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Chapter One 

Changing Relationships in the 
Concessions Process 

Improving the bargaining position of developing countries in their negotiations 
With foreign investors interested in access to natural resources was Ule original 
intent of this book. In many developing countries, concession agreements 
with foreign firms- for mining, petroleum, plantation, or timbering operations­
account for as much as a third of govemment revenue. In a number of countries 
the percentage is considerably higher. Concessions provide, for many countries, 
a major ource of foreign exchange and employmen t, as well a stimuli for 
economic growth. They are frequently major points of internal and international 
political conflict. It was our original assumption that mo t developing countries, 
no maller how long they have been in the natural resources business, need some 
help in dealing with the foreign firm interested in the extractive industry. 

Our initial goal of aiding the developing countries stemmed partly from the 
fact that most of our field experience had come from work for governments of 
these coun tries. TIlis experience led us to believe that many host countries 
were at a disadvantage in dealing WiUl foreign Gnns. The lack of bargaining skills 
and technical know-how on Ute govern men t side, and the control over tech­
nOlogy, capital, and market on the company side, made the going rough for 
many government officials. Although the benefits that ho t countrie have 
received have probably outweighed the costs in most cases, many agreements 
appear to have been skewed in favor of the foreign firm. 

In recent years the situation has changed somewhat. In some countries and 
in Some industrie , bargaining powers have shifted in favor of the host coun try. 
Changes in industry structures and improvements in skills in the developing 
COUntries have done much for the host country cause. In fact, in some cases 
Ulere is a new peril: that the host country, flushed with its new-found power, 
will force its advantage to lite point Ulat it will suffer in the long run. Thi is, 
of course, a striking reversal of Ule hazards of a few decades ago, when similar 
warnings to the ex tracting companies would have been appropriate. 
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Yet one must be cautious in generalizing from the well-publicized examples. 
Although, in the wake of the notorious OPEC successes in the early 1970s, 
a number of observers proclaimed a major shift in bargaining power from tile 
companies to the developing countries, the change has, in fact, been uneven. 
There are still many industries where the balance of power has not shifted in 
favor of the host country. And in cases where tile balance of power has shifted, 
this shift may not be recognized by the potential beneficiaries. There are still 
a signficant number of countries that do not have the kn owledge and skills to 
perceive changes and to negotiate effectively with foreign investors in light of 
these changes. While the oil wolf may be at the door of the consuming countries, 
many developing coun tries of much gentier characterization have not yet started 
up the path. The need for help has not disappeared. 

Despite our concern for the developing countries, our book is not directed 
solely to them. As our consulting and writing have progressed, and as we have 
continued a dialogue with representatives of private industry, we have become 
increasingly convinced ti1at much of what we say here will be of interest and 
importance to the investor. Mirabile dictu, there are still some private firms 
that lack the skills necessary to negotiate effectively with the developing COUll­
tries. And there is a much larger group of firms tha t remains remarkably ignorant 
of the forces affecting their bargaining positions in the developing world, as well 
as regrettably unaware of the concerns and motivations of host governments. 

Our intention is to bring an element of realism to a subject that has long been 
clouded by mythology and misunderstanding. The common illusions are myriad: 
host country belief ti1at maximum concession income will materialize without 
maximum concession supervision; investing company belief that it can carry on 
business-as-usual in the face of changes in 111e host country and in the inter­
national forum; host country faith in the panacea of nationalization; investing 
company fear of concession arrangements that provide for equity or other 
participation by tile host country; lawyers' jousting with pacta sunt servanda 
vs. rebus sic stantibus, and lawyers' discussions of "economic development agree­
ments" that may have little to do with economic development. Many of tlle 
issues we discuss are at the heart of the question ofwhetl1er agreements for the 
development of mineral resources will play an important role in what became, 
in the mid-1970s, tlle developing countries' quest for a "new economic order."l 

In an environment as complex and as changing as that in which minerals 
agreements are negotiated, simple rules are oflittle value. The underlying forces 
must be understood. And that understanding must be applied to the case at 
hand to arrive at an appropriate decision. Thus we have abandoned our initial 
attempt at creating a handbook on concessions. At the same time, however, 
we have tried to remain practical and to confront in some detail those issues 
that seem to cause the most problems in negotiations. 

Although we intended at the outset to deal only with the "hard minerals," 
we came gradually to realize that what we had to say applied, in many cases, 
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to other natural resources. So we have retained a focu on the hard mineral 
but have not hesitated to draw liberally from experience with timber and planta­
tion concessions, and from the well-documented petroleum industry. 

We hope then tha t this book will be useful to both side in a range of natural 
resource industrie : to developing countries by providing them with new percep­
tions, perspectives, and skills; and to managers of the firms by giving them a 
clearer view of where they are and where they are going in their relations with 
host governments. We hope that by explruning what we have seen of the total 
conce sion process, we can help both partie end up with better agreement 
and more congenial relations. 

STATIC AND DYNAMIC BARGAINING MODELS 

Many practitioners of the concessions art, b th investors and ho t government , 
are operating with outdated and misleading notions about the nature of the 
Conce sion arrangements into which they have entered or are about to enter. 
Anyone analyzing these arrangements must start with a central concept that 
the concession contract cannot be under tood in i olation from the economic, 
social, political, and bureaucratic force at work in the ho t country and in 
tile particular industry. The initial negotiation of the con tract i merely one step 
in a proces of unfolding relationships. The contract itself may set off a chrun 
of events that will alter the ultimate shape of the relationship. The "concession 
contract" hould be viewed as a part ofa "concessions process." 

Traditional noti n about concessi n arrangements have tended to reflect a 
static bargaining model in which a fixed set of reward is divided in a single 
set of negotiations between two parties. On specific issues one party "wins" 
and the otiler party "loses" for tile life of the con tract. Thi traditional view 
may grow out of Western concepts of the adversary pr ces and out of tenden­
cies to view agreemen t as legal documen t divorced from economic, social 
and p Utical influences. 

The static bargaining model has some utility. For purpo es of c mparing 
Concession arrangement at a particular moment, the model offers certain 
inSights. A compari on of Indone ian oil and copper concession contracts nego­
tiated in tile late 1960 tells one a great deal about tile relative bargruning 
powers of the government vis a vis oil and copper inve tors in that period. In 
oil arrangements tile effective tax rate was around 65 percent; title to equipment 
imported by the company vested in tlle government; and inve tors were re­
stricted to production-sharing agreements. In contrast, tile tax rate for copper 
agreement began at 35 percent; the foreign firm held title to all equipment; 
and agreement had mo t of tile chara teri tics of very traditional conces ion 
agreements. The difference in Indonesia's bargaining power in tile two mdus­
tries was dramatic, and the contracts revealed the difference. The underlying 
factors influenCing the e differences were clear. In the late J 960 Indone ia 
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was a proven source of low-sulphur oil. It was clo e to a major market, Japan. 
On the other hand, Indonesia was an unproven source for copper in a region 
with a number of other supplying countries. 

What the static bargaining model does not reveal, however, are the changes 
that occur both within the industry and within the host country, which ul­
timately alter the shape of the agreement. Nor does it reveal the presence of 
other potential actors in the concessions process consuming countries, other 
firms, other countries whose actions may lead to a reshaping of the particular 
concession. As a planning model for investors and governments the static model 
is deceptive. It is a rare agreement of the post-1950 period that has not been 
altered at least once, or even several times, since. 

Not only do individual agreements change over time, but new concessions 
may also differ dramatically from those negotiated for the same industry and 
in the same country in an earlier period. The forms and substance of oil contracts 
negotiated in the 1970s are, almost without exception, dramatically different 
from those negotiated in the 1950s. Differences are apparent for other mineral 
industries as well. 

While we do not wish to exaggerate the need for a bargaining model to under­
stand the concessions process, any analytical construct must incorporate three 
basic concepts: (1) the process of on-going negotiations over the life of the 
contract; (2) changing sets of rewards for each party; and (3) the interests and 
influence of parties other than the host coun try and the investing firm, whose 
influence is often felt only after the concession agreement has been negotiated. 
The essence of this model is change. 

Some observers have characterized the changes that occur in the life of 
individual contracts and the changes within an industry from one contract 
negotiation to the next as "evolutionary" or "generational." In this view, oil 
contracts have usually been described as being a "generation ahead" of hard 
mineral and timber contracts. Frequently, the evolution has been characterized 
in terms of a movement from "concession to contract" (implying the develop­
ment of more equitable contracts) and, for oil agreements, from "concession 
to service contracts." These characterizations do capture some sense of the 
nature of the changes that have typically occurred. Yet, for some industries, 
such a description overstates the changes that have occurred or that may take 
place. The economic and industry forces that affect concession arrangements 
vary considerably from industry to industry and from region to region. That 
agreements in a particular industry will move inexorably into another genera­
tional form is not necessarily the case. And, even where the change in contract 
form is real, the benefi ts accruing to one party or the other may not move in 
step with the changes in contract structure. A movement from a traditional 
concession arrangement to a service contract may not, in substantive terms, 
mean a significant shift in the allocative benefits. In terms of fInancial benefits 
or control, the host country can end up in a worse position under an equity-
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sharing or service contract arrangement than under the traditional form of 
agreement. An exploration of the relationship between form and benefits is the 
subject of the second chapter. 

We prefer to limit the use of generational terminology to specific situations 
in specific countries. The Indonesian hard mineral agreements, for example, 
have generally been regarded as having moved tiuough th ree "generations" 
since 1966.2 The second generation of agreements has incorporated provisions 
regarded as more restrictive in terms of benefits for the investors than the first­
generation con tracts. The third-generation c ntracts are said to bear a similar 
relation to the second-generation con tracts. 

MUTUALITY OF INTERESTS: WINNING 
AND LOSING 

In addi tion to adopting a dynamic bargaining model for concession analysis, 
we iliscard Ule view that, on specific issues, one party necessarily "wins" or 
"loses" particularly over the life of the contract. On specific issues today's 
loser may be tomorrow's winner. Or, Ulere may be no winner or loser on pecific 
issues; wins and losses may be shared. 

The traditional conception of the concessions process i that of a zero-sum 
game in which two parties negotiate abol! t the division of a fixed se t of rewards. 
This view is one frequentiy adopted by company and host country negotiators 
and one tiut may lead to terms les beneficial to both parties than some alter­
native set of terms. RaUler than seeing tile concessions package as one in which 
the parties have certain mutual interests, a negotiator frequently sees each move 
by oPPosing negotiators as an attempt to undermine his reward. In orne ca es 
tile result is a breakdown in negotiations. In others, the finn may lose potential 
profits while the host country obtains less revenue than it could have gained. 
A company's position favoring an income tax to a royalty arrangement may, 
for example, have a sound and reasonable basis in light of tile tax provisions 
operative in the company's home co un try. An appropria te tax arrangement 
that enables tile company to receive tax credits at home may enable Ule com­
pany to have higher after-tax profits, even after an increased payment to the 
host government, than would some alternative arrangement. In such a case, 
both parties may benefit from a tax structure other Ulan the one originally 
proposed. 

Such problems are not easily olved un til each side has a 1Jl0rough under­
standing of tile bargaining in terests and po ilion of tile other party. In many 
instances an analysis of the economic intere 1s and strengtils must be reinforced 
With an understanding of the political and organizational force at work in the 
private company or in the host country. Many negotiations have broken down 
not because the investor and host country no longer had a common interest 
in the agreement, but because one party was unable to adjust tile politics or 
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organization of his side to respond to the political or organizational drives of 
the other. 

