which encourage the export of wet-blue from Brazil. The
demand from Italy — the world's largest |eather producer — for wet-blue has increased
considerably over the past decade. By 1997 Italy purchased nearly one-third (by weight) of
al leather exports from Brazil —the vast mgjority being wet-blue. Given the dominance of
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the Itdian tannersin the EU and thelr increasing reliance on imports, it islikely that the
exiging EU tariff regime has been largdly influenced by ther interests.

The consequences of Brazil's increased reliance on the most polluting part of the tanning
production chain is not only irreversible damage but aso the build-up of economic costs.
The clean-up costs will be considerable, and irreversible damage to the environment
removes scarce resources to fud development, now and into the future. Some may argue
that the structura changesin the tanning industry are a necessary response to the economic
redlities of the internationd economy. However, these changes are having deleterious
impacts on Brazil’ s environment, and the long-term devel opment prospects for the industry
and wider economy.

Sour ces:
Odegard, J.T (1999), “Leather tanning in Brazil”, F.I.L Working Papers, No.19, University of
Odo, Odo

Hesselberg, J (1999), “International competitiveness. The tanning industry in Poland, the Czech
Republic, Brazil and Mexico”, F.I.L Working Papers, No. 15, University of Odo, Odo

Knutsen, H.G (1999), “Leather tanning, environmenta regulations and competitivenessin
Europe: A comparative study of Germany, Italy and Portugd”, F.I.L Working Papers, No 17,
University of Odo, Odo

Italian companies possess the means, skills and technology, which countries like Brazil lack,
to convert the hides into high qudity leether. These competitive advantages have dlowed
them to capture "niche” markets, along with other European producers. The Brazilian
tanneries which are increasingly specidising in low qudity products are trapped between
being unable to compete with better quality competitors and from lower cost producers
from Aga

Asaresult of this competition changes to environmentd law in Brazil have been dow and
week. Locd authorities are lesswilling to enforce more stringent regulation as it may cause a
loss of jobs and tax revenues. Regulation has effectively become "stuck-in-the-mud” as
competitiveness fears, and poor economic performances deflected minds away from
environmental concerns,

Phosphate and Nitrogen fertiliser industry

The globd dructure of the fertiliser industry has changed draméticaly over the past two
decades. Western Europe in particular has witnessed a marked decline in production —its
share of production of phosphoric acid fell to 4.7 percent in 1998 (EFMA 1998).

The mgor environmenta problems associated with the fertiliser industries differ. With
nitrogen these relae to energy consumption, the emissons of nitrate oxides and the leaching
of nitrates to water; for phosphateit isthe disposa of wastes (particularly phosphogypsum)
and the content of cadmium in the phosphate rock. Technologica developmentsin the
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1970s and 1980s |led to a mgor modernising of the fertiliser sector. This dlowed many of
the environmenta problems in the Nitrogen fertiliser industry to be combated, or reduced.

Stringent environmenta regulation in Europe has not had a significant impact on its Nitrogen
fertiliser industry. Much more important have been the avallability of cheap labour and
natural resources (including fossi| fuels and minerd resources). As aresponse firms have had
to ether: close down production al together; exit the fertiliser market (e.g. ICl) to focus on
specidity chemicals; secure the market in Europe; or expand globally (e.g. Norsk hydro,
Kemira) to areas with access to natura resources (e.g. Caribbean, Russia), or where there
isalarge market (e.g. China).

The changesin the phosphate industry in the EU have been bleaker. Phosphate producersin
Western Europe have traditionaly sourced their raw materids (i.e. phosphate rock) from
countries such as Morocco. However, once these countries began developing their own
downstream indudtries they faced competitive disadvantages, initidly in terms of transport
and labour costs and economies of scale. These problems were compounded with recession
intheindugtry inthe early 1980s, and later on by stricter environmenta regulations across
Europe.

Asaresult of EU regulations companies were no longer able to dispose of
phosophogypsum in river estuaries or the sea. Many companies were forced to withdraw
from the production of phosphoric acid (the process which produces phosophogypsum).
Since 1986 the annual capacity has more than halved, and the number of wet-phosphoric
acid plants declined from 45 to 10 between 1980-1994.

The decline in cgpacity can partly be explained by tighter restrictions on fertiliser use, but
aso by increasing imports from countries were regulations are less stringent. The region now
relies on imports from the former Soviet Union, Morocco, Tunisa and the US for much of
its phosgphate fertiliser supply. Domestic producers continue to be protected from
competitorsin certain phosphate markets and remain the principa suppliers of certain
"niche" fertiliser products. However, demand for these is not sufficient to keep the industry
afloat. Traditional European phosphate producers (e.g. Norsk Hydro) have been forced into
joint ventures with groups from North Africa and the Middle East to alow them to relocate
production in regions were the costs are much chegper, so they can compete in other
markets (in particular China).

Sour ces:

Bartzokas, A & Yarime, M (1999), The European Fertiliser Industry, A Research Project for
the EU on Environmenta Regulation, Globaisation of Production and Technological Change,
United Nations University, Ingtitute for New Technologies, Brussals

Demandt, | (1999), The World Phosphate Fertiliser Industry, A Research Project for the EU
on Environmenta Regulation, Globalisation of Production and Technological Change, United
Nations University, Ingtitute for New Technologies, Brussals
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The experience of the European fertiliser sector highlights the importance of technology:
where it is not available to reduce or treat emissons, discharges and waste, at least
comptitively, firms may have to shift location or outsource. Any competitive advantages
which early producers enjoy tend not to be sufficient to offset increasing environmental costs
(and other cogt differentias). Thisisthe case for both the phosphate fertiliser and tanning
industry. However, in the case of Nitrogen fertiliser where technologies are more available
thereisless pressure for relocation.

For thisindustry the main driver for locationd preference is access to cheap resources. This
begs the question whether host countries desire to attract potentia investorsis “chilling” the
upward movement in regulation in resource rich countries.

Iron and Sted

Traditiondly the sted industry was a nationd asst, controlled by asingle sate firm. This
reflects the importance of stedl in the development process of a country. World stedl
production continues to increase — athough a combination of the Eas-Asan crisisand a
accompanying dump in demand and overproduction has caused a reduction of 7.5 percent
in the first two months of 1999 (World Bank 1999b).

Since the 1970s the stedl sector has undergone magor changes. In Europe privatisation and
rationalisation has led to "sreamlining” of the industry. With declining domestic demand,
exports of stedl products have become increasingly important. However, with expansion of
production in developing countries trade has become increasingly competitive. Over the past
few decades firms in developing countries such China, Brazil and the Republic of Korea
have become some of the largest playersin the industry. Chinais now the world's largest
gted producer, and with a growing domestic demand is likely to remain so for sometime,

In developed countries, where the demand for bulk steel has dropped considerably, greater
efforts have been focused on producing high quality steels, and sted tailored for clients
needs. The more sophisticated sted plants are cgpable of producing awide range of "niche
products’. Mogt of the stedl importsinto the EU arein the form of bulk sted from Russia,
East-Europe and Brazil. In developing and trangtiona economies there is atendency to
produce bulk, low price products to cater for the local market.

Inthe EU Iron and sted companies put around 10 percent of their total investment each
year in environmental projects. However, the current approaches to improving
environmenta performance — end-of-pipe systems and re-cycling — may well be reaching
ther limit. Thisimplies the need for more structural changes to the process and production
chain to curb environmental impacts.

Chesgp imports of stedl have flooded the EU market, particularly from Central and Eagtern
Europe. Poland isa case in point. Prior to the 1990s, protection of the environment was
often sddined; and "pockets’ of industry evolved around resource supplies causing severe
ecological impacts. The combination of lower |abour cogts, supplies of raw materias and
low environmental costs alowed Central and Eastern European countries to flood the
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Western European bulk steel market in the 1990s. However, in the case of Poland its
potentia on to the EU and demands of importers are increasing pressure on them to
clean up ther production processes. By introducing stricter regulation they could be
squeezed out of the market due to competition from Eastern Europe and Russia.

As congruction and indugtrid requirements for steels has declined in Europe much of the
future demand will come from developing countries. Stedl producers in developed
economies face two choices: to focus their attention on producing high qudity, value-added
products to export domestically and abroad and/or locate production capacity within the
markets where there is growing demand. This restructuring of the industry is dreedy
happening, and will do so in earnest into the next decade.

Sour ce:

Barton, JR (1999), Environmental Regulations, Globalisation of Production and Technologica
Change in the Iron and Steel Sector, Paper Presented at a conference on Environmental
Regulations, Globalisation of Production and Technological Change, University of East
Anglig, 1-2 July 1999.

The case of iron and sted shows that even for some of the largest polluters, differences in
regulation have not affected firms location decison. Sted producing netions usudly have
one dominant "flagbearing” firm, which has traditionally been protected for strategic reasons.
The dze of these firms dlows them to enjoy increasing returns to scale in production,
marketing, distribution, advertisng and research and development. Given these competitive
advantages, which the European, US and Japanese firms enjoy in particular (Snce they were
fird to develop efficient sted indudtries) they are able to offsat extra environmenta codts.
These producers have aso increasingly moved into value-added, specidity products where
they can gain "niche markets', and can therefore compete on qudity or design, rather than
price.

Evidence generdly points to the conclusion that sectord restructuring and globaisstion in the
stedd market is shaped by access to new markets. Although environmental regulations may
not be an overriding factor in afirm’s decison to move, given the increasingly competitive
nature of the sted market firmswill be vying for any possible competitive advantages when
deciding where to locate — amongst these will be environmental considerations. The
increasing importance of climate change as an issue will further increase the impact of
environmental regulation as carbon dioxide emissons begin to extract a price on the open
market.

TheMining Sector

The primary consderation for firmsin the extractive industries is access to the resource
base. The fact that potential investors are often able to choose between a number of
different steswithin the same region implies that power lieswith the investor to demand
ggnificant incentives. These can be either economic or involve alowering of Sandards
(environmenta or labour).
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Throughout the Asa-Pacific region intensfying competition for investment in the mining
sector (copper, gold, iron ore, cod, duminium) has led to a suite of incentives being offered
to theinvestor. These include: granting foreign investors full ownership, cutting corporate tax
rates and reducing roydty payments. In 1995, in the Philippines the government introduced
Financid or Technica Assstance Agreements (FTAA) which provide generous concessons
to foreign investors. This move received a favourable response from foreign mining
companies, with the number of countries represented in the country increasing from4in
1994 to 20 in 1996.

In many cases countries have dragtically relaxed environmenta controls over mining
operations in arange of areas. In Papua New Guinea (PNG) and Indonesia, for example, all
mining operations operate under specid conditions that impose minima or no regulation and
alow widespread contamination of the environment. Mining in Indonesiais carried out under
gpecid Contracts of Work (COW) which generdly exempt mining corporations from
environmenta laws. In addition countries have provided ether generd or specific (project-
by-project) exemptions from existing environmenta and other laws. In Papua New Guinea,
the Philippines and Indonesia exemptions have been made to domestic law to accommodate
mgor mining disagers.

Lax enforcement of regulations can emerge from deliberate nationa decisions, or from locd
decisons. As many natural resource industries operate far from centres of government there
is both aweaker government infrastructure, lower oversight of decisions and greater
opportunities for corruption than in other sectors.

The direct environmental and socid impacts of these exemptions are considerable. For
example, the Fregport mine (in Indonesia), which is partidly owned by Rio Tinto, has
caused large-scae destruction of the nearby forests and river ecology, as well as sparking
off human rights abuses. In the Philippines 14 rivers were so polluted by copper waste, that
where they fed into the sea they reduced fish yields by 50 percent. Destructive practices
such asthese are the rule rather than the exception amongst mining operations within the
Asian Pacific region, many of which would not have occurred if the mining operations had to
adhere to domestic regulations.

With competition for FDI within the minerds sector likely to intensify, especidly as
neighbouring countries (e.g. Vietnam, Salomon Idands) liberdise their investment policies,
environmenta standards and performance are unlikely to improve without new policy
interventions. Even if andards do not deteriorate they are unlikely to improve consderably,
snce no country will be willing to disadvantage itsdf by introducing much dricter regulation
that its competitors. Regulations are likely therefore to remain "chilled” unless collective
action can be agreed upon.

Sour ce:
Mining Policy Institute (1998), Trade Liberdisation, Mining Investment and the Impacts
on the Environment and Related Socid Issues, MPI, Sydney
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In the mining sector the overriding decision where to locate will be based on access to the
resource in question. However, once thisis determined firms may thereefter consider and
seek out investment incentives — such as lower environmental slandards. Due to the
undifferentiated nature, high dadticity of demand and intense competition for basic extractive
resources, and the fact that production can incur congderable environmenta costs (pollution
and extraction), firms can benefit consderably from poor or lax environmenta standards.
For such products, smdl cutsin production costs can regp potentidly large rewards in terms
of market share. Thisisthe case for most standardised intermediate goods purchased by
other indudtries (e.g. chemicas, petroleum) which have a high price dadticity of demand

Aswadll as evidence from research projects there is also anecdotal evidence of corporations,
facing grict environmental and hedth sandards a home, moving operations to developing
countries. The US chemicd giant Du Pont, for example, attempted to move outdated and
dangerous equipment to a province in Western India from the US®. In another case
hazardous technology banned from use in Norway was exported out of the country and
used by corporations in India Other examples include operations by Dow, Atochem,
Kumaia Chemicals and Mitsubishi®.

One survey found that 26 percent of Maguiladora operators in Mexicai cited Mexico's lax
environmental enforcement as an important reason for their location there™. The U.S.
Generd Accounting Office found that between 11 and 28 wood furniture manufacturers in
the Los Angeles region moved to Mexico between 1988-1990%. One of the major reasons
for this shift was that in Mexico these firms faced no ar pollution standards for the
goplication of solvents.

The “North-South” nature of relocation may aso be changing. In arecent case in Tawan, a
$3.1 hillion chemicd plant faced high politicd protests over its environmenta impacts
prompting a proposa to move to Western Audtrdia. The rationde being that “we do not
expect environmental protest problems there’®,

4.1.4 Conclusions fromthe evidence: prices and markets matter

While aggregate studies do not tend to support the "pollution havens' hypothes's, case study
research, anecdotal evidence, and surveys suggest that lower environmental regulations do
influence locationd preference for the most resource and pollution intensive industries.

The extent to which environmentd regulation influences a firm's investment decison will
depend on a number of factors:

Environmental abatement costs.

Capacity of the firm to absorb additiona environmenta costs. This depends on a firm's
competitive advantages, and ther ability to pass the extra costs on to the consumer
(eadticity of demand, competition in their markets).

Possihility to capture "new markets' (e.g. niche products, green products).
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The amount of protection afforded to the industry (tariffs, non-tariff barriers).

The potentia for new environmenta technologies (developed interndly or externdly).

Industries consider locationa decisons based on estimates of economic dynamics, not the
datic modd of the pollution havens debate. Hence access to new markets, dynamic
advantages, expectations of future regulation and technology dl play a key role dongsde
direct environmental cods,

Indusiries characterised by high environmental abatement costs, with little opportunities to
absorb costs or capture new markets, with few technologica choices and limited protection
are mogt likely to relocate in order to compete internationdly. In such cases environmenta
cogs may even be a primary condderation for afirm's investment decision.

It is more common that regulations are only considered once the so-cdled "fundamentas’
have been met. These fundamentals generally relate to the size of the prospective market,
natural endowments, and lower wages. They may dso rdate to the availability of human and
physical capita or existing infrastructure. It is common practice, particularly for long term
projects, for the investor to pinpoint a number of different potentia stes which meet their
principa requirements, and then play each locetion off againg the others, forcing them to
offer dgnificant incentives to findly locate. Amongst these can be a tacit or expressed
lowering of environmenta standards, which include provison of degtructive infrastructure or
low cost resources such as water and land.

The evidence has dso shown the importance of not only examining the evidence at the level
of the sector but aso at the different stages of production within each sector.

By categorisng the different indudtries (or different stages of production of the industry)
according to the five factors, it is possible to gain a clearer understanding of the impact, or
likely impects of environmental regulations on the investment decison of firms. Figure 2
classfies the different industries discussed above.

