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Investor roles and home and host gover nment responsibilities

Do companies have arole in helping to support reform of economic and political institutions in host
societies? Definitely!

1. If companies have such arole,
* Isthisroledifferent in weak governance zones than it would be elsewhere? Yesit would be.

 How are they to tell the difference between positive contributions to the reform process and
inappropriate involvement in loca politics (which Recommendation 11.11 of the Guidelines asks
them to avoid)? They need to work within the framework of the new institutional economics.
They need to reduce transaction costs, reduce asymmetries of information and cut out
chances of falling prey to opportunism. All of these issues have a big impact on the
investment climate and they must act to protect their immediate interests. Partially falling
into this scope would be the issue of protecting their property rights. Not acting alone but
joining in well established effortsfor change in a meaningful and consistent way, especially
efforts that de-personalise the issues, sends the message that their primary concern is their
businessinterest and not the palitics.

*  How are they to distinguish between their own roles and those of host governments, international
organisations and home governments (e.g. their diplomatic services, ODA programmes, etc.)?
They must take a cuefirst from the host gover nments. They must build up very strong and
cordial government relations. They need in the process to understand where the needs of
the country overlap with the internal capacities of the host government. This is the scope
which the host governments usually protect. Next they need to identify the broader
boundaries that the needs of the country seem to cry out for. That is the debatable area
where they and international organisations can play. Naturally, their interests will be
narrower than those of international organisations so they should be aligning themselves to
strengthen or otherwise contribute where possible, to the programmes already outlined by
international organisationsto bridge the gap. | am assuming here an apolitical environment
where there are no penalties for aligning too closely with a particular international
organisation. Of coursethereisno such thing! It will therefore be a delicate balancing act.



Investor rolesin weak governance host societies

2.

4.

5.

Investors in the DRC responded to threatened or actual abuse of political power by cultivating
political ties so as to establish a kind of “home made” investment protection. How do efforts of this
type affect the development of the rule of law in weak governance host societies? It does not affect
the development of the rule of law adversely but is an attempt by investors to reduce
uncertainties and thereby lower their risks. This is action borne out of an enlightened self-
interest. It cannot replacereforms needed in the administration of justice system. Its efficacy is
usually, relatively short-lived.

The DRC case study suggests that investors in weak governance host countries have to be well
informed about the local political situation and about each other’ s activities. Thisisquite correct.

What should a company do if obtains information about wrongdoing by private actors or public
officials? Should companies be encouraged to bear witness to wrongdoing? Unilateral action
under those conditions is usually suicidal. Under what circumstances should companies
consider that they have whistle-blowing responsibilities? That they do not have the courage to
do so, or are unable to face the consequences of doing so does not in anyway absolve them
of their whistle-blowing responsibilities in much the same way as a witness to a crime
cannot pick and choose what responsibilitiesthey have depending on their level of comfort!

Should their responses be different in weak governance zones than they would be in other
investment environments? If so, how? Certainly not!

If companies have a responsibility to make their knowledge about wrongdoing public, how can
they protect themselves againgt retaliation by host country actors? They cannot if they have left
it till there was actual wrong doing and they were forced to take unilateral action.
Protection comes with being proactive and ensuring a network of interests with shared
values and beliefs is behind them should they face the inevitable. This coalition should also
work out strategies to bring pressure to bear (through their numbers and financial clout)
when things are going wrong.

The DRC case study shows that oil and mining companies provided “monetisation” services that
converted the DRC's natural resource assets into (mainly) financia assets that accrued to state-
owned enterprises or to the Treasury at atime when few financial and fiscal controls were in place.

Does companies provision of these services influence the nature of their responsibilities in weak
governance host countries? If so, how? Not sure | understand this

How can these companies avoid giving the appearance that they are aiding and abetting people
who might be in a position to take advantage of the weak financial and fiscal controls in the host
country? They must have sound business principles which from the outset they cause all
their stakeholders to know and that they are seen to and do indeed do business by. When
their stanceis clear, they will have goodwill with the people and should they in avery rare
but specific circumstance, find it necessary to stray into the grey, so long as they do not
make a habit of it, observerswill tend to judgethem lightly.

Is there any specia role that financial companies can play (besides their important and often legally
required contribution to helping combat money laundering) in improving the institutional framework
in weak governance host countries? They can discriminate against bad practices through their



lending policies. This pre-supposes however that there is a forum for agreeing and
implementing collective appr oaches.

Cor por ate gover nance — creating shar eholder valuewith integrity

6.

The Disclosure Chapter of the Guidelines encourages companies to apply high standards of financia
and non-financial disclosure. Do companies have an extra duty of transparency when investing in
non-transparent host countries or are their responsibilities in this area the same in all host countries?
| am tempted to say it should be the same. However, in the light of the very positive potentials
of the EITI | am inclined to believe they have more of a duty to draw attention to their
transparency when operating in weak governance host countries.