On the company side, negotiators have sometimes been unable to accept 
terms less favorable than previous investors received, not because the investment 
would no longer be attractive, but because the negotiator feared that he might 
lose his reputation within the company as a good bargainer. Similarly, depar­
tures from conventional concession arrangemen ts, which would satisfy political 
needs in the host coun tries, have been rejec ted ou l-of-h and by companies, even 
though the economic effects of the novel provisions might be minimal. 

Governments have not acted very differen tly. Host countries have on oc­
casion been unwilling to make essential trade-offs. In one case we observed, the 
government was unwilling to relax its insistence on a joint venture relationship 
for a particular potential investor. Yet this form of doing business was incon­
sistent with the strategic needs of the finn. The firm was willing to give up its 
claim on tax holidays in exchange for the right to a wholly-owned subsidiary. 
The government refused to yield. After the breakdown of the negotiations, the 
government officials realized that they would have preferred the exchange to the 
loss of the investor, but had been unable to agree among themselves during 
the negotiations. 

Often the inability to put together a satisfactory package on the government 
side is, as in the case just cited, the result of the conflicting interests and juris­
dictions of various ministries concerned with the negotiations and a failure to 
perceive the parties' mutual interests. 

Multimillion-dollar bargaining can be a heady business. Too often those 
involved in concession negotiations have become so fa cinated wi th the process 
of international negotiation that they have failed to perceive or take into ac­
count economic and political realities. Bargaining becomes an end in itself. Yet 
economic and political factors act inexorably on tile bargaining process. The 
negotiator who understands them well can often improve the outcome for his 
side. And the government or company that understands that economic, political, 
and other factors do not retain constant values, but change over the life of a 
mining agreement, can bettcr defend its interests in the concessions process. 

FACTORS INFLUENCING CHANGE 

While we avoid labels such as "generational" and "evolutionary" in describing 
the changes tbat occur in concessions generally and within particular industries, 
some elements of change in concession arrangemen ts are to an ex ten t predict­
able. The bargaining powers that influence the concessions process appear to 
be influenced by tJuee major factors, all influenced by a fourth: (l) the struc­
ture and evolution of the particular induslry concerned; (2) the pOSition and 
interests of a particular firm within the industry; and (3) the economic, political, 
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bureaucratic, and social forces at work in the host country. Cutting acros each 
of these factors is: (4) the relative negotiating and administrative skills of each 
party. If, for example, changes in one of the three major factors improves the 
bargaining power of the host governmen t, these changes will be translated into 
revision of tile concession arrangement only if the host government has suf­
ficient technical competence to recognize that a critical change has taken place. 
It appears that Liberia's bargaining strength vis a vis a number of its concession­
aires was ubstan tial in the early 1960s, but tlus strength was not reflected in 
tile agreements. Lacking a concessions unit to supervise and review concessions 
arrangements, Liberia did n t undertake major revisions until the early 1970s. 
Negotiating skills took ten years to catch up Witil bargaining powers. 

In most cases none of tile four factor listed above remains constant over the 
life of a concession arrangemen t. The structure of the industlY, or tile firm's 
position in that industry, may ch ange dramatically in the years following the 
Signing of the original contract. In the host country tile goals and kills of 
government policymakers and negotiators may change, often as a direct or 
indirect result of the increased income generated by the concession activities. 

Revisions of contracts to reflect new bargaining powers and perceived in­
terests have come, in some ca es, with little rancor and fanfare; in other cases 
change has been accompanied by considerable acrimony and publicity. Much 
seems to depend on the extent to which both tlle investors and ho t countries 
have recognized the forces leading to change. 

In many cases, once changes in any of the four basic factors are perceived, 
changes ill bargaining powers and interests will be more clearly comprehended. 
For example, tile demands for and eventual success of the oil-producing coun­
tries in obtaining equity participation in petroleum operations in the early 
1970s should not have been surprising, given tile changes that occurred in the 
oil industry in the 1960s. An analysis of the markets for metal·grade and calcine­
grade bauxite can help to explain how Guyana was able to move from a rather 
traditional concession arrangement to a takeover of a major bauxite fiml, willie 
Jamaica was not able to accompli h the move in tile sanle period. An under­
standing of the 1973-74 conflict over terms in the BougainviUe copper arrange­
ments, and a prediction of the likely results, could be achieved only through an 
understanding of the changes that have occurred in the copper industry and of the 
evolving political aspirations or the nation tilat was to emerge from the Terri­
tory of Papua and New Guinea. 

A suggested above, cll anges in Liberian iron ore agreemen ts have resulted 
from changes in industry factors, but onJy after there was an increased aware­
ness on the government's part of its baJgaining strengtil and an increase in 
negotiating skills. The first iron ore conces iorl was granted in 1945 to the 
Liberian Mining Company. The principal financial arrangemen t in tilat contract 
was a straight royalty based on a ton of ore. That agreement eventually evolved 
into an arrangement based primarily on an income tax. The 1960 Liberian Ameri-
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can Company (LAMCO) agreement and the later (1967) agreement with Liberian 
Iron and Steel Corporation in the same country incorporated profi t-sharing prin­
ciples, but the government's take remained small. In the late 1960s steps were tak­
en to reform existing contracts to establish a clearer delinea tion of the rights of the 
Liberian government and the obligations of the various companies. By 1973 
a general review of iron ore concession arrangements was under way in Liberia 
with a view to increasing the benefits accruing to the government. The result 
was to be a further revision in the terms under which iron ore mining was to be 
undertaken in that country. 

Although the direction of change within particular industries and within 
particular countries has generally favored the host government, there have been 
exceptions. Indonesia in 1966, after a decade or more of nationalization and 
rejection of foreign investment, reversed its policies and once again opened its 
doors to foreign companies interested in investing in oil hard minerals, and 
timber. The early post-1966 agreements for mining may be regarded, on any 
impartial basis, as highly favorable to private investors, with provisions for 
extended tax holidays, low tax rates, and other investment incentives. Six 
years later, after the reestablishment of the country's favorable in.vestment 
environment, concession terms were becoming slightly less liberal, again illu trat­
ing the more common movemen 1 toward terms that reflect the enhanced bargain­
ing power of the host coun try as the strength of the private firms is gradually 
eroded. There have been cases of renegotiations that favored the company. Years 
ago in Malaya there were shifts in royal ties to favor the private tin firms. Averell 
Harriman's manganese concession in the Soviet Union was renegotiated in his 
favor in 1927.3 And in 1974 the Colombian government was c nsidering a 
foreign mining firm's request to revise its contract to increase the firm's profit­
ability. 

Although the factors underlying the concessions process are not difficult to 
understand, they are frequently ignored. Many companies within various mineral 
resource industries have failed to monitor changes and take precautionary mea­
sures. Many have clung to the concept of "sanctity of contract" like ships' 
captains clinging to the helms of sinking vessels. Indeed, some companies fail 
to learn from their own experience. We have observed petroleum companies 
that have attempted to diversify into other industries as their bargaining power 
in oil declined. An intuitive understanding of what was happening to their 
pOSition in the oil industry appeared to be insufficient to cause them to under­
take a thorough analysis of developments in other industries. In a number of 
cases they have attempted to diversify into other mineral industries in which 
the position of foreign firms was being eroded equally rapidly, rather than 
selecting industries that promised some hope of counterbalancing their lost 
powers in oil. 

A comparable disregard for the basic factors underlying the concessi ns 
process has led some coun tries to counterproductive policies. Eager to emulate 
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Zambia, Peru, and hile, ome copper-producing countries in weaker bargainmg 
po ilions initiated teps that could prove very costly in terms of needed tech­
nology and capital in the future. ome parties in the Papua New Guinea (P G) 
government, for example, urged a takeover of a significant portion of a major 
Copper mine in early 1974.4 A thorough ;lJ1a1y is of industry tructure and 
PNG's role in the industry uggested the need for Ie d lama tic and less costly 
aclion un til the coun try's bargaining posi tion was stronger. 

In the following pages we deal with the tll ree factors that appear to be cri tical 
in the conce sions process: indu try structure; the intere t of the company 
and its positi n within tile industry; and tile interests, trengtil, and weakne es 
of the host government. We deal briefly with the role of negotiating and admini -
tralive kills in the context of the h st government's position, but we re erve 
a detailed discussion of tilis subject to hapter 6. 

The I ndustry Structure 
One of tile most important determinants of the outcome of tile bargain that 

Can be struck between tile host govemment and the foreign fiml is the 'tructure 
of tile particular industry that is involved. Where the organization of tile in­
dustry is such tilat the country I dependent on a small number of firms that do 
not bid against each other for the development of its re urce, the bargain is 
likely to be relatively favorable to the foreign enterpri e . On the otiler hand, 
if the country can develop its re ource it elf or can turn to any of a large 
number of foreign finns for this task, tile ho t govemment i likely to be III a 
better bargaining po ilion than it is when tile option are more limited, 

The simple fact that tile option available to a country vary considerably 
from industry to industry has often been overlooked . In ome indu tnes tile 
barriers to tile succe sful entry of new fimls are sub tantial. In others it is 
relatively easy for the number r flnns to swell, or for producing countrie 
to enter the market even witilOUt the participatJon of foreign enterprises. 

The number of options is usually limited where competing firm are kept 
out of the business becau e of the capital need, the managerial and technologi­
cal know-how, or tile acces to markets for tile product til at are controlled by 
firms already in the industry. These same factors can keep government from 
developing profitably their own resource without foreign investor. And they 
limit the number of bidder for a particular project. 

The capital needs are large for many mining operation. In m st mineral 
pr ~eets, investment far exceeds $100 million. In orne inuustrics tilC um 
reqUired in the past have presen ted formidable barriers to a new firm or a 
government. However, by the 1960s, where the other re ource were available, 
a potential new entrant, whether a private firm or a state developm nt enterpri e, 
could usually borrow the required capital. In ternational in titutions would ome­
times lend for such development. And an mcrea ing amount f mining inve t­
ment was being financed on a project ba i , without the guarantee of a private 
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company from a developed country. Of course, a government might prefer to 
use its capital or credit for other pu rposes, especially since mos t mineral ven tures 
are seen, at the outse t, as being risky undertakings.5 But the ultima te barrier 
to the local development of raw materials was proving only rarely to be capital 
by the late 1960s. 

The requirements of managerial and technological know-how vary greatly 
by industry. For some mining operations the technology is simple. LitUe more 
is required than the ability to operate large shovels and to run a transportation 
system. Foreign managers and engineers can be hired for such operations jf 
domes tic resou rces are not avail able. Direct foreign inves tmen t is not necessalY. 
But for oilier industries the managerial and technological skills are complicated 
and closely held by a few foreign enterprises. To acquire the skills the host 
coun try may have to accept direct investmen t, if that is the price the existing 
firms insist on imposing in exchange for their technology. 

In the 1960s and 1970s the greatest barrier to domestic development of 
natural resources without foreign direct investment has probably been access 
to markets. Where sales of raw material must be made to a small number of 
foreign firms that have generated a vertically integrated structure and prefer 
to buy from their own captive sources, the host country is dependent on ties 
to foreign investors. Even where an independen t marke t does exist in an industry 
characterized by vertical integration, it may be thin and subject to widely Iluc­
tuating prices that reflect only marginal supply and demand. In such a case the 
host country may see the market ties brought by the foreign company as a very 
valuable asset. 