Figure 2: IMPACT OF ENVIRONMENTAL REGULATION ON A FIRM’ SINVESTMENT DECISION
Minerds
Finished Leather Nitrogen fertiliser Phosphate fertiliser
Sted  Pulp and paper Tanning
(wet-blue)
Smdl Large

For each sector the factors will change over time, for example due to negotiations a the
World Trade Organisation (WTO), the intengfication of competition, or the introduction of
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new technologies and products. Examining likely changes can help predict future trends and
the likely influence of proposed regulations.

This evidence adso suggedts that the most pronounced effect of increased competition for
investment may not be a race-to-the-bottom in environmental standards, but environmental
regulations becoming stuck-inthe-mud. This implies that competition and the fear of losing
potentia investors may keep regulaion "chilled”, not alowing them to reach their socidly
optimd levels.

The pollution havens debate must not be conveniently aggregated away, asthereis
clear empirical evidence that certain resource and pollution intensive industries
have a locational preferencefor areas of low environmental standards.

Though environmental regulations may not be the primary influence on a firm's
investment decision, they are important for pollution or resource intensive firms
when choosing between countriesin the same trading region, and between different
locationsin the same country.

Thereisalso evidence that host countries have neglected or not enforced domestic
standards in order to attract investors, and international investors have often
encouraged such behaviour. The interaction between regulation and a firm's
decision to move is complex and dependent on a variety of factors, which requires
in-depth sectoral studiesto unravel.

4.2  Stuck in the Mud: The Chilling Effect of Investment Liberalisation

It has been argued e sewhere that the primary impact of globdisation, rather than triggering a
downward spird in environmental standards, is to keep environmentd policy initiatives
"stuck-in-the-mud™*. Since each nation is reluctant to take unilateral actions which could
potentidly undermine their competitiveness and desirability as a invesment location, the
overdl levd of environmentad standards will remain below their socidly optimd leves Asa
result markets are forced to become the key force to promote changes in environmental
qudity, as governments on their own are unwilling to make radica changes. This means that
irreversible damage will continue as long as andards advance in adow incrementa fashion,
driven by limited consumer, business and civil society pressure and incremental changes in
technology.

Introducing optima standards is difficult due to the inherent problem of representative
democracy: that the interests of industry and workers are concentrated and well organised,
whilst those who suffer the environmental effects are too dispersed to facilitate organisation
and lobbying. Policy makers are subject to pressure in the form of advocacy, lobbying,
biased research, campaign contributions from international business, from the public and
press where domestic jobs are a stake, as well as by strong labour groups or regiond
bodies to maintain the "status quo”.
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The outrage at the modest climate change levy proposed by the UK Government in 1999 is
testimony to this, and was fudlled by reports of large-scale job losses publicised by affected
industry groups. However, dl academic sudies have actudly shown the levy will bring long-
teem employment gains if properly desgned, as wdl as ensuring environmenta
improvements®™. This problem is worse in a globa context, since it is the concentrated
interests of domestic industries versus the interests of many outside the country to whom the
government ataches little repongbility.

That thereis little gatistica evidence of this "chilling effect” is unsurprising, because evidence
is needed of what has not hgppened. This issue must be investigated by historians and
politicd scientigts, not econometricians. There were cdear indications that such a
phenomenon was occurring in the sectors examined above. In the tanning industry,
regulations in Brazil advanced in a dow incrementd fashion as competitiveness fears (from
Asa) and poor economic performances deflected minds away from environmental concerns.
In the phosphate industry low cost producers in Morocco and Tunisia have been reluctant to
enhance their standards partly out of fear thiswill make other destinations more attractive. In
mogt natura resource sectors, where incrementd changes in costs can deflect investment,
standards continue to improve a a dow pace.

The effect is aso seen in the failure of the European Union's carbon/energy tax; the US
energy tax and Audraias greenhouse levy. Immediately after the US energy tax was
announced a number of US companies demanded and received exemptions from the tax
legidation. Further lobbying, paticulaly from the powerful Nationd Associaion of
Manufacturers and the oil industry, finaly defested the proposa. They clamed that an
energy tax would hurt the international competitiveness of US industry causing widespread
job loss. However, estimates of how the tax would affect the competitiveness of even the
most energy intensve industries found there to be smdl or negligible impacts®. Party
contributions from the mgor oil and gas companies sector — Amoco, ARCO, BP America,
Chevron, Exxon, Mobil, Shdl ail, Texaco, Enron — reached $20.8 million in the 1995/6
period, while the three big auto companies — Chryder, Ford and GM — gave donations
totalling $2.3 milliorf"”.

Smilarly, Shdl and other large corporations threastened to reduce future investment in the
Netherlands after the Government reveded plans for a carbon tax. In the UK the Paper
Federation of Greet Britain remarked that they might leave the UK, and Europe dtogether,
if a carbon tax was introduced®. Domestic and overseas firms have used the threat of
shifting production abroad effectively.

These defeated proposas result not only in insufficient pollution abatement, but aso distort
economic incentives delaying the development of more efficient products and processes, and
encouraging further investment in irreversble "dirty" capitd — raisng the future costs of
converting to a cleaner economy. Controlling higher levels of emissons now tends to reduce
future risks, and increases the flexibility of the economy to adapt to external changes a a
lower economic and environmental cost®. It will dso open up posshilities for the
manufacturing and export of energy efficient goods and services. For example, the failure to
introduce emisson controls early on in the UK saw domestic companies lose out to German
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and Japanese manufacturersin SO, abatement equipment; strong domestic laws have given
the US a competitive advantage in waste trestment™.

To overcome the "firsd mover disadvantage” requires some international harmonisation of
dandards, or the comfort that other will face some leve of regulation. This process is
dready happening in regiond trading blocs, such as the EU and NAFTA, but needs to be
accelerated.

Though the traditional way of agreeing communa standards is through MEAS, their record
to date has been mixed, especidly for traded commodities. However, these instruments are
often hamstrung by the difference in resources between North and South. Developing
countries, a least initidly, must be dlowed greater flexibility, as embedded in the Rio
Principle 17 on common but differentiated responghilities, in implementing environmenta
gstandards. This would require greater transfers of resources North to South, to enable
poorer countries to meet compliance codts.

Though this may be a feasible gpproach for some of the poorest countries, there seems no
appetite for large-scale transfers from donor countries to more emerging economies. A more
heterogeneous approach is needed — combining private sector, nationa and internationa
indruments — to gradudly pull up environmenta standards and regulations closer to their
optimd levels.

The most significant effect of different sandards between and within countries may
not be a race to the bottom, but the chilling effect on regulation and its
enforcement. This is stopping regulations from reaching their socially optimal
levels. Dealing with this requires greater environmental regulation, both
independently and collectively.

4.3  Other Dynamics between the Foreign Investor and Domestic
Regulator

There are other dynamics between foreign firms and locd regulators which can serioudy
impact the host country's environment. For one, foreign investors have sronger leverage
than domestic companies because they can use the threat of disiinvestment more credibly
and effectively due to ther exiding internationa structure. They are therefore able to put
pressure on the potentiadd host country. In some circumstances foreign companies have
targeted an aea for invesment, only so long as certan environmentd obstacles are
removed. For example, P& O put pressure on regiona authorities in India to de-notify one
of Indias three designated eco-fragile areas so it could go ahead with a port development™.

Such games happen a dl levels of government and in dl countries. In the UK the locd
council in Newbury, after putting through the most controversid road scheme in the country,
broke their promise not to alow further development dong the route because of the threat
of disnvestment from alocd firm.
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The threat of disnvestment or movement of investment acts as a powerful tool particularly in
developing countries eager for overseas capital. In the P& O case the state government was
eager to dimulate industrid development with a new port and offered sx potentid Stes.
However, due to a lack of bidders it was encouraged by the company to dlow feashility
sudies to go ahead a a new environmentally protected dte, or risk losng the investment dl
together.

Conversaly where investors compete against one another, the loca authorities are in position
of grength to decide how the investment should proceed. In China, which is short of
eectricity, the authorities having been trying to maximise power generation per dollar
invested. Companies such as AES and ENRON found themselves under pressure to reduce
environmental standards to win contracts™.

In some cases a company may aready be established within a foreign country and athough
environmentd regulations may not have been an initid concern, they can and do gpply
pressure on the host Government to lower regulations, or to prevent their enforcement.
Cases include ail exploitation and drilling in Nigeria and mining by Fregport in Southeast
Asa Agan the ability of foreign investors to switch production or capital between countries
gives them greater power to obtain post-establishment concessions, though this power is
reduced if the investment has high sunk cogs.

It is not dways a specific company flexing its financid muscle. In 1990 the EU placed
tremendous pressure on the Namibian government to grant access for EU fishing vessds to
their hake stock — the threat to hold up the disbursement of European Development funds.
More recently, Spain threatened to block the partial accession of South Africato the Lomé
IV convention unlessit followed through a fishing agreement with the EU.

To be meaningful, the traditional "pollution havens' debate must be expanded
beyond international investment location decisons to include other dynamics which
effect the impact of investors on the environment. The power of investors to alter
environmental regulation must be differentiated into decisions in the phase before
investments have been made, and the credibility of threats to disnvest once
oper ations have been established.

4.4 Pollution Halo's: Evidence and Extent

The ‘pollution haos argument is that foreign firms, who are subject to more stringent
regulations & home, use newer, cleaner technologies and environmentad management
sysems and dandards which they diffuse to the host country. It aso asserts that
multinationa firms are more exposed to the environmenta demands of governments, NGOs,
shareholders and customers. Given the new resources that firms bring for improving
efficiency, tranderring knowledge and addressing exigting pollution, this investment might
pull-up industry standards.
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There are clearly examples where foreign investors do bring improvements in environmental
performance to host countries (see for example, Blackman and Wu (1998), Zarsky and
Gdlagher (2003) and BIAC (1999). The evidence suggests that in some sectors,
particularly the energy sector, where condderable economic savings can be acquired
through superior technology, “pollution halos” may exist™.

However, there is aso consgderable evidence which does not lend support to the “haos’
hypothesis. Case studies by the California Globa Corporate Accountability Project found,
for example, the US oil companies tend to employ “double standards,” that is, lower—
sometimes far lower-- environmenta standards in developing country operations than at
home. US semiconductor and chipmaking companies, on the other hand, are characterized
by “leaders’ and “laggards’. Leading companies tend to use globa standards and new
technologies in developing country operations, while laggards follow locd practice and use
older, dirtier technologies™

World Bank studies by Dasgupta et d (1998) and Hettige et d (1996) have found that the
newness of the facilities and the sze of the plant (the bigger the better) were the most
important factors in the environmental performance of both domestic and foreign firms.
These studies ds0 reveded that firms — both domestic and foreign — are incrementdly
improving their environmenta performance as a result of effective nationd regulation and/or
loca community pressure.

Two World Bank studies—Wheder et al (1997) and Pargd and Wheder (1995) — support
these findings. They found tha firm-level environmental performance is unaffected by
foreign links, and that the key drivers for improvement are community pressure and
informa regulation. This further highlights the importance of NGOs, and civil society at large,
to articulate the demands and needs of the poorest and most margindized communities.

However, as work on labour standards has dso discovered, defining an investor’'s true
environmenta impact can be a difficult task. Companies may Smply pass the environmentd
problem onto their suppliers, buyers or service providers within the host country. In some
cases companies discontinue certain polluting activities and purchase them from locd
suppliers. In the chemicds industry for example, there has been a practice of buying certain
intermediate chemicals locally rather than paying the high clean up costs of producing thenr>.

Even if investors abide by home gstandards in their globa operations, the environmenta
impacts may differ in developing versus developed countries.  For example, many US
manufacturers ‘pre-treat’ their waste water and then, since it is il dightly polluted,
discharge it into a public sewer system for further trestment. Often in developing countries
this second phase of trestment is unlikely, and the still somewhat polluted water goes directly
into the nearby river source™®.

Whilst market forces, especidly the sze of loca markets, may be the primary determinant
of investment location decisons, the invesment climate adso plays a key role. Specificaly,
investors like predictability and consistency of rules””. Government officias in host countries,
particularly in finance or investment promotion minigtries, tend to take the view tha higher

WWF-UK: FDI and the Environment Pg.42



environmental sandards and increased operating costs will drive potentid investors away.
BIAC (1999) claimsthat clear and consistent regulatory policies can help promote both FDI
and environmenta protection. For some indudtries it will be in the interes of the host
governments to address these concerns, and introduce clear environmenta regulation that
will provide alevd playing field for them, and their domestic competitors. This would imply
that greater collaboration between domestic authorities and foreign investors could help
identify areas where improvements in regulation could be made.

Examination of the available empirical evidence shows, that in some sectors —
particularly those which are energy intensive or require high technology — thereis
support for the ‘pollution halos hypothesis. However, for most industries factors
such as age, size and community pressure have been more important in raising
environmental sandardsthan foreign investor involvement.

The problem of firms passing pollution onto suppliers, buyers or service providers,
within the host country has been under-recognised in the literature on pollution
halos and may be distorting the data on foreign company performance. Wider
environmental impacts are also under resear ched.

Given the importance that foreign firms attach to clear and consistent regulatory
frameworks, greater collaboration between the host country authorities and the
investors (or the source country) can help identify areas where regulatory
improvements could be made.

4.5 Conclusions: FDI, Environment and Competition —the real issues

Though the debate over pollution havens and halos generated large amounts of interesting
research, the fact that it has not been resolved shows it has been focused on the wrong
issues. In fact, there is unlikely to be a definitive and aggregate answer to the question — do
environmentd regulations make firms re ocate? The influence of environmenta regulation on
firm behaviour, and visaversa, is essentidly a sector specific and time dependent problem.

A more policy rdevant question is — does competition for FDI affect environmenta
peformance, in terms of both the internd <standards of corporations and externd
governmenta standard-setting? The evidence above supports the following findings:

Environmental cogs — though currently low — have been a factor in some firms
locationd decisons. The effect is most pronounced in pollution intensve and natura
resource sectors, especidly when combined with factors such as stagnating home
markets and increased internationa competition.

As globa economic activity expands, environmental damage will rise. A proportion of
these cogts will fal on companies, and pressures to account for environmental costs in
location decisons are likely to rise.
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Comptition for FDI and the thregt of disinvestment is definitely chilling the evolution of
high dsandards. This effect is probably greater than edtimated because many
“environmenta subsidies’ are indirect and hard to measure.

The paliticd economy of environment and invesment is complex, with firms interacting
with regulators at national, sub-national and loca levels. At each stage the threet of dis-
investment or relocation can force sgnificant environmental concessions from authorities,
the costs of which are rardly analysed.

The above conclusons present a serious chalenge of how to badance environmenta
protection with increased flows of FDI. The classica way to approach such co-ordination
problems is to set internationa standards, so that countries cannot lower standards under
pressure from investors. However, outsde highly integrated areas such as the European
Union, governments have generdly shown themsdves unwilling to limit ther nationd
flexibility in setting environmentd regulations.

An dternative gpproach to creating a comprehensve agreement covering FDI and the
environment is to use a mix of policies to rase the environmenta performance of
internationd investment, particularly in sendtive sectors. Integrating environmenta process
and/or performance standards in investment agreements would hopefully reduce pressure
investors could place on regulators. It would weeken the chilling effect and lay the
foundation for more permanent internationa regulatory solutions.

In thisway, FDI could become a pogtive force for increasing the environmenta governance
of both foreign and domestic companies through improved regulation, technology transfer
and improved management.

4.5.1 Improving the environmental performance of FDI

The evidence collected to investigate the pollution haos hypothesis does not identify a
condgtent trend of foreign investors having higher environmental standards than domestic
companies in developing countries. Rather the characterigtics of these firms — Sze, sector,
globa production links, responsveness to dakeholders — determine ther better
performance.

The environmenta performance of FDI is dso determined by host country factors which
affect dl industry, such as effectiveness of regulation, host community pressure (higher in
more affluent areas) and the performance of sub-contractors. Access to environmenta
equipment is aso a factor, as many countries — mainly in the developing world — put high
tariffs on “green” goods (for example, up to 100% in Indi@). Though manufactures of
environmenta equipment still see low or unenforced regulation as the biggest “barrier” to the
entry of their products™.