OECD societies have valid reasons — grounded in the public interest -- for holding large, publicly-
listed companies to higher transparency standards than smaller and/or unlisted companies. The case
study of publicly-listed junior mining companies with DRC investments suggests that the juniors
have smaller, less open boards than large companies; are less likely to report on company policies,
management practices and performance in non-financial areas. The small unlisted mining
companies in the case study are found to be less transparent than both large and small publicly listed
companiesin the financial and non-financial areas.

Should junior and small unlisted companies be encouraged to use their boards to assign high
strategic priority to the ethical management of their investments in weak governance zones? If
so, how could this be done (e.g. add board members, create a special committee with access to
relevant expertise)? The reason for this phenomenon is usually capacity related. When the
stock markets compel listed companiesto live by certain standards, it is still a level playing
field for such organisations asthey all incur same types of coststrying to comply. Without a
degree of regulation, it will be hard to get many small, non-listed companies to comply to
higher standards. In the absence of regulation, onewould need to find very tangible benefits
that go with compliance that can serve as strong incentivesfor some level of change.

Recommendation 11.8 of the Guidelines asks companies “to develop and apply ... management
systems that foster a relationship of confidence...” with the societies in which they operate. The
Disclosure chapter encourages them to communicate information on “systems for managing risks
and complying with laws, an on statements or codes of business conduct’”. How do these
recommendations apply to small unlisted companies and to junior companies in weak governance
zones? Should they be encouraged to adopt internal compliance and externa non-financial
reporting practices that the case study shows to be common among larger extractive industry
companies? Please refer to comments madeimmediately above.

Chapter | of the Guidelines acknowledges that small- and medium-sized companies may not have
the same capacity to observe the Guidelines as larger enterprises. |s asking the juniors and the
small unlisted companies to open up their boards, adopt advanced compliance programmes and
engage in extensive non-financial reporting equivalent to asking these companies to act like large
publicly listed companies? If so, isthisreasonable? Yesit is. It may not be unreasonable but it
may be unwor kable without a system of sanctions and incentives.



Doing business with weak gover nance state-owned enter prises (SOES)

8.

The case study shows that many OECD-based companies had joint ventures and other business
relations with SOEs in the DRC and suggests that these SOES' governance rules were weak. OECD
and non-OECD experience shows that weak governance SOEs can be a mechanism for lowering
public wedth through waste or questionable business practices. Through their joint venture
arrangements, OECD based companies provide services and revenues to SOES.

Are companies responsbilities the same when they enter into joint ventures with weak
governance SOEs as their responsibilities with stronger governance SOES? Yes they are and
maybe even mor e so!

What SOE characteristics should an investor look at when considering whether or not to enter
into partnerships with weak governance SOEs and when deciding how such partnerships should
be managed? At least 3 things: Fitnessfor purpose or competence to hold up their side of the
bargain, their culture and value system and finally their demonstrated under standing of the
principles of transparency and accountability. This is the absolute minimum. To get more
confidence, check that the board of the SOE is able to monitor the organisations adherence
to its stated principles and that it can take remedial action if things are going off course.
This should demonstrate a “level of political will” to do the right thing. Finally, there is
nothing like a proven track record.

Guidelines Chapter X asks companies to conform “transfer pricing practices to the arm’s length
principle.” Should companies be encouraged to apply this principle when structuring transactions
with SOEs, even when it is not required by law or is not a common business practice in the host
country? Better arms length from the outset. Otherwise one should question the
commitment to sound principles on the part of the investor in question.

Does Annex Table 1 — drawn from the OECD Corporate Governance Principles and the
Guidelines for Managing Conflict of Interest in the Public Sector -- provide a useful list of
considerations for identifying weak governance SOES? Yesthelist is useful but has some gaps.

Many of the larger multinational enterprises in the DRC mining sector tend to be non-operating
shareholders in mixed public/private companies. In this respect their positions and interests are
similar to those of the DRC citizens. In addition, large publicly listed companies tend to have
significant expertise in corporate governance, involving elaborate and transparent governance
practices. The current DRC government hasidentified SOE reform as a policy priority.

Should such companies be encouraged to seek to protect the interests of host country citizens (as
shareholders in these partidly state-owned companies) or are their responsibilities limited to
protecting the interests of their own shareholders? A multi-stakeholder approach should be
taken. However not all stakeholders have equal rights. On financial matters the views of
shareholders should be paramount. On ecological or sustainability issues, the views of the
citizen should be paramount. Resolving the conflicts of interest would then be the
unenviabletask of the board and management of thejoint venture.

Recommendation 11.6 of the Guidelines asks companies to “uphold good corporate governance
principles’, while Recommendation 11.3 asks them to “encourage local capacity building through
close cooperation with the loca community, including business interests’. Should large
companies be encouraged to share their governance expertise with their SOE partners? Y es.