Certain condi tions influence the importance of vertical in tegration in an 
industry. One stage in the processing of a particular product may be under the 
control of a small number of fIrms because of the large scale required for effi­
cient operation or because of the technical skills required for that stage. In tlus 
case the firms that control th.e processing may be concerned about maintaining 
regular flows of quality supply into the processing facility. Concern is likely to 
be especially significant if the operation has high fixed costs and if the quality 
of the input is particularly importan t to the efficien t running of the facili ties. 
If there are many potential sources of supply, the firms that control the process­
ing stage are not likely to try to control sources. But if there are few indepen­
dent sources of satisfactory inputs, an individual firm will worry that its sources 
migh 1 be curtailed. The threat of a shortage is especially worrisome if a com­
petitor begins to control sources of supply. In an industry where such fears 
are real, vertical integration with attempts at "balancing" supplies and process­
ing facilities - is likely to be the result. 

The cases of coffee and aluminum provide illustra lions of two resource-based 
industries in which the degree of vertical in tegration has been very different. 
In both instances, the processing stage (roasting for coffee, smelting for alumi­
num) has been relatively concentrated. This concentration has been perhaps 
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somewhat more in aluminum, but even in coffee four companie have sup­
posedly accounted for 80 percen t of U.S. imports and sales. The strength 
of the major coffee firms ha been based on access to final markets. Market­
ing operations require a large initial investment and a package of skills that 
is not easily put together. The strength of the major aluminum firm has 
been based both on the huge capital requirements needed to build a smelter 
and perhaps also on the availability of the technical know-how to a relatively 
few firms. But although both industries have been concentrated at the processing 
stage, they have differed dramatically in the degree of integration into the 
"extractive stage" the growing of coffee or the mining of bauxite. 

There are many independent source of coffee beans in the world. Entry 
into coffee growing is easy; it can be done by fanners on a small scale. Many 
countries have Ule weather and oil needed to grow coffee. Moreover, an indi­
vidual roaster needs coffee from several areas to obtain a properly blended mix­
tUre. In such a fractionated market there is little danger Ulat an individual 
Company in the processing business would be unable to buy coffee beans at 
a ptice imilar to those lhat his competitors must pay. And should the roa ler 
decide on vertical in tegration anyway, he would have to have several sources 
to obtain all the coffee types that he would want. There is little reason for 
him to proceed witll such a complex strategy, since there i lIttle tllreat of a 
shortage of beans that would put him at a disadvantage compared to his com­
petitors. 

AJuminum has provided a very different story. Bauxite, like coffee, has not 
been a significantly scarce commodity. But tlle development of a bauxite mine 
u ually requires a substantial amount of capital both to remove ovcrburden and 
to provide access roads and ports. TI1C output fr m such an operation, if Ule 
mine is to be efficient, comes in large quantities, in contrast to tlle mall scale 
on which coffee can be grown. 0, relatively few sources of bauxite are likely 
to be developed at one time. To assure a steady supply of bauxite, aluminum 
Companies have sough t to con tral ources of mineral supply. An individual 
aluminum company witll a smelter has been unwilling to depend on a small 
number of independent sources when most competi tors have Uleir own sources. 
The goal of the finn in such a case has generally been to reach something of a 
balance between sources and processing capacity. In such a market a country 
iliat choo es to develop its own depo its may find it difficull to sell its output 
to aluminum firms that have tlleir own captive sources ofbauxite.6 

Such an analysis of indu try structure is relatively simple and straigh tforward, 
although it has been done too infrequently by negotiators. TIle analysis is 
complicated, however, by tlle fact that most industry structure change. The 
trend in most instances is toward a weakening of tlle po ition of Ule foreign 
firms. 10 ely controlled oJigopo!Je tend to break up as new finns gain tlle 
technology or access to markets. 

As raw material industries mature, tlle Illost common pattern is a decline 
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in the control that a particular foreign firm exercises. As the technology spreads , 
new finns enter the industry. As new entrants appear, the bargaining power of 
the host country usually increases. Unconstrained by commitments elsewhere, 
the new en tran ts may be willing to bid more than the established finns to gain 
access to raw materials, or they may be willing to buy from sources of materials 
that they do not con tcol. Both possibilities open up new options for the develop­
ing coun tries wi th minerals to exploi t. 

Still other develop men ts in particular industries have tended to strengthen 
the position of the host country in the bargaining process. The development 
may be a purely local one . Sometimes the need for the access to markets pro­
vided by the foreign finns has been lessened because of the growth of the local 
market. If the lack of access to foreign markets was the critical barrier before , 
the h st country can now undertake the project alone . The growth of a local 
market in the 1960s seems, for example, to have in (1uenced Peru in its decision 
to nationalize the International Petroleum Company. As Peruvian consumers 
began to absorb most of the petroleum output, the foreign finn was no longer 
essential. Discoveries of addi ti on al oil in the J 970s, however, changed the 
situation. This oil had to be exported from Peru. As a result, new invitations 
were extended to foreign investors. The strength of foreign finns was restored 
as their marketing inputs were again needed. With some a surance that their mar­
keting contribution would leave them a number of years of profitable operations, 
foreign firms were again willing to enter Peru. This was true in spite of the 
unsettled International Petroleum Company case. 

The change in relationships is not always simply a function of autonomous 
economic factors. Governmen t policy can playa role in reducing the depen­
dency of producing countries on foreign finns by weakening the hold of the 
traditional companies on the market. A few countries have attempted to short­
circuit the foreign finn in the export marketing process by integrating forward 
into foreign markets themselves. An example is Iran, which in the 1960s con­
cluded an agreement with India to construct an oil refinery there. With its own 
refinery in the final market, a producing country draws one more bargaining 
card from the hand of the foreign finn. No longer is the presence of the for­
eigner essential for access to the particular overseas market. 

More complex was the proposal of Saudi Arabia to invest in oil facilities in 
the United States.7 Such investment would guarantee an outlet for Saudi il. 
But it would also provide the United States witll a bargaining hostage if Saudi 
Arabia were to cut off oil to the United States or if Saudi Arabia were to nation­
alize American enterprises. 

Even when the country is dependent on foreign investors and carmot develop 
its own resources, it has the option of delaying development of its resources 
until its own bargaining position has improved. The fact is, however, that greater 
benefits which might be available at a later time have rarely appeared attrac­
tive to a country with known mineral deposits. The analytical problem is not 
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complex. It is to discoun t, at an appropriate rate, one stream of benefits that 
begin at a futUre date and another stream of benefits that begin now. TIle 
calculation (often not explicit) of most developing countries seems to result in 
favor of the earlier rewards. 

The decision to develop now has also been based on the uncertainty of a 
future market for its resource in an age of rapidly developing product and 
resource substitution. The marketability of copper or Oil from a particular 
SOurce at one time may be far greater than the marketability of the e resources 
twen ty years hence. By the time ierra Leone, for example, finally decided to 
exploit its Tonkolili iron-ore depo It , the project was no longer feasible because 
economically superior deposits in Africa and Australia had been discovered in 
the meantime.s While a resource that is already in the process of development 
may be able to compete with new technology or new finds elsewhere, an unde­
veloped resource may be unable to do so. Analysis in this context ha often 
been infiuenced by simplistic catch-phrases. Raw materials are alternately 
"abundant," with declining terlllS of trade, or "scarce," with ever-increa ing 
prices projected into the future. The hort-term characterization have usually 
turned out to be wrong for the medium term. Decision to delay ba ed on 
ever-rising price often result in mine that begin to produce Just about the 
time prices are depressed. 

Uncertainty about markets lllay also take the form of uncertainty about 
the continuation of the current industry structure. Although the oligopoli tic 
position of the finllS generates m re bargaining power for them in relation to 
the host coun try, the oligopoly may also serve as tile basic sllpport for high 
prices for the mineral products. It i possible, for example, that oil price in 
the 1960' and 1970s would have been lower if the oil oligopoly, with its interest 
in stability and high price, had broken down. The decline of the oligopoly in 
some mineral industrie may mean that the country that wait to develop it 
resources will obtaIn a larger hare in a financially mailer package III the future. 

Given tile uncertain tie , it is not urpri ing tilat most countries have opted 
for the earher returns in tead of tile po sibly larger but uncertain return 
at a later date. 

Interests of the Company and its Position 
within the Industry 

TIle intere ts of a particular firm are not necessarily identical to tilOse of 
OUlers In the industry. 1I0st countties can profit from a careful analysi of the 
companies most likely to agree to favorable terms. ome finns have been more 
eager to gain access to additional resources than have other, aIld have con e­
quently been willing to bid more. In indu trie in which control over source 
of supply has been clitical, maIlagers have generally sought a balance between 
processing capacity and resource reserves. Firms that have a disproportionately 
large capacity for proce sing have generally been eager to expand their reserves 
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of raw materials. To obtain reselVes they have sometimes been willing to offer 
more to the host country than the firm with a greater degree of "vertical bal­
ance." 

More important, generally, have been the fIrms that are just beginning to 
enter a particular industry. As an industry matures, firms outside tile traditional 
oligopoly obtain the technology and know-h ow. Eager to ob tain resources, 
they have sometimes been willing to offer more to the hos t coun try than the 
tradi tional en terprises. In fact, the terms accepted by new en trants have some­
times led to renegotiations of the con tracts wi th the tradi tional en terprises. 

In most cases the new entrant is not really a new firm. Generally it is an old 
firm from another industry tilat is diversifying into a new line. Relatively secure 
because of its other lines, such a firm is in a particularly good position to breach 
the norms that govem the behavior of the members of tile oligopoly. Not 
dependent on Ule new raw material, it can undercut the traditional firms. The 
strategy of such a firm is different, for example, [rom that of Aluminium, Ltd. 
(ALCAN) in its negotiations with Guyana in the early 1970s. In that case, tile 
firm appeared to fear that any yielding from tradi tional concession terms in 
Guyana would result in a domino effect in other countries in which ALCAN had 
bauxite activities. For the established firms, such fears have usually been over­
whelming. The new en tran t has no such fears. 

TIlere are numerous examples of the change of terms tilat may result from 
new entrants. The oil "independen ts" were often the firs t companies to break 
the solid front, when under pressure to renegotiate in countries such as Libya. 
Significan t change was in troduced in tile realm of nickel agreemen ts as lIan na 
entered Colombia in 1970. lIanna, already in nickel, was not, however, one of 
the major nickel producers. To gain access to sources in Colombia, it agreed 
to 50 percent voting power for the Instituto de Fomento Industrial, a Colombian 
government agency, although the agency's financial con tribution was only 33 
percen t. The agreement caUed for reversion of the operation to the Colombian 
government after 25 years, and for access to the refinery for the ou tput of 
the government's wholly-owned ferronickel deposits in the area. These were 
not provisions typical of nickel agreements at the time. 

In some cases, where the project has appeared risky, firms that were outsiders 
to the oligopoly have not been willing to accept terms that departed significanUy 
from contracts of a traditional nature, but have been willing to enter countries 
where established firms might not. The perceived risk may be associated Witil 
questionable poli tical stabili ty in tile coun try or with the uncertain poten tial 
for the particular raw material in an unproved region. Both kinds of risk faced 
Freeport Sulphur when it expanded into the copper market as tile first major 
U.S. firm to enter post-Sukamo Indonesia and as an early entrant into a new 
region for copper mining, Southeast Asia. 