Policy solutions must therefore have a broad scope. The point is not to create “green
ghettos’ of FDI with low gpparent emissons of pollutants but which contribute to
unsustainable resource use; employ polluting sub-contractors, and rely on “subsdies’ from
uncontrolled infrastructure and urbanisation in order to operate.
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Research in this area identifies the following factors as key for achieving high qudity FDI that
has positive soill-over effects into domestic industries (controlling for the effect of nationd
regulation and industria sector)®®:

Environmental performance is pat of a company’s core business or principles, or
connected to its brand strength.

Strong links into the domestic economy, especidly through trandfer of clean technology
and managerid skillsto sub-contractors.

Pressure from shareholders and home country stakeholders to maintain and improve
environmental standards.

All these factors can be encouraged by credtive policies. For example, supporting the
growth of environmentaly sound markets through green export credits, government
purchasing and eco-labeling; conditioning access to markets on entering into joint ventures
with domestic companies and training locad personne; increasing the transparency and
reliability of companies environmenta impacts aboroad.

Though not a replacement for domestic regulation, it is important to redise the mixture of
“push” and “pull” factors needed to raise dandards. Cresting an amosphere of
environmental excellence will fadilitate the paliticd, adminidrative and inditutional changes
needed to support moves towards long run sustainability.

Evidence shows that competition for FDI is depressng the evolution of
environmental standards and such pressures are likely to increase in the future.
The development of comprehensive international regulations to safeguard against
thiswill be time consuming and complex.

In the medium term, this chilling effect can be reduced by raising the environmental
performance of FDI above the legal minimum in the host country, and by facilitating
diffusion of these standards to domestic firms. This can be achieved through a
variety of market, voluntary and regulatory mechanisms.
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Part Il: Solutions

The above andysis has identified specific areas where FDI, and its associated trade flows,
crestes new or exacerbates existing environmenta problems in developing countries. These
can be summarised into the following five points:

FDI can fud economic development at a scale and pace that overwhelms host country
regulatory capacity, resulting in inefficient and irreversble environmenta destruction and
even potentidly adecline in overdl country wefare.

Home country policies on subsidies to FDI through export credits or aid flows produce

a bias towards more environmentally damaging investment. Invesment agreements —
such as NAFTA and many bilaterd investment tregties — dso limit the ability of host
governments to pursue environmentaly sustainable policies.

Some pollution intensive indudtries  relocate to areas with lower regulatory standards,
and operateto lower standards than in their home countries when possible.

Natural resource seeking investors have a poor record of environmental management
relative to globa best practice. Often investors prevent host countries from maximising
returns from their resources, resulting in over-exploitation and unsustainable use.

Competition to attract FDI, or retan investments by international companies, has
produced a chilling effect on globa environmenta standardsin many aress.

Lack of adequate environmental governance in host countries is both a cause of these
problems, and a result of competitive pressures to attract or retain FDI. Often the
environmental cogts of FDI fal on the poorest, who fail to benefit from the economic wedlth
it generates. Therefore, any solutions to the environmenta impacts of FDI must dso address
the digtribution of costs and benefits.

Solutions to these problems must be practical and focus on indtitutions with the capacity to
change in the short term, before irreversble damage occurs. Though building capacity in
host country governments to manage FDI and the environment is vitd, this will often be a
longer term process.

In the short to medium term, sandards must be raised through other means, such as
mandatory home country standards for MNCs and other investors, consumer and civil
society pressure; and voluntary initiatives by MNCs to improve environmental performance.
Facilitating these dternative mechanisms through internationa agreements will often be easier
than building host country capacity, especidly in least-developed, remote or conflict ridden
areas.
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The sections below describe work needed to achieve thisin three important aress.

drengthened voluntary initiatives for environmenta best practice by investors, including
sugtainability reporting, and the promotion of voluntary eco-labdling in mass-market
resource-intensive sectors such as forestry, fisheries and touriam;

reforming exiging and planned internationd invesment agreements so that they
aticulate environmental and socid respongbilities of investors, host and home
governments,

building a framework of internationad regulation and coordination to ensure FDI
promotes sustainable development by preventing destructive competition, increasing
economic benefits to host countries and protecting the rights of locd communities and
industries.

Practical solutionsat all ingtitutional levels (national, regional and international) are
needed to maximise the positive contribution of FDI and minimise its negative
impacts. Voluntary, market-based and regulatory components are all needed to
ensure FDI promotes higher environmental quality and sustainable use of natural
I esour ces.

There is no magic bullet to ensuring sustainability in a globalised economy. A
diverse set of complementary approaches is needed to balance growing economic
pressur es.
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5: From Legal Compliance to Active Corporate
Citizenship

Large multinational companies (MNC's) carry out the bulk of FDI, and have the knowledge
and resources to operate to high environmenta standards. The 500 largest businessesin the
world control twenty five per cent of the planet’s output in GDP terms. These businesses are
a the very core of globa environmental concerns. In light of deteriorating environmentd
problems they must be expected to become “active citizens’ in promoting sustainable
development, taking responshility for ther role in the globa economy and moving beyond
legd compliance.

However, most MNCs condder that their only respongility is to comply with host country
regulations, and perhaps sgning-up to a non-binding code of conduct. There are many such
voluntary codes of environmenta conduct, which range from inter-governmenta agreements,
to internationa and nationa business declarations, to industry or company based codes.

The most ambitious attempt to regulate the activities of multinationa investors was the Code
drawn up under the auspices of the UN Centre for Transnationa Corporations (UNCTC),
founded in 1974. However, this attempt to create a binding multilateral code ran into
politica opposition from OECD countries in the early 1980's and was eventudly dropped.
The UNCTC itsdlf was downsized into an ineffectua department insde UNCTAD in 1993.

The most widely endorsed statement regarding MNC's and their behaviour towards the
environment, is the chapter dedicated to busness and industry in Agenda 21. Another inter-
governmentdly endorsed mechanian is the OECD “Guiddines on Multinationd
Enterprises’, though they only currently gpply insde OECD members. However, though
95% of FDI comes from OECD-based businesses, OECD governments admit that the
“Guiddines’ have not yet greatly influenced companies ©.

Voluntary initiatives by industry have proliferated in the last decade and include internationa
codes of conduct such as the Business Charter for Sugtainable Development of the
International Chamber of Commerce (ICC), the UN’s Global Compact, and the CERES
principles. International sector-level codes exist in sectors such as chemicds, financid
ingtitutions, metals and tourism ©*.

Most MNCs have adopted some type of code or statement of principles or policy stating
the company’s environmental objectives or a broader “corporate socid responshility”
agenda. Many have been cetified to 1SO 14,001, a voluntary international standard for
environment management systems. However, it is often difficult to judge whether these
certifications and codes actudly affect a company’s day-to-day practice, or whether they
remain a the level of apaper trail and public rdations.

Comprehensive studies have not been undertaken but what research is available suggests
that voluntary initiatives have had limited effect on improving the environmenta behaviour of
industry, even when, like the OECD Guiddlines, they have been backed by governments™.
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Voluntary improvements seem to most effective when undertaken by companies who
position themsalves as indudtry “leaders’, that is, form a mgor part of corporate identity,
have a high levd of buy-in from daff and are seen as contributing to overal busness
competitiveness™. Where codes are imposed across a sector by industrial associations, or
tagged on to exising management structures, they do not seem to make an gppreciable
difference,

The implementation of codes has dso been limited by the lack of meaningful corporate
sustainability reporting of both domestic and global  operations. Few companies produce
high-quality, accessble information which alows credible independent assessment of a
company’s environmental and socid performance. A recent sudy by SustainAbility and
UNEP concluded that, while the Globd Reporting Initiative has helped to increase the
number of companies who report and to improve the quality of firg-time reports, “best
practicg’ is not improving. For example, reports are getting longer and longer, leading the
study authors to conclude that some companies “seem to be bombarding report users with
facts, with little or no thought for significance and materidity”®

Moreover, the study found there is till a need for companies to integrate reporting with
overal company business modes, including in brand identity and product devel opment.

The limited impact of reporting and other voluntary initiatives suggests the need for  afloor
of minimum dandards for foreign investors, which would encourage a broad market
transformation towards better environmenta conduct. Thisfloor would dlow leading firmsto
push ahead with best practice voluntary codes, without fear of being undermined by
unscrupulous competitors. Regulatory issues surrounding binding rules are discussed in
Section 7.

To achieve sustainability, companies must become active cor por ate citizens, and fill
any gaps left by weak environmental governance in host countries. As part of best
practice, companies should also support binding international rules to prevent
cor por ate abuses.

5.1 Defining Environmental Best Practice for Foreign Investors

The basic principles for environmental best practice by foreign investors are to operate to
“best practice’ globd standards, to work congtructively with locd authorities to improve
regulation and enforcement; to activdly engage with locd dekeholders, to transfer
environmentally sound practices and technology; and, to ensure that host countries receive a
fair return from their investment, especidly in natura resource sectors.

WWF has developed guidelines for helping identifying such best-practice corporate
behaviour, which are used to screen a” green” investment fund based in the UK, but which
invests internationdly. These guiddines are shown in Box 1.

Operdting to high globa standards means that a company must be its own environmenta
regulator. This requires a precautionary approach, as a company should have the greatest
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knowledge of its own environmenta impact. A precautionary agpproach employs both prior
assessments of environmenta impacts, and regular environmenta  audits to measure
environmental peformance. Policy datements must be converted into measurable
performance targets, which are independently measured and audited and open to public
scrutiny. The importance of equity considerations means that there is dso increased pressure
from the public to perform sustainability auditing, which encompasses both environmenta
and social concerns.

Box 1: WWF-UK “Best of Class’ Guidelines

Lega compliance

A publidly available environmenta policy

Mesasures for environmenta performance and targets for improvement

External certification to standards such as EMAS, 1SO 14001, FSC, SA 8000 etc.
Public environmental and socid reporting on performance againg targets
Environmenta impact assessments of activities

Assessments of products and processes over their life cycle

Best Environmental Option Assessments

Examples of uses of the Precautionary Principle

A publidly available statement on human rights

Equa opportunities and community involvement

Commitment to minimising impacts on biodiversity

Continua improvement in environmental performance

Technology transfer mechanisms

A proactive and innovative gpproach to environmental issues

Business in the Environment FTSE 100 Index decile rating (or non-UK equivaent)
Culture of Transparency

Association of Chartered Certified Accountants awards

Source: WWF-UK (1999d), Investing in Companies of the Future, The NPI/WWF
Investment Fund Policy

As an active corporate citizen a company cannot just focus on the performance of its
operations, but must ensure that al host country stakeholders — regulators, workers, loca
communities and civil society — are involved in this process. By working with these groups a
company can help improve environmental governance in the host country, which will extend
to other operationsin that area.

MNCs can dso pogtively influence the host country through their supply chain relaionships
with locd firms. These pogtive externdities from FDI are often the main bendfits that the
host country expects to gain, and why they compete for investment. However, the transfer
of environmentaly sound technology and practices down the supply chain is not automatic
% Many companies ignore the environmenta and labour practices of their suppliers if
product quality and performance is satisfactory. Alternatively, MNC operations may be very
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isolated from the locd economy, only usng smdl amounts of loca labour and relying on
imports for supplies, parts and machinery. This type of economic isolation is prevdent in
natural resource extracting sectors and some types of tourism, especidly cruises and
segregated resorts *°.

MNCs should source from host country suppliers where possible, and help suppliers
achieve better environmental performance through capacity building and access to better
technologies. In some types of indudtries, including natura resource-intensive operations, it
is difficult in many host countries to engage locd suppliers due to the the nature of the
busness. Host countries may regp greater economic advantages by developing these
indugtries  with less reiance on foreign technology and capitd. This is an issue of nationd
development planning which is beyond the scope of most companies to influence. However,
in many cases, companies have sgnificant leeway in sourcing from existing loca suppliers, or
in making a commitment to build the capacity of loca suppliers.

To ensure host countries receive a fair return on their resources, MNCs should actively
engage in joint ventures with loca companies, and ensure payment of fair resource rents and
taxes. This includes stopping tax evasion through practices such as trandfer pricing. Best-
practice companies should lobby for internationa rules to prevent such regtrictive business
practices, and actively work to implement anti-corruption legidation.

Industria organisations who support sustainable development gods (eg. the World Business
Council for Sustainable Development) should argue againgt internationd restrictions on
performance requirements in World Trade Organisation agreements and bilateral investment
agreements. These requirements on foreign investments, which include conditions related to
local content, exports, joint ventures and technology transfer, aim to boost the devel opment
benefits of FDI.

Voluntary codes of conduct on international business have arolein defining and
encour aging best practice behaviour. Such codes can have a significant business
advantagesin termsof reputation, staff morale and avoidance of legal challenges.
However, without a surrounding mandatory framework effective implementation,
islikely to be confined to industry leaders.

5.2  Eco-Labelling in Resource Intensive Sectors

Multinational companies (MNCs) engaged in resource and pollution intensive sectors often
face ggnificant competitive pressures in the marketplace, and a week regulatory
infrastructure due to the difficulty of monitoring remote operations in sectors such as fishing,
forestry and agriculture. These factors combine to place sgnificant commercia pressures on
managers to raise profits by lowering environmenta standards or flouting local regulations.

For many non-consumer sectors such as chemicas, mining, oil and gas exploration these
pressures can only be resisted by internd codes of conduct, internationa regulation and
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srengthening of loca regulaory capacity. These longer term solutions  are examined more
closdly in Section 8.

However, in sectors where consumer pressures are potentially strong, eco-labelling can
provide a commercid incentive to implement strong environmenta and socid management
systems. At the globd level, eco-labdling is most likely to be successful in areas such as
foredry, fisheries some agriculturd commodities and in diminating specific inputs to
consumer products; for example, CFCs or endocrine disrupting chemicals. Broad life-cycle
eco-labdls on products, which are prevdent in Europe, have not been very successful in
countries a different levels of development.

The most widdy recognised and successful commodity eco-labelling scheme is the Forest
Stewardship Council. This is an independent organisation set up with the help of WWF to
provide voluntary internationa standards for sustainable forestry. The standard covers
biodiveraty management, replanting, and working conditions and specificdly ams to
include smdl scde or poorer harvesters. The scheme contains in-built flexibility so it can
respond to locd conditions. The importance of certification in forestry management is
shown by the growth in certified forests from 1 million hectares in 1995 to over 37 million
hectaresin 2002 %

The growth in demand for FSC timber has often been driven by intermediate suppliers
(congtruction firms, hardware stores, supermarkets) rather than direct consumer pressure.
Commitments by such firms to purchase large quantities of certified timber give greeter
certainty for suppliers to invest in converting to audited sustainable forestry practices.
Though labelling schemes dready exigt in the fisheries sector, on some tourism products and
agricultura commaodities such as cotton, these have yet to achieve sgnificant market shares.

Developing countries, such as Brazil, Singapore and Mdaysa, have complained that
eco-labdling discriminates againgt their products since they may lose trade. Although there
may be a greater need for trangparency in the eco-labelling process, or more unified
sandards, evidence has shown that such schemes have little impact on trade patterns as
efficient producers are able to respond to the new chalenges ®. Therefore, discussions in
the WTO's Committee on Trade and Environment and other relevant committees, such as
that on Technical Barriers to Trade, must ensure that the interpretation and development of
WTO rules do not hamper this potentid.

The growing demands of the green consumer present considerable opportunities for foreign
(or domedtic) investors to convert to sustainable production practices for a range of
consumer products. The market opportunities given by eco-labdling give these schemes
advantages over corporate codes, and the potential to move beyond industry leaders to
influence large proportions of markets. With a commercid driver the standards become a
core business factor in a company’s operations, not just a green add-on. The redive
success of the FSC dso shows the importance of demand-side measures in purchasing
countries — supplier agreements, education, public policies, information packs — in producing
aufficient demand to make ared impact on mainstream corporate behaviour.
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Ecolabelling is a powerful tool to promote more sustainable production practicesin
consumer - sensitive natural resour ce sectors, such as forestry, fishing and tourism.
However, binding minimum standards of environmental conduct are also necessary
to push standards upwards, and allow eco-labelling to reach a significant market
share.
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6: Reforming International Investment
Agreements: Removing Barriers to Sustainable
Development

Compared to most national or regiond investment flows, internationa investment is under-
regulated. Mogt binding agreements at the internationa level are instruments for investor
protection (compensation for exproprition), investor trestment (nationa treatment,
outlawing performance requirements) or increasing the access of foreign investors to certain
sectors (sectord liberdisation, remova of technical barriers).