Corporate tax paymentsinto weak gover nance fiscal systems

10.

11.

12.

Do companies that make large tax and royalty payments to weak governance fiscal systems have a
role in supporting reform of these systems? Yes but the two must never be linked otherwise
sovereignty issues come up and mistrust rearsits head.

If it is agreed that companies have such roles, then:

how do these relate to those of other actors, notably host governments and international financial
ingtitutions (whose mission is inter alia to promote public sector reform)? Such companies must
work within the framework of already established reform efforts. They should not be
unilateral proponents of reform but must be willing to get involved in a coalition of
interests seeking such reforms.

how can companies most effectively go about supporting reform? Should companies refrain
from signing contracts with governments that prohibit them from publishing their payments to
host country treasuries? Are there countervailing concerns about business confidentiality that
cannot be met through appropriate contracting? It is the sovereign decision of the country in
guestion and that must be respected. However, if the company truly believesit to bein the
best interest of the country they operate in, then it is their civic duty as good corporate
citizens to find sufficient leverage with which to persuade their government to think about
their decision once again.

Do the questions set forth in Annex Table 2 — which are based on the OECD Best Practices for
Budget Transparency -- provide a good basis for identifying weak fiscal systems and areas where
reform is needed? The questions posed are necessary but insufficient

Eradicating bribery of public officials

13.

14.

Chapter V1 of the Guidelines asks companies to promote employee awareness of and compliance
with company policies againgt bribery and extortion and to adopt management control systems that
discourage bribery and corrupt practices. Do participants agree that these recommendations are
particularly relevant for investors in weak governance zones, where bribery and corruption is
common? Yes.

Recommendation V1.2 of the Guidelines asks companies to “ensure that remuneration of agents is
appropriate and for legitimate services only”. When a company’s agent or other business partner is
found to have bribed public officials, is it sufficient for the company to severe its relationship with
the agent or should it be encouraged to take additional remedial actions? If so, what kinds of actions
would be appropriate? Changes in its policy regarding selection of such agents to identify
weaknesses and how the system can be strengthened to reduce future exposure. It may also
release a press statement explaining its decision to sever theties. Thisisvery controversial and
should be done by those companies who have demonstrated a track record for standing for the
right principleswho can also muster collective action against a potential backlash.



Annex

Table 1. Doing business with state-owned enterprises: Considerations for evaluating integrity risks

Transparency

. Does the SOE disclose financial and non financial information according to international best practices? (CGP)

° Does the SOE provide information on all material matters of significant concern for the State as an owner and the
general public? (CGP) In the case of extractive industry SOEs — material financial matters would include how
successful the company is safeguarding the country’s financial interests in its extractive industry wealth.
Protection of the interests of people in the vicinity of the extractive industry operations is also of major concern for
extractive industries and the SOE might be expected to report on these matters as well.

. Does the SOE have efficient internal audit procedures, under the control of and reporting to the audit committee,
if this exists, or to the Board itself? (CGP)

. Is the SOE subject to an annual independent external audit under the conditions prescribed by the IOSCO
Principles for Auditing? (CGP)

Nomination and role of the board of directors

o Has the government established a structured and transparent nomination process for SOE boards? (CGP)
o Do SOE board members act in the best interests of the company and treat all shareholders equally? (CGP)

o Are SOE boards independent from management and any direct political interference? (CGP)

Conflict of interest:

o Do members of the SOE board and key executives make decisions and provide advice on the basis of the
relevant law and policy and the merits of each case, without regard for personal gain? Are they “disinterested”?
(corn

. Have members of the SOE board and key executives disposed of, or restrict the operation of, private interests
that could compromise official decisions in which they participate? (COI)

L Are members of the board and key executives required to disclose to the board whether they, directly or indirectly
or on behalf of third parties, have a material interest in any transaction or matter directly affecting the
corporation? (CGP)

o Is abusive self dealing by the officers of the SOE prohibited? (CGP)

. Have non-executive members been named to the Board who are capable of exercising independent judgement
to tasks where there is a potential for conflict of interest? (CGP)




Table 2. Evaluating host country budget systems

* Are the accounting policies that underpin the budget (including any deviations from these policies) publicly
available?

* Has the government put in place a system of internal financial controls, including internal audit, in order to assure
the integrity of information provided in the reports?

* Do the finance minister and senior officials responsible for producing budget reports effectively assume their
responsibilities?

* Is the budget report audited by a “Supreme Audit Institution” in accordance with generally accepted auditing
practices?

* Are the audit reports scrutinised by Parliament?

¢ Does Parliament have the opportunity and the resources to effectively examine any fiscal report that it deems
necessary?

* Are all fiscal reports made publicly available (including the availability of all reports, free of charge, on the
Internet)?

* Does the finance ministry actively promote understanding of the budget process by individual citizens and non-
governmental organisations?

Source: Questions derived from the OECD Best Practices for Budget Transparency.