No matter what brings the new firm into the industry, its entry is likely to 
have a destabilizing effect in the industry. TIle result is usuaUy a series of co un-



Changing Relationships in the Concessions Process 15 

termoves by the established en terprises. ll1e en try of a new firm in to an area in 
which the mineral has not been actively exploited in the past, as in the case of 
Freeport Sulphur in Indonesia, has often stimulated other fimls to follow the 
new finn in to the same area. The en try has in many cases resulted from fear 
that the outsider may fInd a particularly cheap source of raw material. It might 
be tempted t.o cut prices. If the traditional lirms respond by moving into the 
same areas they would be in a position to cu t prices if necessalY. llle impor­
tance of a strategy of following oUler firms into a region has been well docu­
mented in a recent study of the investment of U.S.-based multinational enter­
prise. 9 Some countries have been successful in imposing on these later entrants 
terms that were tougher than those agreed to by the outsider. 

Interests, Strengths, and Weaknesses of the 
Host Country 

flost countries differ from one another as much as the Gons do. or major 
importance to the bargaining process have been the differences in the attrac­
tiveness of the raw material Ulat they arfer, their bargaining skills , and their 
politic. 

The countlY evaluating its bargaining position has rarely neglected to con­
sider the value of Ule raw material it offers and the comparative costs of de­
veloping the source. The country WiUl high-grade ore located close to a port, 
for instance , usually recognizes that it is in a stronger position than a country 
with a low-grade ore that requires investment in transportation facilities. 

The value of a mineral is, of course, a function of its scarcity, as well as of 
its quality and cost of extraction. Some minerals, like bauxite, seem to be 
abundan l. Others, like high-grade copper, have been considered scarce. Govern­
ments have usually recognized carcHy value, but they have not u ually noted 
the rapidi ty with which "scarce" minerals have sometimes become "common" 
as new technologies are developed to handle, economically, low-grade ores. 
In copper, the result of technological change has been the development of 
low-grade deposits in many coun tries Unt have not previously been copper 
producers. Some of these countties offered much more favorable terms to Ule 
investor than had become the norm in Ule traditional copper exporting nations . 
The scarcity value of high-grade copper was being challenged jn the early 1970s. 

Risk and uncertain ty are addi lional signi licant factors. The country in a 
region of proven ores, for example, is in a s1ronger position than a country in 
Which exploitation is new. The quality of Ule ore and the costs of development 
and extraction are easier for Ule private investor to forecast where the experi­
ence of oUler can be exami.ned. 

Similarly , the country that is per eived by Ule investor as being politically 
stable js gene rally in a better posi tion than one that is viewed as politically 
risky. The investor who feels that his future is uncertain has tended to require 
a compensatory high rate of return, usually in tile early year. 
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Host country experience and skill are also factors. Governmen t negotiating 
skills differ according to their experience in dealing wi th concessions problems. 
The country with limited experience is usually at a serious disadvantage in its 
negotiations with foreign firms. The government may be unable to organize an 
effective bargaining team, its negotiators may not have sufficient infonnation 
available, and its ministries may not be able to administer adequately Ule agree­
ments that are reached. 

Organization of the negotiating team has proved to be an important de ter­
minant of the outcome of mineral negotiations (see Chapter 6). Countries 
that have not had experience wi tll concession negotia tions have often had teams 
wi th frequently changing membership and no clear assignmen ts of responsibility. 
The teams have not had access to critical data or to a staff of industry specialists 
on whom they could draw. On the other hand, the experienced countries have 
usually had weU·organized negotiating teams supported by an accumulation 
of industry data, tax information, and local and foreign industry specialists. 
These specialists know the structure and interests of the industry and the terms 
of agreemen ts negotiated by foreign firms for similar projects in other develop­
ing coun tries. 

AJ though, at the outset, many govemmen ts have few skills in dealing Willl 
foreign investors, these skills may be brought in [rom outside or developed WiUl­
in the country. Obviously, experience helps the country. But experience is not 
always transferred from one governmen t agency to another. We have served 
as advisors in one coun try where the state petroleum organization's extensive 
experience in negotiation had led to very sophisticated skills and personnel 
possessing a depth of understanding of the issues. Yet hard minerals agreements 
were being negotiated in the same country by a government ministry that could 
not, for political reasons, receive help from the state petroleum entity. The 
particular ministry was beginning as if the country had had almost no experi­
ence with the negotiation of mineral agreements. 

Investment in improving skills generally begins as the government perceives 
the importance of the concessions. Usually this occurs when the taxes from raw 
materials represent a significant item on the income side of the government 
budget. Slowly, resources, in terms of money and skilled manpower, are assigned 
to the concessions problems. Again, our experience suggests Ulat this realloca­
tion of resources can occur far too slowly. In one country, a small number of 
concessions represented over 40 percent of the government's budget, yet no 
one was assigned to full-time administration of the agreements. We calculated 
that the government was missing several millions of dollars of collections that 
would have been identified through the most elementary improvements in 
administration of the existing agreements. Not only were the agreements not 
being adequately enforced, but the agreements had not kept pace with agree­
ments in the same industry in other countries. No one was assigned the task 
of following the developments in the industry and in other countries so that the 
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agreement could be kept up to date. It is clear that small investments in mrul­
power could have yielded tremendous retums to the country. 

AI though expectations of increased income playa role, local poli tical opposi­
tion is often the catalyst in inducing improved govemment procedures. It is 
perhaps significrult that the country to which reference was just made was one 
with no active overt political opposition. In other countrie , opposition parties 
or opposition clements within a single-party government typically criticize 
tho e in power when tenns of concessions do not keep pace with those in other 
countries, or when administration is patently poor. Coups may bring chaJlged 
a tti tudes toward exis ting investmen t agreemen ts . 

In addition, as all industry mature, cooperation rullong the producing coun­
tries sometimes plays an importan t role in providing newly en tering coun tries 
with consultants and information about agreements in oUler countries. The 
Organization of Petroleum Exporting Coun tries (OPE ) has provided the most 
important example of a cooperative effort of producing coulltrie to help each 
other. While there arc other organizations with the potential fOI increasing access 
to information essential to effective negotiations, their influence, to date, ha 
been relatively limited (see Chapter 7). 

In some countries bargaining skills have been improved through the creation 
of state mining companies whose primary concerns are wi Ul particular minelals. 
Such fln11s have been able, 1I1 many cases, to give finaJlcial rewards and prestige 
to Uleir employees, thus attracting qualified people willing to devote Ulemselves 
to obtaining the knowledge required for dealing with the foreign firms. These 
people have been retained ruld Uleir experience has been captured for future 
negotiations. 

In certain ca es state enterpri es have been able to take over actual negotia­
tions WiUl the foreign firm. 111ese en terprises have acquired kills that enable 
the govemment to begin to exercise management control over Its resources. 
The developmen t of self -con fidence and skill within Ule ranks 01 govemmen t 
has occasionally pen11itted the total di placement of the foreign finn in Ule 
con trol of mining operations. 

Countries may also differ in their need to offer attractive ten11S to gain 
initial acceptaJlce in the market. A country newly entering a particular industry 
may negotiate agreements Ulat are less favorable to the host country than agree­
ments for the srune mineral in other countries. [n some cases Ulis is due to the 
inexperience of the government WiDl Ule particular industry; in others it reflects 
a strategy on Ule part of the host country of gaining access to markets ruld of 
attracting firms to an unproven area. 

Host countries not only have different bargaining strengUls and skill, but 
Uley differ in their willingness to take risks. As noted earlier the host country' 
decision to accept foreign investmen t is usually in fluenced by a preference 
for income that is virtually certain now, as opposed to income that is uncertain 
in the future. Yet some countries, motivated by strong nationali tic sentiments 
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or by rational calculations, have been willing to accept future uncertainties in 
place ot accepting direct foreign investment on the company's tenns.ln Guinea, 
for example, exploitation of that country's rich bauxite deposits at Sangaredi 
was long delayed because of President Toure's preference to leave the bauxite 
in the ground until he could get foreign companies to agree to the conditions 
that Guinea wanted. lo 

Some countries have taken risks by nationalizing foreign investors with the 
prospects, in the short run at least, of gaining fewer benefits than the previous 
situation offered. In 1971 Chile completed its nationalization of the Anaconda 
and Kennecott copper holdings in favor of its own development and marketing 
of the resource in the face of an uncertain capacity for such development and 
marketing. Iraq, in mid-1972, nationalized the holdings of a consortium of 
Western oil companies, Iraq Petroleum Company, with only hopes that it could 
market its production in the Soviet Union and elsewhere. 

Yet policies of delay in exploiting a country's resources or policies of total 
nationalization in the face of substan tial uncertainty are the exceptions rather 
than the rule. This is so despite the widely held sentiment in developing coun­
tries that they should exercise sovereignty over the development of their natural 
resources,u Because of the need for foreign skills, foreign capital, and access to 
markets, host country sovereignty usually takes such forms as profit-sharing, 
production-sharing, equity- haring, and participation in decisionmaking, rather 
than total ownership and control, if the economic costs and the uncertain ties 
of na tional raw material develop men t are too high. 

RENEGOTIATION AND REVISION 

In most cases, shifts in bargaining power re ult in renegotiations of agreements. 
The patterns are, of course, blurred by the fact that negotiations are carried 
out by complex organizations. Governments are influenced by political factors 
to institute change even when bargaining positions have not shifted dramatically. 
Political pressures can force the government to demand more than its bargain­
ing strength and economic interests warrant. In some cases restructured agree­
ments satisfy political forces v.ithout serious economic consequences. But too 
often the firms feel unable to accept radical changes in the agreements, even 
though the economic costs may be small. 

In spite of the difficulties, change does occur. Although most agreements 
are written to cover periods varying from 15 to 99 years, an agreement rarely 
remains unmodified for more than a few years. 

The disappearance of some of the initial uncertainties is often the trigger for 
renegotiation. When the possibility of the existence of a particular resource 
is first brought to light in a country, the government is generally willing to 
accept virtually any terms to induce some company to develop the resource. 
At the outset the governmen t may feel that any return is better than nothing. 
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At the same time the firm may see substantial risk associated with the invest­
ment. To make the expected outcome worthwhile, the firm insists on favorable 
concession terms. 

As soon as a commercially valuable mineral is developed, the psychology of 
the government is altered. The company may begin to enjoy a high return on 
its investment. The government or at least the government' political opposi­
tion may begin to feel that the resource is virtually being given away. TIle 
stage is set for renegotiation, as the original risks are forgotten. Usually the old 
terms are modified and the parties adopt new terms that are more favorable 
to the government than those agreed to under conditions of relative uncer­
tain ty. 

The moves to renegotiate the Bougainville Copper Agreement in Papua New 
Guinea in 1973 and 1974 illustrate the pattern. TIle original agreement, signed 
in 1967, looked reasonable enough at the time, given the uncertainties associated 
with a low-grade copper deposit, located in difficult terrain, in an unproved 
region, and with a questionable structure for world prices. By late 1973 the 
situation looked very different in light of high world copper prices, lower costs 
of production than were anticipated, and moves by other copper companies 
into tile region. The political pressure for renegotiation were substantial in 
1973, but became overwhelming 111 1974 when tile [mancial returns of the 
mine indicated profit of close to 100 percent of equity. Renegotiation had 
become inevitable; at issue was only tile extent of the change to be made. 

onces ion arrangemen ts are affected not only by change in the particular 
industry, political and bureaucratic changes within the ho t country, and the 
reduction of uncertainty as commercial deposit are identified, but also by 
developments in other countries. The inappropriateness of the terms of a particu­
lar agreement usually becomes apparent when tiley are compared WiUl terms 
negotiated in more recent agreements in otiler countrie , or even the same 
country. Even though the situations of tile various arrangements may differ, 
strong pressure for renegotiation or updating resuJts. 