Beyond regiona economic agreements such as NAFTA and the European Union, the
primary instruments for achieving these objectives have been Bilaterd Investment Treeties
(BITs) signed between two sovereign states. Though the oldest BITs date back to the
1950s, the popularity of BITs exploded in the 1990s. In ten years, the number of BITs grew
from 385 to over 1850 and are estimated today to number some 2000%° BITs have varying
scope and complexity, and have been signed between countries a dl levels of development.
About hdf are between developed and developing or trangition economies, and another 45
% are between developing countries themselves or with transition economies . Most
BITs, and the NAFTA as well, contain an “investor-gtae’ dispute resolution mechanism,
which dlows foreign investors to directly sue host governments for failing to fulfil their agreed
obligations.

The proposed OECD Multilaterd Agreement on Investment would have combined the most
investor-friendly parts of these previous agreements, ingde a framework aimed at tota
liberdlisation (no new non-conforming laws) with direct investor-state dispute settlement ™.

In 2001, a the WTO's fourth Ministerid in Doha, Qatar, WTO members agreed to
condder negotiations on investment rules in the WTO, if members could agree on
“modalities’. There is widespread resstance in developing countries, however, to the
incluson of invesment in the WTO, largdy having to do with the embrace of nationd
trestment for foreign investors and new and tighter congtraints on performance requirements.

Investment rules have dready come in the “back door” of the WTO via the Generd
Agreement on Trade in Services (GATS), which includes financid services, and the Trade
Reated Investment Measures agreement (TRIMS). These indruments am to promote
greater FDI by limiting the ability of sovereign governments to discriminate againg, or limit
the actions of, foreign investors. Coupled with BITs, they provide grester investment
protection than is typicdly available in nationd courts. In contragt, little effort has been made
to erect internationd regulation in other aress—such as environment--where nationa
governance systems might be limited.

The most sophidticated treaties cover transfer pricing and double taxation issues. However,
despite these instruments, TNCs seem to be increasing efforts to avoid taxation through
transfer pricing. In 1994, US tax authorities made $3.5 billion in tax adjustments because of
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transfer pricing irregularities. In a recent UNCTAD survey, 84% of developing countries
surveyed fet that TNC affiliates in their countries were shifting income to avoid tax ligbilities
72

The only other binding internationd regulatory instrument is the recent OECD agreement on
combating bribery and corruption, which entered force in February 1999. All other
processes on business practices, environment and labour-- for example, the UNCTAD
Code on Controlling Redtrictive Business Practices and the ILO core labour standards-- are
either voluntary or lack strong implementation mechaniams ™.

Current international agreements on FDI do not balance limitations on national
sovereignty with enhanced international regulation. This under mines the pursuit of
sustainable development, reducing the value of FDI to host economies and
fostering inefficient investment and damaging management decisions.

6.1 International Investment Agreements: balancing policy flexibility and
investor confidence

BITs and other investment agreements am to promote greater investment flows by
liberdisng investor access and increedng investor confidence in the safety of their
investments. Basic capitd dlocation theory argues that grester flows should increase totd
economic output by ensuring available capitd is used mogt efficiently. However, the same
theory dso shows tha investment promotion is not sufficient to raise efficiency in the
absence of true competition and adequate regulation. Regiond and WTO agreements have
made limited atempts to address efficiency questions by limiting subsidies or policy
competition between countries to attract investment.

6.1.1 Causes and determinants of FDI flows

Thereislittle evidence that the liberdization of investment and extenson of investor rightsin
BITs has done much to dtract FDI to developing countries. Overwhdmingly, the
degtination of FDI ismainly driven by potentia market growth, which accounts for the large
shares of China and Brazil in globd FDI flows™. There is some evidence that — despite
having liberdised — African countries receive relatively low levels of FDI given their resource
base and market size. This may be due to low investor confidence in loca legd sysems or
to the continued weskness of economic growth projections .

The economic arguments for investor protection disciplines, on the one hand, and
liberdisation on the other hand, are therefore different. Investor protection amsto create an
environment where investors have confidence that they will retain a high leve of control over
thar investments, in terms of management of assets.  Investor liberdisation tregties codify
the level of access to the host economy, without giving any extra maotivation for FDI to flow
into aprevioudy closed sector.

The rationde for governments to Sgn-up to internationd investment protection agreementsis
mixed. Governments lose potentia advantages from policy flexibility, but may gain increased
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flows because investors will have increased confidence in their lega environment. However,
the actua magnitudes of these two effects, and thus the size of any trade-off, is very hard to
determine. Palicy flexibility may be used wisdly to promote economic development, or may
result in inefficient protectionism. High levels of investor protection may do nothing but
increase the profits of investors who would have come anyway, lowering net economic
benefits to the host country.

Investment liberalisation should be more sraight forward, as it should increase the tota
productive capita in a country, railsng growth levels and providing new or higher qudity
employment. However, despite the theoreticad advantages of investment liberaisation many
of the most developed countries limit the penetration of foreign invesment into ther
economies. For example, exceptions to the OECD-MAI totaled over 1000 pages when
negotiations collgpsed in October 1998. The complexity of these issues is confirmed by the
fact that regiona economic aress tend to agree to higher leves of liberaisation when ther
members are a smilar, and higher, levels of development.

Investors themsalves tend to prioritise market access agreements over investor protection
disciplines, which is a marked change from the 1970s when the fear of nationadisation was
drong. A recent meeting of European Union businesses showed an ambivdence for
multilatera rules on expropriation, performance requirements and profit repatriation. On the
other hand companies did want negotiations on increased market access — especidly to
other developed countries — transparent and consistent rules in the host country, and may
vaue extensons in competition policy. Fears were o expressed that investment rules

could limit existing access in developing countries, and reduce companies negotiating power
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Overdl, investment promotion rules seem to redtrict the rights of host governments, while
seemingly providing few obvious benefits in the way of increased incentives to investors.
However, those companies responding to such surveys tend to have an exigting business
competence in dedling with the risks of FDI, and perhaps do not represent the views of
companies who have yet to invest aoroad and may vaue internationd protection more

highly.

6.1.2 Conflicts between liberalisation and policy flexibility

There are three possble explanations for the reluctance of most countries to liberdise
completdly and provide equd tresiment to dl investors 1) exising investors, whether
domedtic or foreign, may wish to limit competition; 2) foreign investors may have specific
differences compared to domestic investors in some sectors (e.g. cultura industries); and 3)
open access to foreign investors may conflict with other policy objectives, such as building
domestic indugtria capacity.
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The form of exiging investment promotion agreements does not differentiate between these
reasons, but sets a framework of lega parity (nationd treatment) where foreign investors
cannot be treated less well than domestic ones, but may be treated better. There is no
attempt to assess the economic parity between foreign and domestic investors, or whether
competition would be fair based on factors such as capitdisation, size, technology, brand
name etc.

In order to accommodate issues of economic imbaance, or to preserve other national policy
gods, invesment agreements dlow flexibility in their providons. This may be achieved in
different ways, such as explicitly nominating those sectors to which the agreement gpplies, or
ecifying exceptions from its provisions . The extent of these flexibilities is decided by the
relative bargaining power of countries in negotiations. There is no rationa framework for
comparison, though genera exceptions for nationa security are usudly included.

However, both theory and practice show that the extent of liberalisation must necessarily be
limited by other policy gods, especidly in the absence of adequate internationd and
domedtic regulation. Each sphere of sustainable development —economic, socid and
environmental — requires international markets to be limited to some extent. The needs of
development, competition and human rights judtify limits in the economic arena; maintenance
of loca culturd diversty and community economic control may necessitete limitsin the socid
aena potentid irreversble impacts and mantenance of communal-use rights provide a
rationae for limits in the environmental sphere’®.

Limiting liberaisation, whether permanently or temporarily, is often unfairly dismissed as a
second-best policy option compared to changing domestic palicies, for example, improving
domestic comptitiveness, increasing skill levels or raisng regulatory enforcement levels.
However, it is often the only feasible policy option given the development leved and fiscd

cgpacity of many countries.

As limiting liberdisation incurs the cost of rgecting extra investment it will obvioudy not be
taken lightly by any government. However, investment agreements — and their negotiators —
often seem to assume that countries will aways use policy flexibility unwisdy. They argue
that even if there are potential development gains from restrictions on FDI, such powers will
be abused and should be redtricted through internationd disciplines. However, over 90%
of recent unilatera changes in investment laws have been liberdising, not retrictive .
Therefore, it is more likely that governments are abandoning necessary limits rather than

imposing too many.

Exiging agreements ded with these limits to investment liberdisation in an ad-hoc way, and
give governments few rights to pursue non-libera policies. In the OECD-MAI negotiations
these conflicts aroused public oppodtion because the mgor extensons to investor
protection intruded into many new aress of nationa decision-making . The sections below
detall the conflicts between the OECD-MAI and environmentad sustainability.
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Investor protection and liberalisation agreements must recognise the necessary
limits to liberalisation in a systematic and coherent manner, which subordinates
investor rights to legitimate national sovereignty and the achievement of
sustainable development.

6.2 Learning from the OECD-MAI: Avoiding Conflicts between
Investment Agreements and Environmental Laws

The OECD-MAI was andysed for its impact on environmentd legidation by the OECD
secretariat and nationa governments as part of a co-ordinated process initiated in December
1997. These reviews showed that there were significant conflicts between the OECD-MAI
and both multilaterd environmentd agreements (MEAS) and ndiond environmentd
legidation, which had not been addressed in four years of negotiations ®.

The OECD-MAI clashed with MEAS because they often am to ensure that the benefits of
environmental protection are soread evenly between Parties, and not alocated purely by
market forces. The Rio principle of “common but differentiated respongbility” dlocates
obligations and benefits between countries on the bass of ther levd of economic
development. These digtinctions, which include financid resource and technology transfer
obligations, can trandate into discrimination between investors. Examples of OECD-MAI
conflicts with MEAs indude®:

The Convention on Biologicd Divergty (CBD) mandates the use of benefit-sharing
agreements under which the profits from exploiting genetic resources will be split
between nationd governments and the (usudly foreign) companies which directly exploit
them. Experience of such agreements is that they tend to be congtructed in a way that
would have conflicted with MAI provisons.

The United Nations Convention on the Law of the Sea (UNCLOS) empowers states
with extendve sovereign discretion over the consarvation and management of their
territoria waters and Exclusve Economic Zone. Its rules anticipate that developing
coadtd dates will be entitled to require compensation from foreign fishing flegts to
support financing and technology related to the fishing industry. States may dso require
the use of loca ports, personne and the landing of fish in loca markets, which would
have conflicted with proposed OECD-MAI rules on non-discrimination and
performance requirements.

The potentia for such conflicts was recognised in both papers by the OECD secretariat and
individua country andysis, for example, by the UK and South Korea. However, even a the
time negotiations finished there were no proposals for dedling with these conflicts.
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The OECD-MAI thregtened legitimate nationd environmental regulation in three ways.
Nationa Treatment rules prevented discrimination againgt foreign investors in order to
protect the environment (de jure discrimination); for example, requirements for higher
environmenta bonds; information on environmenta performance aoroad; and exclusion from
environmentally sengtive sectors such as toxic waste disposd.

Secondly, Nationa Treatment rules dlowed investors to chdlenge regulaions which while
not openly discriminatory, have the effect of discriminating (de facto discrimination). This
could affect regulation of new processes such as biotechnology, and evolving regulatory
frameworks that require the use of the latest environmenta technologies.

Thirdly, rules on expropriation exposed governments to chalenges from investors which
clam thar praofits have been taken away by the impaogtion of an environmenta regulation.
Such expropriation provisons dready exist in NAFTA. For example, under NAFTA’s
Chapter 11, a US company, Metdclad, sued the Mexican government for compensation
when community pressure and local government opposition kept it from opening a toxic
waste dump®  Environment and development groups are concerned that Smilar provisions
be inserted in the investment chapter of the Free Trade of the Americas Agreement, which is
currently being negotiated.

Any internationd or nationd rules which amed to spird up environmenta performance by
requiring internationd investors to operate to minimum standards which may exceed locd
levels, would fdl foul of amilar internationd investment rules which interpreted national
treatment rigidly.

It has been suggested that a generd exception for environmenta legidation, smilar to Article
XX of the GATT, could be included in any future investment agreement to remove such
problems. However, experience with the GATT XX has shown its interpretation to be
unclear and biased towards maintaining liberaised markets. New processes are needed to
balance environmental and economic priorities, which are based on agreed internationa
norms such as the polluter-pays-principle, precautionary principle and prior informed
consent %,

Official environmental assessments of the OECD-MAI showed that international
investment rules could conflict with both M EASs and national environmental laws.

6.2.1 Conflicts between investment agreements and the sustainable use of natural
resources

Many countries registered exceptions from the OECD-MAI over the control of naturd
resources”™. These included provisions on second home ownership, land purchase, access
to certain agricultura sectors and types of naturd resources. The am of many such policies
is to improve environmental management by ensuring that countries and loca people gain
direct income and employment benefits from their natural resources. Smilar laws are integrd
parts of many of conservation projects run by WWF and other agencies, but could have
been chdlenged under the MAI as discriminatory.
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As described above, it is particularly important for governments to be able to impose
requirements on foreign investors to transfer environmentaly sound technologies, use locd
suppliers and participate in joint ventures. Without such links into the domestic economy
even the OECD has redised that it is unlikely that FDI will raise domestic environmentd
standards ®. However, dl these measures were on the list of outlawed performance
requirements in the OECD-MAI. The TRIMs agreement aso outlaws smilar measures, and
these may be expanded during its scheduled review in 2000.

Measures which restrict access to land or natura resources according to the number of
years someone has resded in a paticular place (a common way of defining community
rights) were dso potentidly discriminatory under the OECD-MAI. There was some
ambiguity about the legdity of such resdency requirements, but authorities in the US and
some Nordic countries exempted such measures from the MAI to ensure they were not
chdlenged.

Though the MAI explicitly included naturd resource concessions (mining, forestry, fishing
rights etc.) in its description of investment, the provisions tended to treat resources like any
other investment. Norway strongly objected to the proposas saying that they conflicted with
sovereign resource rights given under UN tresties®.

Under the OECD-MAI, the sdle of dl natural resource concessions had to be notified in
advance to potentid investors. It was unclear how this related to the re-dlocation of
resource rights from the State to loca or communa ownership, which is a common part of
conservation and development programmes. It was adso unclear how pogt-colonid land
reform projects would be carried out given the grict compensation rules in the MA,
especidly if the land had been originaly taken by force, or through corrupt practices, from
their indigenous owners %,

The OECD-MAI and other investment related agreements are based on a naive view that
host country environmenta regulation is set optimally and enforced perfectly, and so there is
no need to promote technology trandfer or risng environmental standards. As discussed
above, given the economic pressures working againg effective regulation without postive
rules to raise gandards increasing FDI is likely to chill environmentd regulation and promote
unsustainable resource use.

The OECD-MAI would have undermined efforts to achieve sustainability by
outlawing mandatory requirements for technology transfer, joint ownership and
local content, even though these can be powerful ways of improving the
environmental performance of domestic business.

The OECD-MAI conflicted with policies to strengthen local or communal control of
natural resources, and reduced the ability of governmentsto gain fair benefits from
natural resource exploitation. Any future investment agreements must respect
community rights over natural resources, and give sufficient policy flexibility to
maximise benefits to host countries.
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7. International Regulation of FDI: Setting a
Framework for Sustainable Development

The reform of exidting investment agreements and the promotion of better corporate
prectice though voluntary and market mechaniams are important avenues towards
sugdtainable development. However, they are not sufficient. A coherent system of
internationd rules is needed to regulate increased globa investment flows. This does not
imply a system of centraised regulation, though standards on core labour practices and
environmental management should be a component. Rather, such an internationd framework
would co-ordinate and support domestic regulatory efforts to ensure that:

competition for investment does not undermine nationa democratic decisons,

the scde of international economic activity is matched by adequate regulation at al
levels

investor behaviour is trangparent to al stakeholders in both home and host countries,
and gppropriate mechanisms are available for enforcing good corporate governance;

far benefits from FDI, especidly in resource extracting sectors, flow to host countries
and communities, and that loca resource rights are respected.

Implementation of mechanisms to achieve these objectives will necessarily take place in
different internationd inditutions, which have different competencies for environmentd,
labour, human rights and economic issues. However, practica division of labour should not
be an excuse for unbaanced evolution of the system. Currently, the liberalisng component
of the framework is overdeveloped, and other parts non-existent, ineffective or unenforced.

Therefore, the primary task for any internationa negotiations on investment is to re-define
the overdl objective, develop an overarching framework, prioritise work on the wesk and
missng pieces, and identify their gppropriate inditutiona home. Where no appropriate
inditution exigts to perform a function one should be created, as has happened with
Multilaterd Environmental Agreements. This process should take precedence over any new
liberaisation or investor protection effortsin the WTO or regiond agreements.

This report does not am to identify a definitive indtitutiond home for each of the policy
mechanisms described below, as the options are to numerous and contingent on palitical
factors. For example, binding minimum standards could be integrated into investor
protection agreements, or could stand done but be linked to them through joint enforcement
mechanisms. These are issues of indtitutiona design, politica tactics and feashility, which —
though vitdly important — are beyond thisandyss.

Unfortunately, mogt officid discussons on how to integrate sustainable development gods
into economic agreements are heavily biased towards “minimum regulation” solutions. There
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is areluctance to address the actua changes needed, given the increasing pace and scde of
international economic pressures on the environment. Instead, policy makers tend to argue
for theoreticd solutions (e.g. radicaly improved host country regulation) which do not
require changes in globa economic inditutions, but have little likelihood of implementation in
the short to medium term

This intdlectud gance is deeply hypocriticd because the inditutions of liberdisation
themsalves are confused, overlapping and duplicating. For example, European TNCs are
protected or governed by disciplines in nationd laws, the EU tregties, the WTO, bilaterd
agreements, and the OECD. Soon they will dso be covered through emerging EU
agreements with the US, MERCOSUR, APEC, Mexico and many others.

The OECD-MAI dso had many unresolved conflicts with existing economic agreements —
epecidly those in the WTO on intellectud property rights and performance requirements.
However, negotiators of economic agreements generdly take a* belt and braces’ gpproach,
in the hope tha the most liberd or “investor friendly” rules will hold sway. The disputes
bought under NAFTA show that companies will carefully pick the jurisdiction in which they
bring casesin order to maximise their advantages.

The pace and scale of globalisation meansthat a diver se set of policy interventions,
at many different institutional levels, are needed to achieve agreed environmental
goals.

We cannot wait for the “ideal” system of global environmental governance to be
negotiated, but must move forward on a number of overlapping fronts, prioritisng
real environmental outcomesrather than institutional elegance.

7.1 Promoting Best-practice Investment: the Role of Binding Minimum
Environmental Standards

While voluntary, consumer or financia-sector driven inititives can do much to improve
company behaviour, a mandatory minimum floor to environmenta conduct is needed to
prevent the best firms being undermined by unscrupulous competitors. Already, companies
who have invested in environmentd and socid reporting systems are deeply aware that
competitors who fail to disclose their performance attract less attentiorf®. This perceived
unfairness is dowing the wider introduction of better management methods and higher
standards.

The fear of being uncompetitive, while not dways based on economic fact, does reduce the
willingness of companies to adopt best-practice and thus improve standards over the bulk of
the sector. It dso encourages whole sectors to lobby against higher standards in both home
and host countries. This is S0 even though many, and perhaps even the mgority, of
companies would be willing and able to perform at the proposed leve.
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Binding standards would provide a floor to globd corporate behaviour, and comfort to
companies that wish to implement higher standards. These standards would congtantly move
upwards as best-practice evolves.

Minimum standards for foreign investors would help relieve pressures on host countries to
compete through deregulation. They help make up inadequate regulatory mechanismsin the
host country, and provide an dternaive means of recourse for citizens and communities
affected by corporate behaviour.

Some countries have expressed concern that mandatory standards would result in
extraterritoria interference in their affairs, and may reduce their ability to attract FDI. These
concerns reflect existing debates in the internationd trading system, where unilatera action to
exclude goods based on their process and production methods has been subject to
protectionist abuse. Such misuse of GATT's environmental provisons has been
condemned by environmentaists and trade officids dike .

However, imposing internationally agreed standards on foreign investors does not result in
any extrateritoria effect. Firdly, only investors are affected and not host country
regulations or governments. Secondly the standards themselves would have to be negotiated
internationaly (either multilaterdly in the UN, or plurilaterdly in bodies like the OECD) and
s0 would not be susceptible to unilaterd changes by any one country. This is unlike the
controversa  Helms-Burton law unilaterdly invoked by the United States to prevent its
corporations abroad dealing with Cuba or Libya.

The andys's above has shown that, outsde a few sectors, environmental standards are not a
magor driver of overdl investment flows. Therefore, the impact of appropriate mandatory
gandards will be to reduce environmentd externdities in the host country — increasing the
vaue of FDI to ther economy — while maintaining the overdl volume of FDI. Higher
gandards in foreign firms are dso likely to promote better standards of performance in
domedtic industry though technologica and management diffusion, direct competition and
supply-chain linkages.

Fears of “green protectionism” are overdtated, and best dealt with by developing countries
taking an active and engaged attitude to the formulation of such standards, and ingsting on
open and transparent processes of enforcement.

Though this report primarily concentrates on environmenta performance, any codes of
conduct will obvioudy dso include standards on labour conditions, human rights and other
aspects of genera corporate behaviour. The links between more generd rules for corporate
behaviour and environmenta issues are explored in Section 8.5.

7.1.1 How minimum standards help promote a race-to-the-top

The process of improving investor performance in a sector involves a synergy of voluntary
and regulatory gpproaches which together facilitate a “race to the top” in environmenta
standards which is driven by four processes.
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Eliminate wor st practices. A mandatory minimum floor to prevent worst practices.

Ensure average performance is monitored and transparent: binding rules for the
transparency of investor behaviour through — for example — standards for environmenta
management and reporting againg voluntary commitments.

Support best-practice performance: home countries should give incentives to support
firms operating at best-practice levels; for example, preferentia access to export credits,
and through the promotion of mass market eco-labels.

Promote sate-of-the-art performance: voluntary initistives by leading edge
companies to define sate-of-the-art practices, often in partnership with NGOs, should
be officidly recognised. This could involve information dissemination, training, awvard
schemes and supporting niche eco-labelling schemes.

The process of environmentd improvement is highly dynamic and standards should be
continualy evolving upwards. State-of-the-at companies will congtantly redefine best-
practice by demondrating the limits of what is currently feasible. This could involve
traditiond pollution reduction and environmental management (so-caled eco-efficiency), or
a radica switch of their core business away from unsustainable practices. For example,
moving from fossl fue production to renewable energy sources, providing natura pest
management rather than agro-chemicads, or moving from mining primary materids to
recycling and resource efficiency.

State-of-the-art innovation should be recognised and rewarded where possible. However,
offica incentives will be rdaively margind because these companies actions are df-
motivated. Some companies view environmentad and other standards as a core corporate
driver and part of their basic competitive advantage (e.g. 3M, the Body Shop). Government
attention should therefore be given to promoting these examples and ensuring best-practice
guidelines evolve to include ate-of-the-art innovations.

Coordinated action by governments is more necessary to encourage the bulk of companies
in a sector to move towards higher stlandards. Companies should be encouraged to move to
best-practice by adminigtrative incentives such as preferential accessto aid contracts, export
credits and investment insurance. Some countries dready have negative environmenta
screens on schemes such as export credits, but a positive approach based on incentives is
equaly important. For examples, officid support and promotion of eco-labdling schemes
amed a massmarket share (e.g. the Forest Stewardship Council) through government
procurement practices.

However, increasing standards across a wide range of companies requires more than just
rasing best practice, the performance of the median company must also improve. The first
sep in this process is to punish the worst corporate abuses through new legd safeguards on
company behaviour. These legd safeguards would concentrate on basic core standards in
labour, human rights, ensuring host country laws are observed and protection for the rights
of host communities.
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Better conduct over a broader set of issues could then be provided by making companies
provide independent monitoring and transparency of their behaviour aroad. Including, how
well they have performed rdative to any voluntary commitment to environmenta practice
above datutory levels (for example, the OECD Guideines on Multinational Enterprises or
the CERES principles).

An dternative to usng high sandard multilaterd codes of conduct as a benchmark is to
monitor a company’s operations againg the best of home or host country regulatory
dandards in a sub-set of areas (for example, emissons standards of toxic chemicas). This
would prevent any double standards, where companies abroad operate in ways that would
be unacceptable in their home country.

Such trangparency will prevent laggards hiding behind better practice firms. Currently, it is
common for the worst firms to dominate the business voice in politica debates through the
medium of industry associations (for example, the initid dominance of Exxon in the dimate
change debate). Therefore, despite the membership of many companies operating to higher
sandards, industry associations tend to lobby for the lowest common denominator in both
mandatory performance. Breaking the industry veil would adlow stakeholders in both
home and hogt countries (communities, workers, penson funds, individua shareholders) to
differentiate between companies based on their globa environmental performance, and
would encourage progressive companies to raise their voicesin political debate.

The firg objective of mandatory internationa rules on investor environmenta behaviour

should be to develop generic standards which can be applied across al sectors, as these will

be both easier to define and less dependent on local circumstances. However, thereisalso a
need in some resource intensive and polluting sectors for more specific sectora agreements,
and these are outlined below.

Generic environmental standards will tend to concentrate on procedurd and process
orientated issues (eg. environmenta assessment; adequate consultation with local
communities, implementing prior informed consent; invoking the precautionary principle),
and not detailed emission standards or guiddines on specific sustainable resource use.

As outlined above, many such generic codes for environmenta peformance and
management exist a the international and nationa level. The precise content of an
gppropriate code is not hard to define technicaly. More problematic is how such a code is
implemented in practice.

7.1.2 Implementing mandatory standards of environmental performance

Implementation mechanisms can be defined at the internationd or nationa level, be linked to
exiging enforcement systems or be a stand done mechanism. Whatever the option chosen,
there are common issues of: who has standing to activate the procedure? How is the burden
of proof alocated? What mechanisms exist for collecting evidence? Is there a right to

3ppedl?
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These issues are not dedt with in detall, though mechaniams exist in other areas which show
such problems are surmountable (e.g. the World Bank's inspection pand; laws on the extra-
territoriad prosecution of sex offenders in many countries).

There are badcdly four ways of implementing a Abinding@code on foreign investors:
Through access to host country courts.
Through access to home country courts.
Linking compliance to receiving the benefits of investor protection agreements.
Through an internationd tribund system.

Access to host country courts provides a rdatively straightforward forum for implementing a
binding code, because rules of procedure exist and the gathering of evidence is smplified.
However, this would only be a useful option if the code had higher standards — or more
comprehensive coverage — than domestic law. In addition, one rationale for an internationa
code is that locd courts may not provide a fair hearing, or dlow a case to be bought if it
conflicts with the interests of the government or locd dites. This is dso the argument for
including binding internationd arbitration to protect investor rights in investment protection
agreements.

Currently in some circumstances, which differ between countries, companies can be sued in
their home countries for breaking laws in the host country. Severd cases have recently been
bought in the UK courts for hedth and safety violations by UK multinationals abroad,
though standing was only achieved by recourse to the highest gpped courts. The Brussels
Treaty of the European Union explicitly dlows companies to be sued in their home courts
for violaions esewhere in the Community, and many countries interpret this to hold for
actions outside the EU. Similar rights are dso induded inside the US Alien Torts Act ™.

However, exigting procedures tend to be laborious and often require significant time and
expense for the plaintiff to prove standing in the home country. An internationd agreement
could formalise and ssimplify such procedures, so that legitimate pre-conditions for bringing a
case to home courts are clear. Their behaviour could then be judged againgt an internationa
code, or the best of host or home country laws, depending on the standard set for TNC
behaviour by the home country.

Home country courts could adso be used in the absence of such an internationd agreement
to pursue more draghtforward cdlams such as a falure to comply with environmenta
reporting procedures on foreign operations, or falures to have adequate systems for
environmenta risk management in place.

Where an investor protection agreement exists — either bilateraly or regionaly — compliance
with a code could be made a condition for recelving the benefits of the treaty. Thisis an
extenson of the type of conditiondity found in China's BITs, which require compliance with
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host country laws. In practice this would alow a country to withdraw benefits (e.g. violate
MFN provisons by withholding incentives offered to other investors) in response to a
breach of the code; in the knowledge that the company has no recourse to internationa
arbitration. Alternatively, communities or NGOs could demondrate to financid inditutions
and shareholders that their assets would not be protected in the event of a dispute. In the
hope that market pressures would then force a change in investor behaviour.

The attractiveness of such a mechanism is that it could be reatively easly attached to
exiging frameworks. However, the sanctions are by their nature limited and conditiona on
hogt country actions. The mere threat of increased risk would have to provide sufficient
impetus for compliance.

More ambitioudy, new inditutiona arangements could be congructed to chdlenge
company compliance with a code. A tribunad system could be defined by internationd
agreements to consider specific cases, and be convened ether independently or in the home
or hogt country. Such an inditution would provide a mechanism to enforce investor
respongbilities which issmilar to those protecting investor rights under investment protection
agreements, for example, the World Bank’s International Centre for Settlement of
Investment Disputes (ICSID).

The tribund would need the capability to investigate clams, cal witnesses and arrange for
non-binding mediation if possble. However, as a find sanction the tribund could have the
power to levy fines againg the company until compliance has been reached; as ICSID
currently does. Or, enforcement could be linked to agreed withdrawa of access to
government benefits such as ad contracts, export promotion, export credits and officia
guarantees. To prevent evasion smilar benefits would aso have to be redtricted by other
Parties to the agreement if it was plurilaterd.

Such a tribund goes beyond the forma naming-and-shaming procedure proposed by
some countries as the implementation mechanism of the revised OECD MNE Guiddines.
Some organisational aspects are sketched out in the proposed a code of conduct for EU
multinationals passed by the European Parliament in January 1999 %.

Agreed minimum standards of behaviour for foreign investors are an essential
component of any system aiming to raise global standards. Binding standards can
be feasbly implemented through a variety of mechanisms, which are smilar to
investor protection ingtitutions, and can have different levels of sanctions.

7.2 Beyond Minimum Standards: the Need for Binding Agreements in
Environmentally Sensitive Sectors

Binding minimum standards of investor behaviour will help improve generd  environmentd
and other types of peformance in many sectors when combined with increased
trangparency and positive incentives for best-practice behaviour. However, many market
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drivers for change — especidly consumer pressures and eco-labdling — have limited
gpplication in some important environmentaly sengtive sectors.

Environmentally important non-consumer commodities form an input, or pat, of find
consumer products and so lack consumer vighility. For example minerds, fossil fuds, basic
agricultura commodities (soya, oil pam, wheat) and bulk chemicads. These indudtries have
low profit margins and little opportunity to differentiate their products based on
environmental performance. Unlike sea-food, wood products, cotton goods and tourism
which are more eadly linked to environmentd impacts.

In such environmentdly sendtive sectors high internationd standards of sectord regulation
ae necessay to supplement generic guidelines for good corporate environmenta
managemen.

These detailed regulatory guiddines would go wel beyond procedurd issues and set
sectoral standards for products and processes. Though an dement of differentiation would
be dlowed for developing countries and specific circumstances (e.g. ecologicd factors), this
must not undermine the overdl ams of the agreement.

There are two gpproaches to negotiaing detailed rules. place standards solely on foreign
investors who have the capacity to reach them; or, congtruct rules which discipline both
domestic and foreign investors but alow differentiation based on company characteristics —
for example, Sze, capitaisation etc.

Environmentdly the most desirable solution in these sectors is to negotiate an agreement that
covers both domestic and foreign producers (as with the FSC guiddines). This would
maximise the benefits of congtructing a sectora regime, and complement any generic code
for environmenta management on foreign investors.

The choice between the different gpproaches is one of politica feasibility. A code which just
covers foreign investors is likely to be easer to negotiate than common internationa
gtandards for al producers, but in some sectors it is worth going to the extra trouble to
congtruct detailed internationa standards.

7.2.1 International Commodity Related Agreements

Any international agreement related to basic commodities would not concentrate solely on
environmenta issues, but would have to address broader concerns including technology
transfer, price support, marketing and price stahility.