In some instance tile renegotiation proces is a relatively friendly one; in 
others it is not. In one case Witil which we are familiar, tile host country's presi­
dent simply called in the chief officers of the foreign mining operation and 
insisted that the terms of the agreement be modified. The "renegotiations" 
received little public attention, perhaps because Ole terms were so obViously 
out of line with the norms in the industry. In other cases the negotiations also 
have been reasonably smooth. In had, legislation was passed in 1964 "inviting" 
foreign investors to take the first step in renegotiating their agreement .12 In 
Zambia the copper firms were invited in 1969 to submit pr posals for the 
takeover of 51 percent of their hares. \J Changes were in tituted in tile e cases 
with rei a tive ease. 

There is, of course, a danger tilat the political pressures inside the host 
country will lead it to demand so much that the foreign firm will be driven 
away, even when tilis is not in the country's interest. If the foreign company 
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is driven out too early, the host country may lose access to technology, manage­
ment skills, or capital. More important, it may lose access to foreign markets. 

THE CASE OF COPPER 

The changes in agreements covering copper production provide an illustration 
of some of the general principles that underlie the concessions process. The 
evolution of agreements in traditional copper-producing areas Zaire, Zambia, 
and Chile-has followed the basic pattern of evolution that has characterized 
many other industries. 

In the copper industry the need on the part of the host countries for the 
foreign firms has declined, reSUlting in a stronger bargaining position on the 
part of government. Before the 1950s most of the smelting and refining capacity 
for copper was in the hands of a small number of international firms. In recent 
years somewhat more open markets for copper have developed as the tech­
nology has become more widely available and as the Japanese have become 
major buyers, with few captive sources. The importance of the growth of new 
firms is shown in the following data. In 1947, at the peak of concen tration, the 
top four copper firms accounted for 60 percent of the free world production; 
and the top eight firms accou~ted for 77 percent. By 1966 the top four firms 
accounted for 41 percent and the top eight for 64 percent. 14 These percentages 
will, apparently, continue to fall as new mines, which were in the planning stage 
in the early 1970s, begin to produce for new entrants to the industry. These 
new entrants will include state-owned enterprises, which are gradually becoming 
significant in the copper industry. State copper-producing firms in Chile and 
Iran provide two examples. 

The early copper agreements in the traditional copper-producing areas gener­
ally relied heavily on royalty as the primary source of government revenue. 
Zambia, for example, until 1969 still required a royalty of 13.5 percent of the 
value of a ton of ore above k16, a floor that was not important after World 
War II. The value was based on the London Metal Exchange average at the time 
of production. 

After 1966 Zambia imposed an export tax of 40 percent of the value of 
the ore above another base line. This tax was designed to capture a Significant 
portion of the "windfall" that accrued from high copper prices. An income 
tax was imposed at the rate of 45 percent on profits after royalty and export 
tax. In 1969 Zambia dropped her royalty provisions entirely and relied solely 
on income tax arrangements, which worked out to a tax rate of approximately 
73 percent, with some provision [or relief for operations that had low rates of 
return. 

By 1970 the host governments in the traditional copper-producing areas held 
significant shares of equity in the larger mining operations. Zaire had already 
nationalized Union Miniere and as a result faced attempts on the part of the 
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major companies to boycott its copper. Even tually, Union Miniere received a 
management and sales contract for 25 years to handle the ongo properties. 
But the arrangements were not to return to the traditional concession format. 

In 1969 Zambia took over 51 percent of the ownership of its major mines. 
The Roan election Trust, following the takeover, received a 10-year manage­
ment and sales contract. Under this contract, Roan election Trust received 
0.75 percent of gross sales proceeds, 2 percent of consolidated profits (after 
deduction of expenditures and some taxes) an engineering and ervice fee of 
3 percent of certain costs of projects, and a fee of 15 percent of first-year 
salary for personnel recruited by the managemenL ls 

In hUe, another traditional supplier, the evolution of arrangements was 
similar. Initial agreements based on small royalties were altered to incorporate 
taxes. In 1969 Chile began the takeover of equity in two major firm, Kenne­
cot t and Anaconda; a process that was completed in 1971. 16 

In 1972, eeing an uncertain future in the region, Cerro took the initiative 
by offering to sell its mining pr per ties in Peru to the Peruvian government. 
In 1973 Peru announced the takeover of erro's properties. Thus, a major 
transformation in Ole traditional copper-producing areas was completed. 

By the late 1960s Ole technology of large scale mining and of beneficiation 
had become sufficienlly developed 013t private firms were interested in copper 
Ores of lower grade than had previously appeared attractive. The result was that 
new areas could be opened for copper mining, areas that had not appeared as 
economic sources before the development of Ole new technology. In fact, the 
future was even more uncertain in light of lIle possibility 01at deep-sea mining 
would open still more sources. The movement toward new areas and sources 
was led by firms from outside the traditional group of copper producers. 

Freeport ulphur (later Freeport Minerals orporation) entered Indonesia's 
West Irian under a contract whose terms reflected the opening of a new, high­
risk area. While copper properties were being taxed more heavily or being 
nationalized in the traditional producing areas, Freeport was granted, under 
a traditional concession, a three-year income tax holiday and a conce sionary 
tax rate of 35 percent for seven more years in Indonesia. The company was not 
ubject to any royalty charges or oOler taxes, although it agreed to a floor 

payment of 5 percent of net sales during lIle seven-year period oflow taxes. In 
effect, it was subject to a royalty Ulat was credited for tax purpo es. For Ule 
remaining period, Freeport was to be subject to a 41.75 percent rate, willI a 
floor of 10 percent of net ales. 

During lIle same period, Rio Tinto Zinc en tered Bougainville, a part of lIle 
Papua New Guinea territory administered by Australia. Lts contract terms also 
reflected lIle patterns in a new area, anxious to attract firms and to gain 
acces to established markets. The Bougainville agreement granted lIle firm 
a lIlree-year tax holiday and a carry-forward of capital expense lIlat, according 
to some analysts, meant at least a seven-year period free of taxes. The initial 
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tax rate of 25 percent was to rise gradually to 50 percent and remain there until 
the twenty-sixth year. After the twenty-sixth year it was to rise slowly to 
66 percent. The income tax applied to 80 percent of the income. In addition, 
a 1.25 percent royalty was imposed. 

The entry of Freeport Sulphur into Indonesia stimulated the interest of 
some traditional copper firms. Kennecott, for example, negotiated a concession 
in the same general area within three years of the Freeport concession. The 
terms granted by rndonesia to Kennecott were slightly less liberal than tllOse 
granted to Freeport, but were far from being as restrictive as tllOse that by this 
time governed in the traditional copper countries of Central Africa and South 
America. Kennecott did not receive a tax holiday, although it was to pay a 
concessionary rate of income tax at 35 percent for the first ten years, after 
which the rate would rise to 42 percent. It did receive a liberal investment tax 
credit and the right to some unusual deductions in the calculation of its taxable 
income. It was to be subject to a royalty of approximately 3.6 percent of sales. 
To the extent that the terms were tougher than those imposed on Freeport, 
they were probably due partly to the pressure that Kennecott was under to 
establish a foothold in this new region. The terms were also influenced by the 
increased sophistication of the Indonesian government in the art of negotia­
tion. 

At the same time that the Kennecott and Bougainville agreements were being 
negotiated, new concessions were being granted in areas adjacent to the tradi­
tional sources of copper in Latin America and Africa. These new African and 
Latin American agreements included provisions more in line with tlle recent 
contracts of the old producers (such as Kennecott) in those regions than with 
the new contracts of new producers (such as Freeport) in Southeast Asia. The 
Overseas Mineral Resources Development Company (OMRD) of Japan, for 
example, negotiated a concession in Ecuador in 1970 that gave the government 
terms much more favorable than those that characterized the agreements in 
the newly developing region of Southeast Asia. OMRD received no concessions 
on tax rates; the laws of general applicability were to apply. On the other hand, 
the state was to receive 55 percent of net profits before taxes. It agreed to 
royalties that ranged between 7.5 and 18.5 percent, depending on the quality 
of the ore. The government could take its royalty in kind, if it so desired. 

These terms are very different from tllOse that OMRD was requesting from 
Malaysia in 197] for a copper project that it was considering in Sabah, in the 
new Southeast Asian belt. For this project OMRD was asking for tax holidays 
that would extend for a number of years, and insisting on other terms much 
more favorable to itself than it had accepted in Ecuador. 

No doubt the terms iliat govern copper mining in Southeast Asia will change 
as the major firms make commitments and as new supply patterns are estab­
lished. In fact, the rumblings of change were already being heard in BougainvilJe 
by 1973, where the old uncertainties had been forgotten in the heady atmos-
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phere of the high current profits being generated by the mine. By 1974 those 
renegotiations had been completed. The new terms eliminated the exemption 
o[ 20 percent o[ the income from tax, the tax holidays, and much of the special 
provision [or writing off capital costs. Income tax would be imposed at a rate 
of 33 1/3 percent on profits, up to the point the firm earns a 15 percent return 
(after taxes) on capital. Beyond that, the marginal rate would ri e to 70 per­
cen 1. t 7 Although renegotia tion of the terms for many contracts in the copper 
belt on the We tern Pacific is to be expected, terms in the region will probably 
lag behind tho e of the traditional copper belt [or a number of year. 

PROCESS AND CONTRACT 

We have argued for a view of the concession as a process in which the bargaining 
powers and interests of the parties change over time. The change in the e bar­
gaining relationships may be due to changes in industry structure, the firm's 
position in the industry, the political, social, and economic aspirations of the 
host government, or the negotiating and administrative skills of both parties. 
In fact, we will conclude in the final chapter that the appropriate model for the 
future must also take into account the actions of third parties. Producing coun­
tries are banding together and consuming countries are taking a more active 
hand in negotiations. 

No matter what the number of parties, the underlying factors affecting the 
contract appear to be changing in many industries. This fact ha ignificant 
implications for the conceptualization of a concession agreement as a con­
tractual undertaking. One must, perhaps, begin with the view that where there 
are substantial uncertainties at the outset concerning the quality of the resource, 
the prices to be received, and the costs to be incurred, it may be impo sible in 
most instances to negotiate an agreement other than one that may, in retro­
spect, appear to "favor" the investor. Many of the uncertainties are typically 
resolved in the period of a few years. l[ the investor's worst fears turn out to 
have been justified, then the agreement may remain unchanged. If, on the other 
hand, the project proves to have a cost and price structure more favorable to the 
investor than was anticipated at the outset, the term of the original agreement 
may turn out to be untenable. 

In a world of changing bargaining positions and uncertainties, one feels un­
comfortable talking about the "law" of concession arrangements. Whatever the 
law has been though t to be, the practice is clear: concession contracts have been 
constantly altered. Economic, political, and social factors have become more 
potent than legal factor in determining the viability and shape of conces ion 
arrangements. It is primarily to these factors, rather than to the legal document. 
that the businessman must turn if he is to grasp the likely nature of his relation­
ship to his host government. 