The poorest countries depend heavily on commodities for export earnings. However, as the
terms of trade for primary commodities have worsened countries have been forced to
drawdown their naturd capitad Smply to maintain current levels of economic growth and
debt repayments. This has resulted in irreversble loss of soils, inefficient and harmful
irrigation and the displacement of subsstence activities into margind lands. The prospects
for sustainable commodity production are unlikely unless measures are put in place to
increase the value of commodities to producers.
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WWEF bdieves that Internationd Commodity Agreements are a possble means to
overcome these problems and promote sustainable development. If these agreements are
properly desgned they will bring red improvements to the environment and enhanced
opportunities for poorer nations to ‘catch up’ with their richer counterparts.

An international commodity related agreement (ICA) is a multilaterd agreement amongst
countries trading in commodities to affect their terms of trade. Higtorically, emphasisin ICAs
has been on stabilising prices. However, at present there are only two ICAs — on cocoa and
naturd rubber — which contain economic provisons. Most ICAs smply am to ensure
international co-operation while promoting research and information sharing between
producers — for example sugar, coffee and grain.

Other ICAs, paticularly those relating to jute and tropica timber have been broadly
described as development orientated. These aim to ensure export earning stabilisation and
longer term objectives such as improved market access and supply rdiability, increased
diverdfication and indudridisation, enhanced competitiveness, and improved marketing,
digtribution and trangportation.

Mogt agreements give some consderation to the environment. For example, the Cocoa
Agreement contains an environmental fund used to promote and support environmentaly
sound production, handling, storage and processing of cocoa. The Internationa Tropica
Timber Agreement (ITTA) has environmenta condderations at its core, but much of this
agreement has not been implemented.

The mgor problem with ICAs has been preventing countries “free riding” on the agreement.
That is, countries not part of the agreement that continue to externdise socid and
environmental cogts, may be adle to capture higher market share or benefit from higher and
more stable prices.

Commodity agreements could be viewed as discriminatory and prohibited under WTO
rules. Members should have the right under internationd law to be ale to refuse
corporations which do not adhere to existing commodity related environmental agreements
access to their country’s resources. This would encourage other countries to Sgn up to the
agreement to take advantage of the economic, developmental and environmental benefits it
offers.

If the problem of free-ridersis solved then it is unlikely whether price increases bought about
by an ICA internalising environmenta and other costs would change overdl demand levels.
Generdly, price competition occurs between suppliers of Smilar products, and not so much
between subgtitute goods. For example, competition between coffee producers may be
highly price sengdtive, but competition between coffee and tea producers for the beverage
market is driven more by long-run consumer tastes and marketing. Therefore, dightly
increasing the relative price of coffee will not reduce the overdl market volume.
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To be effective ICAs must be wdl coordinated with the domestic policies of the
participating countries. A mgjor failing in the past has been lack of control over production,
the demise of agreements relating to tin and coffee was largely due to oversupply and low
prices.

7.2.2 Environmental issuesin International Commodity Agreements

International commodity agreements have tended to fal out of favour because of their failure
to mantain prices, and dso the emergence of dternative market based instruments for
dedling with price ingtability. However, the use of market based insruments is evolutionary

and may not work insde the ingtitutional and market structures of many developing countries
93

Despite these past problems, ICAs have sgnificant advantages in co-ordinating approaches
to basic environmental and labour standards. This could give new incentives to producer
countries to pursue this option, rather than competing againgt each other in an unregulated
market place or risking a unilaterd imposition of sandards on their exports.

ICAs hdlp overcome the 'first mover' disadvantage, by introducing standards collectively —
a leadt in the interim. Effectively aming to fix commodity prices in away thet reflects ther
full cost of production. Producers would have to agree on a set of environmenta standards
which is sufficiently detailed to dlow adequate enforcement, but flexible enough to ded with
true differences in nationa circumstances. Such an gpproach has proved feasible in the case
of voluntary labels such asthe FSC, but requires very careful process design.

To ded with these issues the environmental component of an ICA could be structured as a
st of agreed detalled sandards, with some flexibility on their implementation based on the
capacity of the company and country involved. Therefore, large transnationd companies
would be expected to comply fully, whereas smdler producers — and those in developing
countries —would have differentiated standards and alonger period for adjustment.

This differentiation would alow standards in dispersed loca producers to be dowly raised
to the level of large-scde operations, without prgudicing their competitiveness. A time-scae
for convergence to broadly smilar stlandards would be included in the agreement.

Though common dandards could compromise countries environmental comparative
advantages, this is a superior drategy to the highly inefficient use of scarce naturd
resources. An analogy can be drawn with investor protection agreements, where countries
give up some sovereign powers tha may potentidly improve ther returns from investment.
However, the stability and certainty these redtrictions bring are expected to be beneficid in
improving overdl invesment flows By agreeing to internationa environmenta standards
countries may fed they have too much environmenta protection given loca preferences.
However, this must be baanced agang the gains in reducing wasteful competition and
ensuring importers do not switch to subgtitute goods consdered less environmentaly
harmful.
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To help finance adjustment a levy on each unit of production could be agreed in order to
build afund for indtituting effective regulation of environmenta and socid issues. Such afund
would supplement the other sources of finance for building capacity in poorer countries. It
would be essentid to ensure the levy was not offset by other tax reductions to companies
that increase their competitiveness. The agreement would therefore require trangparency in
effective tax and subsidy rates.

An dternative solution would be to repatriate import tariffs levied on commodity goods
whose price does not incorporate full environmenta costs. These would then be used to
cover the codts of the investment required to raise environmental standards in commodity
producing countries. For example they could be used to build inditutiond, human and
regulatory capacity, for R&D in commodities, and to promote more sustainable production
technologies.

Introducing 1CAs will clearly not be a sraightforward task, though will be easier in some
sectors compared to others. They will need to be phased in gradualy, both to alow industry
and host countries to adapt to changing regulations. Mogt exigting international commodity
agreements, such as those in jute, olive ail, natura rubber, sugar and tropica timber, were
negotiated under the auspices of UNCTAD. Clearly this would be an appropriate forum
through which to negotiate future agreements.

Detailed agreements on environmental standards are needed in environmentally
important non-consumer commodities, for example: minerals, fossl fuels, basic
agricultural commodities and bulk chemicals. These standards should be built into
broader international commodity agreements on: price sabilisation, marketing,
technology transfer, labour and community rights.

7.3 Reducing Damaging Competition for Investment

The combination of higher voluntary dandards from investors, mandatory minimum
standards and perhaps detailed commodity-related agreements would help relieve pressure
on governments to lower, limit or fal to enforce regulaions in order to attract or keep
investment. However, it is aso possble to directly prevent countries from competing for
FDI by lowering sandards.

In both NAFTA and the European Union, mechanisms exist to ensure standards are not
affected by competition. In the EU this is achieved by having community-wide minimum
environmentd standards; limiting policy competition is dso the motivation for federd control
of environmenta standards in the USA. NAFTA has a non-binding clause (Article 1114)
which sets out a process for inter-governmenta consultations over any lowering of standards
or non-enforcement of laws. The NAFTA environmental side agreement aso contains an
exhortation to minimum governance dandards, and dlows citizen chdlenges for non-
enforcement of regulations, but not for lowering of standards. The EU system has been
successful, in that environmenta standards have risen, even though enforcement is till wesk
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in many countries. The NAFTA approach has not yet been seen to produce much in terms
of environmenta enforcement or improvement.

The OECD MAI dso contained a proposa to prevent countries lowering environmenta or
labour dandards in order to attract investment. This was origindly a non-binding
exhortation, but towards the end of the negotiations a mgjority of OECD countries wished
to have it as a binding condition. However, during negotiations the legd character of the
clause was dtered in away that illuminates the strengths and weaknesses of this approach.

The origina proposa covered the lowering of standards to attract “investment”. It was
intended to cover the wholesde revison of environmenta and labour laws, and the crestion
of low standard “free-trade’ zones. However, pressure from the USA and others resulted in
a narrowing of the clause’s scope 0 it only covered deregulation associated with a
Agpecific  invesment” (see Chair’'s text on Environment and Labour
(DAFFE/MAI(98)10), OECD, January 1998).

The reworded clause would have stopped the Brazilian government lowering environmenta
gandards when sdlling a specific parcd of Amazonian logging rights to a foreign company.
However, it would not have prevented the scrapping of dl environmenta controls on logging
in order to dtract investors, or the blanket deregulation recently seen in the Asian mining
sector. The redricted clause lost much of its environmental and socid efficacy, and became
an extenson of “nationd treatment” for investors, which ensured they dl received the same
policy derogations.

The argument behind this rewording was that the concept of lowering could not be
accurately defined, or was ingppropriate in several circumstances. As a result, the clause
would have prevented legitimate changes in labour and environmentd standards responding
to shifts in scientific evidence, societal preferences or economic circumstances (see US non-
paper DAFFE/MAI/DG3/RD(98)8).

That most negotiators accepted these arguments exposed a fundamentd intellectud double
dandard in the legitimacy of internationd limits on nationd policy flexibility. OECD MAI
negotiators had dready agreed to ban al new non-conforming economic regulations which
affect inward invessment — whatever their potentia benefits to the host country (so-cdled
“glanddtill”). However, they rgected an andogous gpproach to limit changes in labour and
environmenta  standards with the argument that it would place unacceptable limits on
nationd policy flexibility.

The debate over “lowering of standards’ in the OECD MAI was a reflection of its flawed
process and lack of consistent objectives, but did raise important issues *. Arguments for
and agang redricting such policy flexibility are dso amilar to those reating to binding
international codes of conduct for investors. However, in political terms they are more
controverda because such redrictions directly affect legidative decisons, and dso
automaticaly apply to domestic condituenciesin the host country.
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However, palicy incentives are only one way countries compete to attract FDI, it is dso
common to offer tax breeks, direct payments and “freg’” infrastructure. In developed
countries there is a rigng trend for date ad to be given to retain investment, though these
payments could fal foul of some WTO disciplines. The OECD MAI dso atempted to
address the issue of fiscd incentives for investment. Unfortunately, Parties could not agree
how to digtinguish between Agood@and Abad@incentives, and left the issue for the future.
The European Union is Hill discussng what condtitutes legitimate tax competition for
invesment.

Financid and fiscd incentives can have important indirect environmentd effects. Firdly, they
reduce government proceeds, drawing resources away from regulatory bodies (e.g. forestry
and environment departments) who are managing the use of natura resources. Secondly,
when resource taxes are lowered as an incentive (e.g. sumpage fees, fishing fees) this gives
perverse economic incentives, encouraging large scae damaging development at the
expense of more sustainable dternatives.

The environmental consequences of competition by governments for FDI go
beyond the narrow “no-lowering of sandards’ debate, and must ensure adequate
revenues are collected, especially in natural resource sectors. There is no point
retaining high standard laws when funds are not available to implement them, or
when economic incentives ar e acting against good management.

7.3.1 The economics of investment incentives

The economics of investment incentives are far from straightforward, as they can potentialy
both improve and reduce the efficiency and vadue of FDI. Often, financid or fiscd incentives
ae sEen  as damaging, but improvements in host country fundamentals — eg. ills,
infrastructure, balanced fiscd policy — as a podtive effect of competition. However, there
can be well-designed financid incentives, and inefficient over-investment in infrastructure to
dtract investors. This complexity underlies the difficulty in agreeing policy responses to limit
thelr negative impacts.

Countries gain from increased foreign investment by increesing ther total productive
capacity. They dso may gan “spillover” effects (pogdtive externdities); for example, where
new investment brings training and new technology into domestic firms. Gaining these rather
intangible public benefits is often the main dated judtification for subsdies to attract inward
investors. Economicdly this is the same as giving tax bresks for domestic savings or
domegtic invesment in training and R&D.

Evidence shows that the leve of investment incentives is increasing, and despite the growth
of totd FDI volumes competition for each invesment has intensfied. This enhanced
competition extends to dl types of incentives including direct payments, tax holidays and
deregulation in the form of Free Trade Areas with lowered labour and environmenta laws.
For example, a study in the USA showed incentives per job growing from $4000 in the
early 1980s to over $168,000 in the early 1990s *.
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The amount of subsidy needed to attract an investor depends on the relative market power
of host countries and investors. When host countries are an attractive investment destination
because of market potentia (e.g. China) or natura resources (e.g. Canada), then they can
maximise potentid spillovers from investment by attaching conditiondities (performance
requirements) which oblige investors to transfer technology or train loca personnd.

When no such unique advantages exist, and many countries are equdly attractive hogts
indde a sngle trading region (eg. insde the EU), market power lies with the investor to
demand dignificant incentives. In a competitive market between host countries, each will be
prepared to subsidise investors until the cost outweighs the economic advantages from the
investment. That is, direct economic gains in output, taxation revenues and employment, plus
indirect spillover effects.

Investment subsidies aimed at raising economic output — if correctly gpplied — should be
essentidly self-funding through revenues gained. The economic result of high competition for
FDI is that some of the benefits of an investment are transferred from the host economy to
the investor. Concerns have been raised that reliance on subsidies reduces overdl efficiency
by promoting a rent-seeking and corrupt culture around FDI. Especidly when “commercia
confidentidity” shields the process of granting incentives.

Though direct economic benefits will be amilar for dl countries, the Sze of indirect sillover
effects will differ depending on the compostion and levd of development of the host
economy. Countries also differ in their perceptions of the size of indirect benefits, asthey are
very hard to quantify. Therefore, each country will be prepared to pay a different amount to
attract the same investor.

Countries dso differ in ther ability to pay investors subsidies. Developed countries can give
up-front financia or infrastructure incentives, while developing countries with hard currency
congraints must rely more on tax holidays, low concession fees and policy based subsdies
such as low environmental and labour standards *°.

Research in this area suggests that investment subsidies do not increase the total quantity of
FDI, but they do affect its destination ¥’. Therefore, in aggregate al countries would
probably benefit from agreeing not to subsidise investors in order to gain direct economic
benefits, but the existence of indirect effects complicates the dtuation. Though aggregate
welfare may increase from limits on subsidies, its distribution will change, and those countries
which gan mogt from spillover effects will suffer the grestest losses. This gives them little
incentive to Sgn any agreement.

The first best-solution would be to only dlow incentives related to spillover effects, as this
would limit the amount of subsdy while not undermining economic efficiency objectives.
However, thisis easer said than done, as spillover effects are difficult to isolate and quantify.

There isno a priori patern as to who gains mogt indirect benefits from a specific
investment. Though it is often argued that developing countries will benefit most as they have
fewer exiding investments. However, the exisence of postive returns to scde in some
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sectors and specific areas (eg. Slicon Valey) complicates this smple picture. A high
technology firm may bring grester advantages to a developed country with a trained |abour
force and amilar firms, but amilar conditions exist in pats of India and Mexico. A
manufacturer may bring new expertise to a developing economy, or may have more
synergieswith an indudtrid cluster in adeveloped country.

It seems unfair to stop a country from putting in place incentives which reflect the real vdue
of aparticular investment to its economy, as thiswill restrict their development and lower the
overd| efficiency of invesment. However, the difference in resources available to countries
means that many in the developing world cannot afford to pay the leve of incentives
required. Or they are forced to commit to long tax holidays or devalued concession fees,
which may eventudly be uneconomic or have negative incentive effects by encouraging the
unsustainable resource use.

Therefore, in practice any limits on overdl incentive levels will have to take a broad brush
goproach. Limiting the worg forms, while retaining adequate flexibility for countries to
encourage postive spillover effects (through R&D etc), and recognisng the priorities of
developing countries to promote industria development or transformation in specific sectors
through targeted subsidies.

As wdl as reducing the overdl amount of benefits to a country from investment, subsdies
dso dter ther didribution insde the host country. Attracting invesment through fiscd
subgdies benefits those directly employed by the project, locd communities and domestic
suppliers, a the expense of generd taxpayers. Though these costs should be recouped in
turn through added output, increased taxes and better product quadity. Investment in
infragtructure can bring ether costs or benefits to loca communities depending on whether it
isfunded from generd or local taxation, and on the Sze of environmentd externdities.

Usng lower environmental or socid poalicies to attract investment places costs mainly on
workers and local communities, while benefits —in the form of increased taxation revenues —
accrue to the wider population. Using policy incentives aso raises important questions of
sugtainability and accountability. The externa costs of lower regulation are borne in terms of
worse hedth (due to pollution, longer working hours, worse working conditions), lower
wages and lower environmenta qudity (depleted resources, water pollution) many of which
ae irreversble. For example, chronic hedth problems cannot be remedied by higher
incomes or future compensaion. In economic terms these goods are not perfectly
subdtitutable for money.

When goods are not perfect subgtitutes then peoples willingness to pay for improved quality
of life will be less than their willingness to accept compensation for reduced hedth or
environmental damage %. Therefore, the income generated from an investment may not be
adequate to compensate those affected by its environmental or socid damage in the future.
Reaulting in a negative overdl impact on the country’s development and an inefficient use of
resources.
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I nvestment subsidies reduce the benefits from FDI to the host country, but tend not
to increase total FDI flows. Thereis no smple rule for defining a “good” or “bad”
subsidy, asindividual countries place different values on the same investment, and
can benefit from using incentives.

However, developing countries tend to lose from open competition as they have
fewer resources to attract FDI. The resulting use of competitive deregulation
impacts the poorest communities and workers, who often also gain least economic
benefits from increased investment and suffer the highest costs.

7.3.2 Policy instruments to control investment incentives

The complexity of arguments around investment incentives has lead to policy parayss on
internationa rules to limit their use. In the MAI debate many countries wished to limit
competitive deregulation in the areas of environment and labour, but were opposed by other
OECD members (notably Mexico and South Korea).

Developing countries have generdly seen any limitations on the use of incentives as a ploy to
prevent FDI flowsinto their countries. Transnationa corporations who benefit from incentive
wars dso object to any disciplines, arguing they prevent hedthy competition and overly
restrain policy makers, especialy in developing countries .

There are d 0 disagreements between developed countries on incentive limitation, with large
interventionist blocks favouring only good incentives (the EU), and smdler, free market
countries wishing to limit al use of incentives (New Zedand).

Given the different interests displayed, any disciplines on incentives will have to focus on
removing the worst problems — not trying to produce a perfect system. Countries will have
to accept some “inefficient” limitations on their actions in return for overdl gains in other
aress. Given the overdl god of sustainable development, disciplines on incentives should am
to achieve thefallowing gods

prevent the lowering or chilling of environmenta and |abour standards to attract FDI;

reduce any corruption and anti-competitive practices associated with investment
incentives,

ensure that both the overal cost of incentives, and the distribution of costs and benefits,
is quantified and transparent;

limit incentives which cause negdive externdities through ingppropriaie economic
sgnds

limit financid and fiscd incentives to specific development purposes, recognising the
need for developing countries to strategicaly attract FDI.
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The practicdities of limiting regulatory competition are discussed beow. However, the
broader debate on good governance of investment incentives is equally important. As these
decisons will have indirect environmentd and socid impacts in terms of foregone public
expenditure, perverse incentives and skewed development priorities.

Grester trangparency and openness in how incentives are awarded, and their costs and
benefits to taxpayers, consumers and communities would alow better democratic decision
making in the host country. This would dso help prevent the use of damaging fiscd
incentives such as lowered concession fees for naturd resources that promote unsustainable
and inefficient management.

International agreement on the basic principles and rules for trangparency and incentive
assessment will be needed to prevent countries from free-riding.

Limits on the size and type of financial incentives may not be possibleto agree at a
global level due to development disparities between nations. It may be more
practical for regional groupings to agree limits, as evidence suggests that this will
not affect flows to the region. However, as tariff barriers fall between regional
markets global regulation may be needed.

Countries will probably wish to be able to give incentives to encourage specific
spillover effects, such as to stimulate the transfer of technology. However, these
must be carefully defined and capped at a small proportion of total investment.
Similar disciplines apply to state aid under WTO agreements.

7.3.3 Preventing competitive deregulation

Logicdly an agreement limiting regulatory competition should be essier to reach, because
these incentives have smdler effects on investment flows, are badly targeted economically,
and can be shown to disadvantage the poor and undermine movement towards sustainable
development.

Objections to these redtrictions raised in the MAI debate focused on the potentia ambiguity
of whether a regulatory change actualy represented a “lowering” of sandards. An example
was used by the US of an investor being alowed to develop a section of a protected areain
return for giving financid assstance to manage the park.

This is a legdidic interpretation of “no lowering of dandards’, which looks a changes in
legidation not changes in environmentd qudity. In redity an environmental assessment could
be carried out to gauge whether the overal environmentd impact of the derogation was
positive or negative. In most cases, such as case of P& O's attempts to denotify a protected
areain India, this assessment will be unambiguous in environmenta terms .

What a redtriction on lowering (or non-enforcement) of laws would prevent is a trade-off
between environmenta quality and economic growth which went below the level of existing
dandards. Therefore, it would not prevent an incoming investor emitting high levels of
pollution if it paid to clean up a greater amount from other sources. Habitats could be
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destroyed if a biologicdly smilar area was created € sewhere (as occurs with the European
Habitats Directive).

However, environmenta compensation should only be dlowed if it has an equa impact on
those affected. Locd pollution in one area (e.g. an export processng zone) could not
increase even if another area was cleaned up because the local people and workers would
not benefit from the compensating project. A main am should be to limit the creetion of
pollution zones where the poor bear the brunt of environmenta damage; a Situation prevaent
in developed countries such as the UK and US ',

Environmenta rules could be rdlaxed where they conflict with other regulationsin the fidd of
hedth and safety. For example, derogations are sometimes given from mining water
trestment rules because geologicdly a talings dam in the area might burst and devastate
downstream communities. But this is the exception not the rule. Of coursg, it is perfectly
judtifidble to revise laws if the science surrounding a regulation changes. However, the
burden of proof to show thisisthe case must remain on the country that is deregulating.

Ingde an overdl redriction preventing deregulation policy makers should be gble to find
enough flexibility through imaginative use of environmentd policy instruments to prevent
ridiculous condraints on development policy. The existence of relatively objective sandards
for environmentd qudity removes many of the objections to binding internationd rules
redricting deregulation. Though difficult environmenta trade-offs may exist between some
environmenta issues, for example, biodiveraty and the building of hydro-dectric dams to
reduce greenhouse gas emissions.

Issues around labour standards are harder to determine, because |egitimate moves towards
greater labour market flexibility (e.g. ending redtrictive union practices) could be interpreted
as a lowering of sandards. Practicdly it is likey that disciplines on deregulation a the
nationd level will probably have to be limited to a core set of internationa |abour standards.
However, there is no reason why internaiond rules cannot specificaly prevent nationa
standards being lowered in areas such as export processng zones, even when these are
above any international core standards.

To support environmental best-practice by industry, governments must collabor ate
to eiminate costly and inefficient competition based on lowering or freezing
environmental standards. This will not unduly limit national policy flexibility if
based around an assessment of actual environmental impacts, and not just changes
to statutes or issuing of derogations.

74 From Top-Down to Bottom-Up: Improving International
Governance by Strengthening the Role of Civil Society

Top-down regulation by national and international government is necessary, but not
aufficient, to make FDI support sustainable development. Experience shows that active local
community and civil society organisations — in both home and host countries — are vitd to
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give a bdance of environmenta, socid and economic interests, and their role is explicitly
recognised insde Agenda 21.

However, civil society groups are often too under-resourced to adequately represent the
interests of their congtituencies. In many countries they are dso actively suppressed, or
denied access to judice and legd remedies. Internationa agreements on FDI must
recognise the role of civil society and NGOs, ensure they have access to an adequate legd
frameworks a the nationd and internationd level. Including support and capacity building in
order to be able to use such instruments.

7.4.1 The function of civil society in influencing foreign direct investment

Civil society performs a set of functions which are neither covered by the state nor widdy
avaladle (especidly to poorer groups) indde commercid makets. Civil society
organisations emerge distinctly when markets begin to dominate exchange transactions —
changing and replacing traditionad economic and socid rdations. The growth of civil society
can be seen as a way in which societies build new inditutions to ensure representation,
Security, access to resources and provison of services which the market or government are
not providing. These services may previoudy have been provided by family, village or
communa structures.

A comprehensve and srong set of civil society functions is vitd for achieving sustainable
development. Civil society improves the quality of development by erecting a“socid market
place’ where non-market vaues can be articulated. This shapes the outputs and distribution
of the economic system, and protects people from the harshest excesses of market forces.

These functions are essentid in issues of land and natura resource use. The poorest groups
in society are frequently forced into margina resource areas by more powerful economic
actors. These commercid actors often use these appropriated resources unsustainably or
inefficiently in order to supply international and urban markets. In the absence of mediating
civil society inditutions, subsistence or low income groups will be ungble to compete in the
economic or political market place againg highly capitalised commerciad resource users.
Foreign investors are heavily represented in the resource sector and constantly experience
conflicts over the legitimacy of access to resources, for example, the diverson of water
away from subs stence agriculture to supply export agriculture or tourism developments.

WWF has worked with a wide variety of local groups, providing support and influence in
such circumgtances, including: forest communities in the Centrd African Republic threstened
by foreign logging companies; indigenous fishing communities in Nicaragua under pressure
from foreign trawler flegts;, and, communities in Kenya whose land is being damaged by
tourism devel opment %2,

Many different types of organisation can fulfil these functions including: unions, cooperatives,
non-governmenta organisations (in anarrow non-profit sense), community groups, religious
groups, politica parties and grassroots groupings. The conditution of the group is
unimportant, what defines its roleisits function in correcting market and government failures.
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Civil society groupsinteract with foreign investors at severd different levels:

representing the interests of locd communities. protesting againgt particular investments,
arguing for compensation for project impacts.

shaping host country development drategies. arguing for or againg foreign entry into
particular sectors, influencing nationa investment law and provison of subsdies.

influencing internationd indtitutions. advocating conditiondity for investment guarantees,
changing internationd investment regimes; monitoring officid ad to the private sector.

working directly with internationd investors defining guiddines for environmentaly
sendtive operations, drawing-up and monitoring codes of conduct on labour rights,
helping facilitate relations with loca communities or home country shareholders.

Civil society groups operate in a variety of modes, ranging from oppositional campaigns to
direct partnerships with investors. Companies are increasingly recognising the need to work
with these groups, a least a the community level, and that such relationships must involve
more than just money .

However, locd groups ae 4ill frequently ignored by internationd investors unless
internationa or home country NGOs intervene. In the case of P& O's planned investment in
Dahanu, the P& O-India office had stopped responding to loca community groups until the
company’s offices in Audtraia and the UK were approached by WWF and UK Members
of Parliament.

Didogue with a large investor dso requires levels of technica and administrative capacity
often beyond the reach of locd organisations in either developed or developing countries. In
the P& O casg, the loca groups could mobilise over 20,000 fisher people in demongtrations
againg the port, but could not afford an environmental and socid impact assessment without
assistance from WWF ',

Though corporate attitudes a the locd level are dowly changing, a Smilar condructive
attitude is not found in international fora. Indeed, business groups have even questioned the
legitimacy of NGOs participating in discussons on internationa investment agreements *.

The dtitude of investors to internationd civil society groups remains rather confused.
Businesses regularly point out the important role NGOs play in highlighting environmental or
socid problems (“the severity or acuteness of a particular issue can cregte action. The non-
governmental community is largely responsible for driving an issue up the * acuteness sca€”’
WBCSD, 1999). However, business organisations have repeatedly rejected access for civil
society groups to invoke official codes of corporate conduct, such as the OECD Guidelines

on Multinational Enterprises *®.

Civil society groups are aso under politica pressure in many countries. Often foreign
investors may be in the difficult position of attempting to co-operate with aloca community
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which is disenfranchised and discriminated againg by locd authorities. This is particularly
common where indigenous communities are present in natural resource rich areas; a Stuaion
which WWF deds with in its conservation work %, Investors must have a clear view of the
rights of locd communities, an understanding that these cannot be removed by centrd
government without very strong reasons, and adequate compensation that the company has
aresponghility to see implemented.

There is d0 a legitimate concern from incoming investors that they should ded with the
right civil society organisations. These concerns have strong commerciad motivations
because any compensation agreed with Arepresentatives@of loca communities mugt be
adequate and reach those affected, or the investor could face continued protests and
disruption. Larger NGOs can sometimes undermine grassroots groups in their deglings with
investors. Some unions have criticised home country NGOs for agreeing codes of |abour
conduct with TNCs that do not give rights of association and representation. However,
better coordination between civil society organisations is reducing such conflicts.

Civil society organisations in home and host countries play an important role in
shaping the performance of FDI and government support for different types of
investment. However, their postive influence is hampered by a lack of resources
and influence, especially at thelocal level.

7.4.2  Civil Society and the formal regulation of international investment

Civil society organisations are being forced into an ambiguous role in the regulation of
internationd investment. Recognised as an important actor because of their power to disrupt
invesment and harm corporae reputations, they are increasingly being asked to form
partnerships with TNCs, helping formulate, monitor and validate voluntary standards of
corporate performance. On the other hand, the same companies lobby to deny civil society
groups legd access to the influence, information and resources needed to enforce existing
laws and protect their legitimate interedts.

This is an unsudainable Stuation, which favours well-resourced and dready influentia
groups, and pays no atention to the representative basis of different organisations. Civil
society groups cannot become permanent watchdogs of corporate activity, as this will
eventually compromise their effectiveness. Their appropriate role is to respond to problems
with particular projects, to monitor the implementation of statutory and voluntary codes by
other regulatory or private bodies (e.g. private certifiers and accountancy firms), and to
stimulate corporate best practice.

Civil society interests and activities should be empowered and supported by internationa
regulation, not — asisincreasingly the case — be seen as a subdtitute for it.

A coherent gpproach is needed which grants civil society groups access to specific
internationd instruments (for example, enforcement of codes of conduct), and gives
contingent standing with investors to have their interests as stakehol ders recogni sed.
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Access should to an extent recognise the different basis of civil society groups, if only to
prevent frivolous cases and abuse by commercid interests masguerading as representatives
of civil society. Civil society groups themsdaves will have to become more transparent about
who they claim to represent, and how they are accountable to their congtituency.

However, the legitimacy of a group’s interests does not have to slem from a membership
bass, but can be based on scientific, intdlectud, mord, rdigious and other grounds. The
divergty of civil society is one of its strengths, and should not be limited by arbitrary
requirements to be “representative’. Civil society groups do not atempt to replace
representative democracy (whereit exists) but enhance and support it.

Key ingruments that should be available to civil society groups and citizens include:

In codes of corporate conduct (both binding and voluntary)
Investors should have to consult host country groups on the impact of planned projects;
giving access to independent assessments and support for additiona analyss when
needed.

Home country groups must be able to access full, timely and independently verified
information about the foreign operations of companies.

Civil society groups must be able to use any implementation system (eg. a tribund,
review of conduct, naming and shaming) with a minimum test of danding to deter
nuisance cases.

In international investment promotion agreements
Information on investors  corporate structure should be publicly avallable.

Information on investment laws, subsdies, exceptions, derogations etc. should be
avallable to both citizens and inward investors.

Dispute proceedings should be trangparent and open to citizens.

Access to home country courts by hogt nationds should be smplified, pre-requirements
made cond stent between countries and access to any lega aid alowed.

In international investment regulation
Home and host country citizens should be able to activate mechanisms outlawing
lowering of regulatory standards to attract investment.

The costs and expected benefits of any investment subsidies should be publicly
avalable.

All regulatory mechanisms relating to redrictive business practices, corruption and anti-
competitive behaviour must accept complaints from civil society.
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Some governments have objected to civil society groups being granted “rights’ of access
and sanding in internationa agreements, arguing that this subverts democracy and the rights
of nation dates. However, the rules that apply to investors would be decided by
governments, citizens would merely be able to ensure they are enforced.

The language of “rights’ is actudly irrdevant, because civil society must be part of the
sysem for it to work effectively. Civil society provides an essentid st of checks and
ba ances to the systemn, making up for the absence of an internationd independent regulator
to oversee the application of the rules. Therefore, in cases where both home and host
country have an incentive to cheet (eg. “no lowering of standards’) there must be the
possibility of independent activation of the rules.

Moving away from rights-based language dso clarifies how investors should be treated.
Agreements give investors certain protections and privileges — equa trestment,
compensation for expropriation. These are not abstract rights, but policy tools used to
achieve broad societd gods by atracting qudity investment. There is no reason why civil
society access to instruments must be balanced by investor access, as has been argued by
some business groups, for example, balancing citizens access to codes of conduct with
investor-gtate dispute mechanisms. Each function should be assessed on how it contributes
to the goals of sustainable development and poverty reduction, not as a quasi-congtitutiona
issue.