Finally, there are many examples of "renegotiations" in which changes have 
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occurred more in form than in economic substance. These changes have re­
sponded to political and organizational needs of the host country, with little 
real cost to the foreign investor. [n these cases the contract has not been de­
sanctified but simply reshaped. Tills process is often misunderstood. The as­
sumption of 51 percen t equity interest by Zambia in two major copper com­
panies in the late 1960s was widely viewed as a "partial expropriation." Yet 
close analysis reveals that the investors may have been left in about the same, 
or a somewhat better, financial position than before the change. The next 
chapter explores the relationship between form and substance of various con­
cession arrangements. 
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Chapter Two 

The Agreements: Structures and 
Substance 

Arrangements between foreign investors and host countries for the develop­
ment of natural resources have carried many names: concession agreement; 
economic development agreement; service contract; work contract; joint 
ven ture con tract; production-sharing agreemen t; and, most recen tty, partici­
pation agreement. Occasionally, within particular countries, the distinctions 
in terminology are significant in differentiating various forms of arrangements. I 
In other instances, varying terminologies relate to agreements of es entially 
the same nature. In still other cases the same terminology has been utilized in 
one country for agreements that are, in substance, quite different from each 
other.2 

In many cases the choices of terminology and form reflect political consid­
erations. A developing country may find more acceptable over the long run an 
agreement characterized as a work contract that provides as the Indonesian 
Kennecott opper Work Contract3 did that "all mineral resources contained 
in the territories of the Republic of Indonesia ... are the national wealth of 
the Indone ian nation [and that] Kennecott shall be, and hereby is appointed, 
the sole contractor for the Government with respect to the Contract Area,,,4 
than it would an agreement characterized as a conces ion agreement that pro­
vides as the Liberian Gewerkschaft Exploration on cession AgreementS did 
that "the Government ... grants to the Concessionaire ... the e elusive right 
and privilege to ... exploit deposits of all kinds of ores .... "6 

Aside from the possible implications for calculating compensation in the 
case of nationalization,7 the differences between the Liberian agreement and 
the Indonesian contract are largely of terminology and of the point at which 

A modified version of this chapter appeared in the ·1111l'ricon JOl/mol of International 
I.ow 69 (July J 975) : 560-590. 
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title to the resource passes to the investor. But choice of terminology may be 
crucial to a country's sense of sovereignty and control. 

Contract provisions may differ substantially in terms of economic signifi­
cance. The economic implications of agreements can be compared by project­
ing cash flows under alternative assumptions about the future and discounting 
these flows to a present value.8 Yet the political and psychological issues are, 
in most cases, of overriding importance in the selection of a particular form 
of agreement. 

Although the terminology is often confusing and inconsistent, it is possible 
to discern regularities in the various forms of arrangements that accord with 
a host country's bargaining power and negotiating skills, differences in the 
structures ·of various industries, and the interests of the particular company. 
Within certain countries and within certain industries, one can observe the 
influence of changes in relative bargaining powers. The pattern is frequently 
a shift from traditional concession agreements, in wruch the terms were primar­
ily fInancial, to forms in which the government reserves to itself substantial 
participation in and control over the venture. 

An examination of the major types of agreements provides a framework for 
understanding some of the complex techrrical and strategic problems faced by 
both parties, as well as some of the approaches commonly employed to achieve 
accommodation to the political and fInancial needs of the parties. For analytical 
convenience we have classified agreements under the following three rubrics: 
(1) the traditional concession; (2) the modern concession; and (3) production­
sharing, service, and work contracts. 

MINING CODES AND AD HOC AGREEMENTS 

The terms governing the relationships between a foreign investor in minerals 
development and the government of a developing country are usually set forth 
in ad hoc arrangements. Although mineral-producing countries usually have 
general mining codes, foreign investment laws, and general income tax codes, 
these laws often allow government officials considerable latitude in shaping 
individual concession arrangements to fIt the particular circumstances. 

Many mining codes establish a general framework within which mineral 
contracts are negotiated. The 1971 Peruvian General Mining Law, for example, 
dealt with such basic problems as affirmation of state ownership of minerals, 
the granting of prospecting and exploration permHs, the role of the state in 
mining operations, tax rates, the roles of various government agencies in grant­
ing and supervising concessions, and welfare and security of mine workers. The 
Law also set forth detailed provisions relating to such subjects as causes for 
lapsing or revocation of a concession and [mes to be imposed for certain trans­
gressions.9 These matters are set forth at length in some individual agreements, 
but they seldom need special treatment. Their inclusion in a general mining 
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code reduces the scope for bargaining, and standardization may make them 
easier for the host government to enforce. Moreover, their presence in the 
general laws tends to keep them from surfacing as terms to be modified if nego­
tiations are reopened. 

In petroleum, where governments have had considerable experience to draw 
upon and where many of the terms have become standard, less flexibility is 
evident in the negotiation of specific contracts than is typical of hard minerals. 
The Libyan Petroleum Law of 1955, for example, includes a standard form of 
concession that must be used for all oil concessionaires in the country. How­
ever, even for petroleum there are exceptions. The Indonesian Petroleum Law 
of ] 960 (which governed oil contracts into the 1970s) nowhere specified the 
contents of petroleum contracts. Indeed, the production-sharing contract- the 
form of agreement used in Indonesia- was not men tioned in the 1960 law. 

[n general, ad hoc agreements for the exploitation of minerals in develop­
ing countries cover a wide range of issues, usually including such matters as 
taxation, import and export regulation, employment policy and conditions, 
management structure, exchange control, company and state rights and obli­
gations, and infrastructure. Many concession agreements are an expression of 
virtually all the laws tha t will govern the company's operations in the country. 

In the advanced countries one rarely finds comprehensive agreements of 
the type found in the developing nations. In the industrialized countries the 
mining firms are usually subject to the general laws of the land; only a few 
narrow issues may be handled on a company-by-company basis. to But there 
are significant reasons why most developing countries rely heavily on ad hoc 
arrangements: the speciaJ nature of the multinational company; the major role 
that the foreign extractive company typically plays in the general economic 
development of the country; and the legal tradition of the nation. 

The multinational enterprise brings a bundle of problems that are usually 
inadequately covered by the legal system of the developing country. For ex­
ample, transfer pricing among affiliated entities in different countrie creates 
difficulties for tax and exchange control authorities. The income tax laws and 
exchange regulations in many developing countries were designed solely to 
govern locally-owned business operations; they simply do not contain the 
principles and regulations required to handle transactions among affiliated 
companies. Most host countries have not had the need or the resources to 
draft general comprehensive mining, income tax, and company laws appro­
priate for regulating the multinational enterprise. Ad !zoe arrangements provide 
a way of handling the problems. 

The importance of mining activities in many developing countries provides 
an additional incentive for ad hoc arrangements. The operation of the foreign 
extractive enterprise frequently occupies a major role in national budgetary 
planning. In Zambia 46 percent of gross domestic product in 1969 wa attribut­
able to a few large mining firms. In Liberia the income from four conces ion 
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operations accounted for almost 65 percent of income tax revenue in 1968. 
In such a situation, general legislative approaches to govern the terms of mineral 
firms are not particularly attractive to government officials when a few agree­
ments can be tailored directly to the circumstances. On the other hand, where 
the individual mine is relatively small, as in Bolivia, ad hoc agreements typically 
playa smaller role. 

The legal traditions of many host countries do not favor comprehensive 
codes for mining. Rather, the tradition may be one of reliance on regulations 
and administrative decrees within a system in which general laws provide only 
broad guidelines. In some instances, the ad hoc concession agreement plays 
the role of a specific administrative regulation that elaborates a general law's 
policy directives. 

It is not only the host government that may favor ad lzoe agreements. Many 
foreign investors themselves seek such agreements to decrease the uncertain ty 
of the investment. Unsure whether the political process in the host country is 
such that the general laws will develop in reasonable ways, investors turn to 
agreements whose terms will be fixed over a long time period. The result is 
that investors seek greater guarantees of stability in developing countries 
than they would dare hope for in similar projects in advanced countries. In the 
late 1960s, for example, Australian and British investors negotiated an ad hoc 
arrangement in the Australian territory of Papua New Guinea (for the Bougain­
ville copper project) even though the general law in Papua New Guinea were 
similar to those of Australia, in which they already had operations. Although 
the Bougainville agreement did provide certain important tax advantages not 
available under the general laws, one of its principal features was to freeze the 
general tax provisions in their status at the time the agreement was reached. As 
a result, a few years later the company was operating under a more favorable 
tax regime in Papua New Guinea than it faced in Australia. Both government 
had changed their taxation of mining operations, but in Australia the company 
was subject to the changes, while in Papua New Guinea the ad hoc agreement 
froze the tax levies applicable to the project. 

A few developing countries have tried to avoid ad hoc contracts, but their 
success has been limited. Faced with a major investment most countries, 
Bolivia included, usually revert to individual negotiations. The economic and 
political consequences are too important to be left to general laws that may 
not cover the situation adequately. Malaysia, like Bolivia, has long relied on 
general legislation to govern most of the conditions for small tin investments. 
When the prospects of a large copper development appeared in 1970, however, 
the government made sure that special negotiations were conducted, and that 
the federal government, not the state government (as in the case of tin), repre­
sented the nation. 

Although there have been few successful efforts to abandon entirely ar­
rangements that are tailored to a particular enterprise, in mo t countries the 
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investor has been subject to general laws that g vern a progressively wider 
area of activities. The ho t government may specify in it general legislation 
the tax regime, labor laws, and other terms to govern investment in a particu­
lar sector. This trend may be reinforced as foreign investors increasingly recog­
nize that ad hoc arrangements do not provide the long-term guarantee that 
they purport to give. A few investor have begun to prefer general legislation 
to ad hoc contracts. The generallegi lation may, in practice, give more certainty 
than ad hoc contracts that purport to be binding for fifteen or more year, but 
which in reality are changed as bargaining powers shifl. In fact, by 1975 in a few 
countrie the only area of significant bargaining concerned equity participation. 
With most of the terms fixed by law, including tax provi ions, participation 
in owner hip becomes the principal vehicle for the partie to strike a bargain 
that reOects their relative bargaining powers. 