Top-down regulation of FDI is not sufficient to achieve sustainable development.
Active and empowered local communities and civil society —in both home and host
countries—are an essential part of ensuring efficient and responsible investment.

I nter national rules promoting and regulating investment must ensure public access
to relevant information and regulatory mechanisms, and build the capacity of civil
society groups so they can use them effectively.

7.5 Constructing Sustainable Markets: the Need for Good Economic
and Social Governance

Sugtainable development requires a badance of economic, socid and environmenta
congderations. The above anadlyss of FDI and the environment demonstrates the vitd inter-
linkages between the three components, and how traditional environmenta policy and
regulation — a any leve — will never succeed in its ams unless there are complementary
economic and socid inititives.

Environmenta protection requires effective inditutions to deliver public goods — whether
these are clean air, good labour practices, education or fair competition. Experience shows
that nationa level capacity in dl these areas tends to evolve a a amilar rate — reflecting
generd development levels. The role of internationa agreements and corporate regulation is
to make up for any deficiencies in these systems, and help them develop to cope with
international economic pressures.
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In particular, sustainable use of natura resources relies on efficient market decisonsingde a
framework which correctly prices environmenta goods and sets overd|l sustainability limits.
Dysfunctional markets will give the wrong signds to market actors, skewing choices and
potentidly undermining long run sustainaility.

WWEF seesthree key areas for internationd rules.
Competition policy and preventing restrictive business practices
Prevention of corruption and bribery
Core |labour standards

There are many important issues in each area which are beyond the scope of this report.
Bdow we outline their direct implications for environmenta issues and the key design
parameters for achieving environmentd effectiveness.

7.5.1 Competition policy and eliminating restrictive business practices

Competition policy has the generd am of ensuring markets work efficiently. That is, no
producer or consumer can dter market prices sgnificantly, and al companies are earning
norma profits relative to other sectors. This requires regulators ensure mergers and
acquisitions do not give a company market dominance, and to bresk up any hard core
cartels (price-fixing arrangements between different firms).

Competition authorities tend to focus less on a company’s market share in a particular
country, but whether it can influences prices or entry to the sector. If amarket is contestable
— that is, entry by compstitors is easy and potentid competitors exis — then dominant
positions are less likely to be abused. However, where entry is difficult — for example, in
network industries — market dominance must be carefully policed.

Companies may employ a variety of redtrictive business practices to prevent new entry into
a sector, including: acquistion of potentid competitors, predatory (below cost) pricing;
redrictive contracts with suppliers or outlets not to stock competitors products;
monopolisation of knowledge capitd through patenting or acquidtion of licensng rights
which are not used; lobbying for high tariff barriers; lobbying for high regulatory costsin a
sector to deter smaller entrants.

Nationd competition policy often conflicts with indudtrid policy and the redities of
economies of scae. Mot OECD countries have exceptions in certain sectors that alow
market dominance by firms who are considered key exporters ®. This alows companies to
achieve critica economies of scale in the home market, and can permit cross-subsidisation
from home consumers to support aggressive export strategies. Most countries have dso at
some time used ether tariff barriers, investment redtrictions or state ownership to reduce
competitive pressuresin key sectors.
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All these issues now have internationd dimensions as mergers and acquistions make up
four-fifths of FDI flows. Hard core cartels exist across national boundaries, and companies
have been known to agree on spheres of influence in globad markets, where each will be
dlowed to take a dominant position in certain groups of countries. The use of transfer
pricing techniques dlows TNCs to cross-subsdise subsidiaries in different countries, and
non-price barriers to entry can exist internationaly.

Despite the potentid for internationa restrictive business practices, competition policy is
usudly implemented at the nationd levd, if a dl. Only around haf of current WTO members
(»70) currently have competition policy in place a the nationd levd. Internationdly, limited
co-operation agreements between competition and taxation authorities exist between some
developed countries (e.g. the EU and the USA). The European Union is the only regiond
economic area with a supra-nationa competition authority, and that only deds with trade-

related competition issues'®.

The WTO has been discussing issues around competition and trade since 1994. The
European Union has identified an agreement on competition policy as a key god for the
current round of WTO negotiations. The main focus of discussions has been how the lack of
enforced competition policy impects trade flows, though there has dso been some
discusson on how trade measures affect competition. Likely issues for negotiation are; the
introduction of basc standards for competition policy and trangparency; information sharing
on hard core cartels; the impact of RBPs on outside markets and the foreclosure of markets

to third countries *°,

Some developing countries are concerned that internationa rules on competition policy may
be used to force open markets that have been redtricted for development reasons.
Competition policy could be used to chalenge redtrictions on foreign entry or expansion,
subsidies given to domestic producers and other discriminatory policies. This is a legitimate
fear, and re-enforces the view that internationa competition policy should focus on
corporate barriers to entry into markets, not governmenta ones.

Effective international competition policy should protect developing countries against
restrictive practices by large trans-nationa corporations. Competition policy procedures can
aso provide an empirical measure for assessing discrimination, which gives greeter flexibility
than legdidic formulations of nationd trestment. For example, support for domestic
companies could be alowed unless it caused substantia market dominance by these firms,
raher than jus hdping them achieve grester competitiveness. Indituting effective
competition policy could provide a more flexible way to give foreign investors certainty and

far treetment than extending and re-enforcing traditiond investment protection agreements
111

7.5.2 Competition Policy, RBPs and the Environment
Compstition policy and rules to limit the use of RBPs have important implications for
environmenta protection and sustainable resource use:

markets which are closed to new entrants may prevent the trandfer of up-to-date
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environmentally sound technology into these sectors,

monopoly resource extractors tend to be more wasteful and inefficient than those in
competitive markets, for example, timber, mining, meta processing;

competition laws could threaten the ability of smal enterprises or loca communities to
control their resources, especidly in areas such as tourism;

compstition laws could be used to chalenge environmenta regulations which de facto
discriminate againg some firms;

disciplines on transfer pricing would alow countries to receive grester revenues from
exploiting their natura resources, thus potentidly encouraging higher environmentd
standards and more sustainable extraction policies.

Most debate on the interaction between competition policy and the environment has focused
on how environmentd regulation may act as a barrier to trade, or how certain types of
regulation may re-enforce existing market power or give opportunities for collusion between
firms 2. However, research tends to show that the biggest barrier to trade comes from a
lack of environmental laws, not the way they are framed™2,

Co-operative drategies that benefit the environment — for example, life cycle respongbility,
sector-wide voluntary agreements — do promote colluson and can erect barriers to entry.
However, the correct way to ded with this is to have co-operation between environmental
and competition authorities, not to dlow environmenta laws to be repeated chdlenged by
companies.

A bdance is needed between competition rules which dlow innovation and new entry into
markets in a way that improves environmenta performance, and rules which would dlow
companies to chalenge environmentd regulation or the rights of loca communities to benefit
from ther naturd resource base. To avoid these problems the focus of internationa
competition rules should be to prevent corporate redtrictive practices. Governmental actions
that could limit competition should be dedlt with indde international agreements dedling with
environment, investment and trade.

In particular, negotiations should ensure more effective international co-operation on transfer
pricing for countries at ardatively low generd levd of development, but which have vauable
natura resources which foreign investors wish to exploit. For example, the Government of
Kazakhgtan recently announced a crackdown on tax evasion through transfer pricing in its
foreign-dominated large industries. The government considered that corporations had no
incentive to display large profits indde the country, because financid inditutions were
undevel oped, therefore shifting profits outsde the country to avoid tax was virtualy cost free

114

The rise in complex trandfer pricing shows that to be effective an international agreement on
competition would have to be accompanied by red capacity building in developing
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countries. Congstent rules on company transparency and reporting are dso needed in order
to facilitate the exchange of information between regulators.

International competition rules aimed at reducing corporate RBPs could facilitate
the diffuson of cleaner technologies, and when combined with disciplines on
transfer pricing, improve the sustainable use of natural resour ces.

7.5.3 Bribery and Corruption

Bribery of public officids is widespread and often involves foreign investors aming to
facilitate their entry into a country, or gain access to vauable naturd resources. There is
widespread consensus that corruption causes economic and social under-development.
Corruption does not just affect the project or decison being directly influenced, but
undermines al public governance by removing trust and confidence in public action and
destroying the concept of public service.

Bribery and corruption affects all efforts at environmenta protection. Natura resource use
industries are prone to corruption given the large amounts of money related to concessions,
and the remoteness of resources from centres of public administration.

WWF s chief environmenta concerns are:

bribery in screening procedures for inward investment leading to inadequate
environmental and socia assessment of impacts.

bribery of officids tasked with enforcing environmenta regulation;

corruption in the awarding of concessons leading to resources being undervalued,
and/or companies with poor environmental records winning contracts against better
competitors,

Aswith trandfer pricing issues one of the most pernicious problems with corruption in natura
resource sectors is the undervaluing of concession fees. This leads to lower government
revenues, fagter exploitation of resources and fewer funds to invest in regulation or
environmentd mitigation. Efforts are underway to combat this issue in some countries, for
example, the World Bank is supporting efforts by the new government of Indonesia to
redlocate 11 million hectares of forest concessions through a transparent bidding process,

aiming to diminate past corrupt practices .

Home country governments used to take arather laissez-faire atitude towards corruption by
their investors, seeing it asanorma part of doing business abroad — especidly in developing
countries. For example, companies were routingly alowed to write off bribes againgt tax
ligbilities in home countries. However, this atitude is changing, driven by the US Foreign
Corrupt Practices Act that made bribery of foreign officids a crimind offence. US investors
then experienced competitive disadvantages by not being able to offer bribes, and strongly
lobbied the US government to extend these disciplines internationdly. This has lead to
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agreements between the Organisation of American States, and to the OECD Convention on
Combating Bribery of Foreign Public Officids in International Business Transactions, which
entered into force in February 1999 °.

These internationd agreements generdly cdl for countries to implement domestic legidation
againg corruption of their officids, and by their companies abroad. They usualy contain
basic principles for anti-corruption laws, accounting standards, extradition, and mutua lega
assstance to ensure that jurisdictions work together on these issues. They represent a good
modd for internationd co-operaion that avoids building supra-naiond inditutions, but
maximises co-ordination and consstency between jurisdictions.

Effective international rules and co-operation on corruption, coupled with capacity
building in this area, would provide strong incentives for better environmental
management and sustainable resour ce use. These rules should be a priority in any
international negotiations.

7.5.4 Core Labour Standards

The impact of FDI on labour rights and conditions a work has aways been a fundamenta
part of the debate on globdisation. The impact of competitive pressures has chilled |abour
gandards in a smilar manner to environmenta regulation. The rapid growth of free-trade
areas with few or no labour standards remains one of the most obvious examples of policy
competition to attract investmen.

Unlike the patchwork of international environmental agreements, the Internationa Labour
Organisation represents a sngle, competent globd authority for defining and implementing
labour standards and other employee related issues. In 1998 its members agreed the ILO
Declaration on Fundamental Principles and Rights at Work and its Follow-up, which
for the firgt time defined a set of core labour standards and a mechanism for monitoring their
goplication in member countries. This agreement was vita as it followed years of
acrimonious debate on labour issues a the WTO.

The key aspect of the core labour standards for environmental issues is the right to freedom
of association and the effective recognition of the right to collective bargaining . Workers
organisations have dways been in the forefront in reducing loca pollution. Firdly, insde
factories and ingdlations, but aso reducing the pollution affecting locd communities which
supply labour to the ingdlation. The right to organise will increase pressure on managers to
reduce pollution leves.

While countries have ressted the use of WTO mechanisms to implement core labour
gtandards, there seems more scope for these to be included in binding guidelines for MNE
conduct and in any rules on investment incentives.

Environmental sustainability can only be achieved insde a broader system of
economic gover nance that respects and enhances basic human and workers rights,
and promotes good mar ket gover nance.
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Priority should be placed on negotiating and dsrengthening international
ingruments to: enforce core labour standards, reduce bribery and corruption;
promote fair competition and eliminate restrictive business practices.
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8: Conclusions

The last decade has witnessed a proliferation in private invesment flows, including foreign
direct invesment. FDI is an incressngly powerful simulant to economic growth and
therefore of growing importance to globa environment protection. Unfortunately, to deate
much of this debate has focused around the pollution havens hypothes's, and the search for
evidence that indudtries from the industrialised countries will move to countries with lower
standards.

This emphasis on examining how environmental regulation effects a firm's decison to locate
and its management practices, has deflected the discusson of FDI and its impact on the
environment away from broader issues of how FDI contributes to overdl sustainable
development in host countries.

This report has identified five key interactions between FDI and the environment:

FDI can fud economic development at a scale and pace that overwhelms host country
regulatory capacity, resulting in inefficient and irreversible environmenta destruction and
even potentidly adeclinein overdl wdfare.

Home country policies in subsidising FDI through export credits and aid flows produce
a bias towards more environmental damaging investment. Investment agreements — such
as NAFTA, BITS and the falled OECD-MAI —dso limit the ability of host governments
to pursue environmentaly sustainable policies.

Pollution intengve indudtries are relocating to areas with lower regulatory standards, and
often operate to lower sandards than in their home countries.

Natura resource seeking investors have a poor record of environmenta management
relative to global best practice. Often investors prevent host countries maximising returns
from their resources, encouraging over-exploitation and unsustainable use.

Comptition to atract FDI, or retan investments by internationa companies, has
produced a chilling effect on globa environmental standards.

Lack of adequate environmental governance in host countries is both a cause of these
problems, and a result of competitive pressures to dtract or retain FDI. Often the
environmenta costs of FDI fdl on the poorest who fail to benefit from the economic wedlth
it generates. Therefore, any andysis of the environmenta impacts of FDI must dso address
the distribution of costs and benefits.

Solutions to these problems must be practical and focus on ingtitutions with the capacity to
change in the short term, before irreversible damage occurs. Though building capecity in
host country governments to manage FDI and the environment is vitd, this will often be a
longer term process. In the short to medium term standards must be raised through other
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means. Facilitating these dternative mechanisms through internationd agreements will often
be the easiest and most practical option, especidly in least-devel oped, remote or conflict
ridden areas.

Work is needed to achieve thisin three important arees.

srengthened voluntary codes for environmentd best practice by investors, and the
officid promotion of voluntary eco-labdling in massmarket sectors such as foredtry,
fisheries and touriam,

reforming existing and planned investor protection and promotion agreements so that
they do not undermine environmenta regulation, or the fair and sustainable use of natura
resources,

building a framework of internationa regulation and co-ordination to ensure FDI
promotes sustainable development by:

placing binding minimum environmental management standards on investors,

building detalled regulations for environmentadly sendgtive commodities ingde
internationa commodity agreements,

preventing destructive competition for FDI through either environmenta or socid
deregulation or financid incentives,

increasing economic benefits to host countries by protecting the rights of locd
communities and indudtries

Increasing the rights of civil society groups and local communities to monitor the
qudlity of FDI, and hold investors accountable for their actions.

None of these new regulatory systems requires the creation of supra-nationa authorities but
raher a drengthening of links between nationd systems, and stronger co-ordination
measures to ensure destructive competition for investment flows does not undermine nationd
environmentd priorities.

The regulation of markets and their impact on the environment will support, but not replace,
focused internationd environmenta agreements and nationa environmentd regulation. At the
moment the expanson of globa markets is rapidly outpacing accompanying regulatory
systems. The baance must be redressed or inefficient, irreversble environmental damage
will result undermining the economic basis of future development and efforts a poverty
reduction.

WWF believes greater internationa investment can bring substantial benefits, especidly to
developing countries, in terms of the trandfer of resources (financid, technica and human).
However, this pogtive outcome will only occur insgde a comprehensive regulatory
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framework that actively promotes sustainable development and ensures environmentd limits
are preserved.

The regulatory systems outlined in this paper could be implemented through many
different ingtitutions at the national, regional and international levels. However, it is
important that thereis a balanced evolution of instruments, and WWF does believe
that thiswill happen through any proposed investment agreement at the WTO.

Contact:
Richard McNadly (rmcndly@WWF.org.uk)
WWF-UK Weyside Park, Catteshall Lane, Godaming, Surrey GU7 1XR
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