THE TRADITIONAL CONCESSION 

Agreements between foreign companies and host governments in the first half 
of the twentieth century were generally recorded in imple documents in which 
the concessionaire wa given almost unrestricted right in exploiting one or 
more natural resources. The conces ionaire was typically granted extensive 
rights over a very large land area, often much larger than an investor could be 
expected to develop within a reasonable period.u The period of the contract 
was, however, seldom reasonable: in many the terms were to run for fifty or 
ixty years or more. 12 

Royalties as the Initial Basis for Calculating 
Financial Obligations 
The financial (and other) obligation imposed on investor in those early 

contracts were generally limited. on tracts negotiated from the turn of the 
century through the 1940 normally required the conce ionarie to make 
payments based on the number of phy ical units of output or the value of 
output from particular mine. Although these royalty payments accounted 
for by far the greatest portion of government revenue from the conce sion, 
a 11 minal land tax was also usually imposed on the area under the conce -
sionaire's controlY 

Many of the earliest conces ion agreement called for royaltie ba ed on 
volume of output, rather than on value. Oil agreement illu trate the pattern. 
From 1900 to 1950 most oil conce sion relied on the payment of royalties 
ba ed on the tonnage of crude oil produced. A few attempts to collect income 
taxe were made early in the history of oil conces ions, but they were ab rtive. 
The 1920 agreement between the Persian government and the Anglo-Per ian 
Oil Company called for an income tax on the worldwide income f the enter­
prise, excluding only profits arising from tran portation of the oil.14 The ex-
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periment was premature and short-lived, and the contracting parties reverted 
to royalty arrangements. The Iraqi agreement with the Khanaqin Oil Company 
in 1926 provides a more typical example of an oil contract of that era. It called 
for payment of four gold shillings per ton of net crude oil produced and saved. ls 

In another case the 1949 agreement between the Saudi Arabian Government 
and Getty Oil provided for a royalty of U.S. 55¢ per barrel. 16 

Iron ore, timber, and even plantation agreements in developing countries 
followed patterns similar to that of oil. The original (J 945) agreement between 
the government of Liberia and the Liberian Mining Company, Ltd. (LMC) 
provided for a basic royalty of 5¢ per ton on all iron ore shipped. l

? Timber 
agreements, in the same pattern, normally called for a stumpage fee based on 
certain units of outpuLlS And the United Fruit Company paid I ¢ per stem 
for bananas harvested in its fields. 19 

Many later agreements in such industries abandoned the fixed cash royalties 
in favor of royalties based on a percentage of the export price of the resoufce.20 

The LMC agreement in Liberia combined the fixed payment per unit of ore 
with a royalty that was based on the value of the ore. It provided that if, in 
any year, the average price of pig iron were to be more than I IS percent of 
the average price of pig iron for the prior ten years, an additional royalty was 
to be paid by the producing firm.21 Similarly, limber and plantation arrange­
ments have become more complex in many countries. 22 

Compared to income tax arrangements, profit-sharing contracts, and pro­
duction-sharing agreements of more recent vintage, these early concession agree­
ments have two distinct advantages for the host government. First, the royalty 
payment is a particularly easy type of levy to administer. To collect a tax based 
on units of output, the government need only have a physical count of the 
volume of production or sillpments made by the concessionaire. Second, the 
royalty seems to guarantee a certain payment to the government for the de­
pleted resources irrespective of the company's profits and the world market 
price for the resource. As long as there is production or sales, the government 
should receive revenue. Tills feature has its attractions to a government worried 
about the stability of its revenues. 

In spite of the advantages of royalty arrangements, it was a rare conces ion 
agreement by the late 1960s that relied entirely on royalties as the source of 
payment to the host government. There were indeed some agreements, such 
as that governing Le Nickel in New Caledonia, which still depended on royalties 
in 1974. However, the major disadvantages of royalties led to a dramatic in­
crease in the importance of other kinds of levies. 

Increasing Importance of Income Taxation 
By the 1950s the concept of taxation of concession income had gained 

general acceptance in the arrangements between oil companies and their host 
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governments. The levy on income was implemented either through a direct 
income tax, frequently at a rate of 50 percent, or through a sharing-of-profits 
arranged in a way that made it roughly equivalent to an income tax.23 

The shift from royalty to income tax in oil is well illustrated by the figures 
for Venezuela. Table 2-1 hows that the portion of government revenue ac­
counted for by income tax increa ed dramatically, at the expense of royalties, 
during the po t-World War U period. The same kind of evolution ha occurred, 
although more slowly, in other extractive industries. 

In oil, hard minerals, timber, and plantations, the shift from royalty to 
income tax has taken place in two ways. First, existing agreement have been 
amended, either to substitute income taxation for royalty payments or to 
supplement royalties with levie on income. Second, new agreements nego­
tiated in the 1950s and later have incorporated income tax or profit- haring 
principles as the primary source of government revenue. 

The Liberian Mining Company (LMC) Agreement, one of our previou 
examples of a royalty-based agreement, illu trates the changes that have taken 
place. That arrangement has moved from one relying on royalty to one rely­
ing on income taxation a the source of government revenue. The original 
agreement, which provided for a fixed ba ic royalty and a supplementary 
royalty based on price, was changed by a 1952 collateral agreement, in which 
LMC agreed to the government's "participation in profits" after a certain 
pOint?4 Participation was to begin when LMC had liquidated it debt and 
had brought its "recovery of investment" to $4 million, or by 1957, whichever 
came first. For the first five year from that date the government was to re­
ceive 25 percent of profits. During the next ten years it wa to receive 35 per­
cent of profits. Thereafter it was to receive 50 percent of profit ?S The income 
tax was to supplement the royalty payments, which would continue. In 1965 
the basic agreement was further amended to provide that the 50 percent par-

Table 2-1. Percentage of Venezuelan Government Revenues from Foreign 
Petroleum Firms that Came from Various Levies 

In COlli£' Surface 
Year Royalty fax Tax CIiStOIllS Other Total 

1938-1940 58.9% 0.0% 15.7% 21.7% 3.7% 100% 
1941-1945 60.0 7.5 13.4 16.2 2.9 100 
1946-1950 54.9 30.7 3.5 7.7 3.2 100 
1951-1955 54.5 34.3 2.1 4.4 4.7 100 
1956-1960 52.8 40.7 1.1 2.4 2.9 100 
1961-1965 50.0 46.7 0.5 0.6 2.3 100 

Source: K. Georg Gabriel, The Gains to the Local Economy from tile Foreign-Owned 
Primary Export Industry : The Case 01 Oil in Venezuela, unpublished D.B.A. thesis, Harvard 
Busines School, May 1967, p. 92. 
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ticipation rate would take effect as of January 1, 1965, and participation was 
to be in lieu of royalty payments.26 

Although in most agreements income tax became the principal source of 
revenue, royalties by no means disappeared. Even with an income tax, royal ties 
could serve the purpose of assuring the government of a minimum payment for 
the extraction of the resources when low prices led to little or no profits. For 
example, the structure of the Indonesian Kennecott agreement in West Irian 
in the early 1970s guaranteed that the government would receive a royalty of 
3.6 percen t on copper prod uction, even if low prices were to lead to low taxable 
profits. Across the border in Papua New Guinea, the higher income tax rates 
of the Bougainville arrangement promised the government more when profits 
were high, but the low royalty rate could leave the government in an unfavor­
able position should profits turn out to be low. 

In governments with federal systems, royalties have sometimes been retained 
as a payment to states or provinces, with the income tax going to the federal 
government.a In some cases a royalty that is progressive with the prices of the 
mineral has been designed to capture for the government a substantial portion 
of the windfall profits when prices are high. Malaya, and later Malaysia, for 
example, had complex royalties for tin that were designed for this purpose. 
In 1973 a similar roya1ty was being proposed in British olumbia to apply to 
all mining in that province. 

The imposition of income taxes has resulted in a Significant increase in the 
burden on the administrative capacity of host governments. To assess income 
tax, governments must be able to verify the sales prices of the resource and the 
ca1culation of deductions for expen es that are charged against gross income. b 

In many cases the transactions that led to the income or expenses have been 
with entities aff1Jiated with the foreign investor. In those ca es the firm might 
use prices other than those which would have resulted from tran actions be­
tween non-related parties, or it might utilize other techniques to shift profits 
from one tax jurisdiction to another. The administrative machinery of many 
host countries would simply have been unable to deal with the e problems in 
the first half of this century. Most governments were still struggling to obtain 
adequate administrative capability in the mid-1970s. The administrative prob­
lems that result from the shift to income taxes have been recognized repeatedly. 
In a study undertaken in the mid-1950s, for example, the difficulty in income 
tax administration was mentioned explicitly as a major reason for retaining 
the per-unit stumpage fee for timber conces ions in Ghana.27 In the early 
1970s, one government consultant recommended royalties as the only tax for 
the proposed Asahan smelter in Sumatra, in recognition of the admini trative 
problems Indonesia would have with an income tax on an operation primarily 

aThi i the case In Malaysia and Canada, for example. 
b An exception to this is the situa tion where, as has been Ule case in petroleum, a posted 

price is used. 
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involving transactions among affiliated companies. In 1974 an official from 
Guyana claimed that Reynolds Aluminum had so set its transfer prices that it 
had never shown a profit on bauxite mined in that country. The tax on income 
had produced no revenue beyond a minimum sum that applied no matter what 
profits were reported.28 

With the diff1culties involved in the administration of income tax arrange­
ments it is little wonder that many governments have been initially disappointed 
in their receipts from the tax. In one case we calculated that inability (or unwill­
ingness) to administer properly the complex tax provisions of an agreement 
was costing the host government at least 35 percent of what seemed to be due 
under the terms of the arrangement. 

The shift away from royalties to some form of income taxation has, however, 
been based on a realistic perception of the level of payments that the host 
government can collect under the two types of levy. One problem concerns the 
floor on payments that the royalty is suppo ed to provide. Although the per­
unit royalty purports to guarantee the government a minimum level of income 
on its resources, in practice royalties have from time to time not been collected 
from companies that were not profitable. Tlus has been the case for Zambian 
copper and for Malaysian tin, for example. Another difficulty has been in the 
level of revenue that could be collected. In practice, royalties have seldom 
represented a significant portion of actual company profits. It is clear that 
firms have been reluctant to take on heavy royalties. From the company's 
point of view, a commitment to a large royalty, particularly in the early years 
of an extractive operation, is potentially dangerous. At the outset the firm 
faces a great deal of uncertainty about whether it will be able to extract the 
natural resource profitably. The cost of the royalty represents to tbe firm an 
additional cost of extraction, one that will be incurred whether the project is 
profitable or not. On the other hand, a commitment to pay an income tax on 
profits if they do materialize appears less risky. If there are no profits, there is 
no obligation for the company to pay tax to the host government. Under a pure 
income tax arrangement the firm incurs significant obligations only if profits 
are lugh. With a desire to avoid risk, the foreign firms have usually been willing 
to agree to an income lax thal, if the expected level of profits results, would 
be larger than any payments thal would be agreeable under a royalty arrange­
ment. 

Although royalties had generally declined in importance by the early 1970s, 
the pace of decline was uneven. Indeed it was not certain that the day of 
royalty were numbered. In the case of oil, tax arrangements had reverted to 
sometlting similar to royalty arrangements. The posted price had become the 
basis of calculation of profits in most agreements, and this priee itself had be­
come a subject of negotiation. In those countries where the expenses that could 
be deducted in calculating income tax were limited to a percentage of the value 
of the output, the income tax became, essentially, a large royalty if expenses 
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exceeded the stated limit. In oil the effective royaJty appeared to be short-lived. 
Late in 1973 the move was again in the other direction as oil producing coun­
tries began to tie the posted price to the market price plus an incremenl. By 
1975 changes were placing the oil companies more in the position of service 
contractors than in the role of tax or royalty payers. 

In an oligopolistic industry such as oil , large royalties could be tolerable 
for the companies. Periodic falls in price were hardly the threat that they repre­
sented in , say , copper, so profit levels seemed to be more predictable for the 
producing companies. Moreover , the form the effective royalty took enabled it 
to qualify as an income tax for tax credits in the home countries of the oil firms . 
Where profits are predictable- especiaJly because of a tight oligopoly- and 
where the royalty could generate tax credits, the ease of administration provided 
by royalty arrangements could once again make them an attractive form of tax­
ation. 

Other Changes 
The general shift from royaJties to income taxation as the primary source 

of government revenue was probably the most Significant change in the early 
development of concession agreements. But there were many other changes. 
The later agreements usuaJly included a number of terms that were designed 
to bring benefits other than revenue to the host country. 

The host government generally considered it important to introduce into 
the agreements, or into the general laws of the country, provisions that were 
designed to promote linkages between the extractive operation and the rest 
of the economy. As host countries perceived the possibilities of using the foreign 
firm more fully to promote local development, they sought ways to influence 
the actions of the firm. 

Requirements that a project purchase goods of local manufacture and pro­
visions that the company must hire and train local citizens were incorporated 
in a large number of arrangements. Clauses from this kind of agreement required 
the foreign company to guarantee access for local users to such infrastructure as 
roads, railroads, and communications systems. Provisions were made for the con­
cessionaire to build and operate schools, hospitals, and other services for the 
company's local workers. The foreign firm was sometimes encouraged or re­
quired to contribute funds and talent to local community development or to 
educational, agricultural, or technical institutions. 

At the same time, rudiments of general labor and mining codes appeared, 
either in the agreements or in the general laws of the host coun try. Ad hoc 
agreements or the mining laws would specify such matters as the minimum 
grades of ore that must be mined and the quality of timber that must be har­
vested. Safety and pollution standards were introduced, though frequently 
in vague language and with little provision for enforcemenl. 

The terms of agreements, furthermore, typically gave some attention to 
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the rights of third parties. These included, for example, the rights of local 
residents to payment for land that was taken for the concession, and to 
access to traditional timber sources agricultural land, water sources, and sacred 
sites. 

Advantages of the Traditional Concession 

With modifications in taxation and linkage provisions, the traditional form 
of concession agreement has survived into the 1970s in many countries and 
for many industries. The original Bougainville agreement and some of the con­
cessions for hard minerals negotiated in Indonesia in the late 1960s were, for 
example, similar in format and substance to hard mineral agreements nego­
tiated elsewhere in the J 940s and 1950s. 

There is much to be said for the traditional form of concession. The agree­
ments are often less complicated and may therefore be easier to administer 
than some of the newer forms of agreement. The income tax provisions, if 
well-conceived and well-drafted, can be relatively straightforward. A country 
with a weak income tax administration or without a sophisticated governmental 
body to police an agreement might well prefer a traditional agreement, which 
raises minimal administrative problems, to one that is 0 complex that the 
governmental machinery simply cannot cope with its administration. Govern­
ment income might well be higher when complex, though purportedly more 
favorable, financial arrangements are avoided.29 

Nevertheless, many developing cOllntrie have been under pressure to break 
away from the traditional form of agreement. The pressure has usually been : 
(1) for increased government participation in the ownership of the enterprise; 
and (2) for an increased governmental role in the management of the extractive 
operation. The result has been agreements that differ significantly in structure 
from the traditional concession arrangements. In most cases they have been 
more complex. 

THE MODERN CONCESSION 

Equity-Sharing 

In the la te 1960s and early 1970s there was a rapid increase in the number 
of agreements that provided for some local participation in the ownership of 
the extracting firm. Major participation has usually meant ownership of shares 
by the host government. The most publicized cases of participation were in 
petroleum. In the major oil-producing nations, negotiations in the early 1970s 
led to agreements under which government participation in a number of operat­
ing companies was cheduled to reach 5l percent by 1983. This timetable has 
already been accelerated in a number of countries. Although public awareness 
of participation was created by oil in the 1970s, the trend had started earlier 
and was not limited to petroleum. 
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Equity-sharing, or "participation," mayor may not bring the government an 
effective voice in management decisions within the operating company, and may 
or may not mean that the government plays an active role in other activities 
leading to the ultimate disposal of the resource. The concept of participation 
as it has been developed in the oil industry has been characterized as "pseudo­
participation," since it does not assume that the host country produces, refines, 
or sells the oil. Rather, participation was criticized by one observer imply as "an 
ingenious way of further increasing the tax per barrel without touching either 
posted prices or nominal tax rates."30 But ownership itself has political appeal 
to governments, even when actual participation in management may be minimal. 
Many mechanisms have been devised to bring about political benefits of joint 
ownership. 

One form of equity-sharing agreement is that in which the government ob­
tains equity interest without a financial contribution, but in exchange for all 
or part of its right to levy an income tax. The economic advantages to the host 
country of such an arrangement are not always self-evident. Some government 
negotiators have believed that an exchange of the right to impose, say, a SO 
percent income tax for SO percent of the equity is an even exchange. It often is 
not. In general, holding SO percent of the equity is, in purely financial terms, 
less attractive to the government than is an income tax at a SO percent rate. 
Under the ownership arrangement the government receives half the dividend 
payments. But half the dividend payments is usually less than half of the taxable 
profits of an enterprise. Dividends come out of the funds that remain after the 
repayment of principal on debt and after the provision of funds out of profits 
for reinvestment in the ongoing operation. Under a normal equity-sharing ar­
rangement, the government shares in capital expenditures; under a tax arrange­
ment, the government takes its funds before the deduction of such expenditures. 
In rare cases, however, net cash flow from which dividends are paid may be 
greater than taxable profits. 

As an illustration of the problem, consider the Liberian American Company 
(LAMCO) agreement of 1960 in Liberia. As a co-owner of the Swedi h interest 
in the LAM CO-Bethlehem Steel joint venture, the government was to receive, 
as dividend payments, half of the annual dividends accruing from the Swedish 
interest.31 The dividends were to be in lieu of royalties and income tax. Be­
cause of the low ratio of equity to loan capital, a substantial amount of the 
funds generated (estimated to be about $15 million a year for the first ten 
years of production)32 was to go to the repayment of debt and interest.33 

While under a normal taxing arrangement the government would receive, 
through taxes, a portion of the profits calculated before the repayment of debt, 
under the equity-sharing arrangement the government shared in "profits" 
calculated after repayment of debt was deducted. Although there could have 
been a higher rate of participation that would have been equivalent, over time, 
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to the surrendered taxes, the equity-sharing arrangement at 50-50 did not bene­
fit the government to the extent that taxes at 50 percent would have. 

Actually, the LAM 0 arrangements were even les favorable to the govern­
ment than has been suggested. Two other factors affected the "profits" in 
which the government was to hare: the Export-Import Bank, as a condition 
of its loan, required that $25 million in profits be et aside by 1970 in a special 
reserve; and there were to be deductions from gro s profit for "equipment re­
placement" (at a rate of about 30¢ per ton) in addition to what was to be 
allowed for depreciation. The e item were to be deducted from the company 
"profits" in which the government wa to share. Under the u ual taxing arrange­
ment, these items would not have been deductible in the calculation of net 
taxable income. The result was that the Liberian government paid for a sub­
stantial part of the company' capital facilitie out of forgone dividends. 

Reinvestment of profits by the mining enterpri e may, of cour e, mean 
larger payments out of earnings sometime in the future. But if reinvestment 
promises adequate return, the foreign company would probably provide all 
of the funds, in the absence of government participation, leaving the govern­
ment with its increased future revenues from taxe in any ca e. 

learly the exchange of some rights to tax for equity may make political 
and economic sense. In fact, thai exchange i explicit in many of the equity­
sharing agreements, even where some income tax remains. Much more unusual 
is the case where the government ha paid for its hare of equity at the price 
paid by other stockholders and. at the ame time, ha given lip its right to tax 
profits. The Liberian-National Iron Ore Company Agreement of 1958 may be 
a unique example.:14 The financial consequences of this agreement were 0 

disadvantageou to the government that the rna t charitable interpretation 
must be that the i sue wa not clearly under tood by government negotiators. 

A common pattern in morc recent equity-sharing agrecmcnts has been for 
the government to buy hares of equity and to retain all its rights 10 ta cor­
porate profits. In the vast majority of cases the governmcnt contribution has 
been madc only after the existence of a commercially viable ource ha been 
proved. that is. after a significant portion of the uncertainty has been eliminated. 
1 wo agrcements, (I) the 1970 nickel contract between the Government of 
Colombia and Chevron Pel roleum Company and the lIanna Mining Company 
und (2) the 1967 Bougainvillc opper Agreement provide example of this 
type of arrangement.J5 The Colombian government. through its wholly-owned 
Instituto de Fomento Industrial (11<1). entered into a joint vcnture with the 
Hanna Mining Company. The governmcnt retained the right to tax both the 
joint venture and any protlts accruing to Hanna Mining from it Colombian 
op rat ions. Similarly, Papua New Guinea bought equity in the Bougainville 
mine while imposing a gradually riSing rate of income ta . 

To share in ownership the host government may obtain an interest in a con-
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tractual joint venture, rather than holding shares in an incorporated entity. 
Tn 1965 the National Iranian Oil Company, for example, provided 50 percent 
of the capital in a partnership for offshorc oil, with the other half invested by a 
consortium of foreign firms. In this arrangement the government retained its 
right to tax. 

When a shift is made in a particular project from a traditional arrangement 
to one that provides for sharing of ownership, the steps may be complex and 
confusing. An illustration is the Chilean government's 1969 purchase of shares 
in Kennecott's subsidiary. In the change, the government acquired 5 I percent 
of the shares in the copper mining operation, but the taxing arrangements were 
revised considerably at the same time. In fact, the result of the combined changes 
appeared to be that the burden on the company of taxation and dividends paid 
to the government remained approximately the same after the new arrangement 
as they were before.36 

The Zambian governmcnt's takeover of 51 percent of the shares in its copper 
operations in 1969 had much in common with the Chilean change. Shares were 
purchased on the basis of book value and paid for with 5 percent government 
bonds. At the same time there was a major revision of the tax arrangement, 
thought by some observers to favor the foreign companies.37 

There are numerous technical difficulties that should be dealt with in the 
negotiation of equity-sharing arrangements. Two important ones relate to the 
rights of one partner to purchase shares offered by another, and the method by 
which any expansion of the project will be financed. In Zambia the copper 
agreements assured the government of rights to acquire shares that a minority 
shareholder wished to sell. In that agreement, funds for expansion were to be 
provided pro rata by all equity holders. 

There are many variations on the equity-sharing theme. An interesting ar­
rangement between the Libyan National Oil Company and Shell Exploration 
(Libya) Ltd. combined some of the features of ownership-sharing with those 
of production-sharing. That agreement provided for a changing division of 
interest in the project. The national company's share began at 25 percent and 
remained at that level until production reached 260,000 barrels per day; it 
was to increase to 50 percent when output reached 500,000 barrels per day. 
Exploration expenses were to be borne by Shell, which also advanced the state 
company's share of capital for development and funds needed for operating 
expenses. The state company was to reimburse Shell for these advances out 
of the state company's share of production?8 

Arrangements that allow workers rights of participation illustrate some varia­
tions on the equity-sharing theme. The Peruvian General Mining Law of 1971 
provided that mining companies were to deduct, free of taxes, 10 percent of 
their net income: 4 percen t as "liquid participation" for Peruvian workers 
and 6 percent for "property participation" by Peruvian workers. 39 The 4 per-
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cent was to go to a workers' cooperative and the 6 percent was to be invested 
as shares in the company held by the workers . Once the workers had shares, 
they would be guaranteed one representative on the board of director. Workers' 
representation on the board thereafter wa to be in proportion to equity own­
ership. 

Still rare in the mid-1970 was direct equity- haring between governments, 
although state companie from developed countrie had fairly frequently par­
ticipated in the exploitation of a developing country's mineral. In early 1973 
Guinea had under consideration the creation of two mixed companies to develop 
the iron ore deposits of Mount Nimba and Mount Simandou near the Liberian 
frontier. The two companies were to include capital from Guinea, Uberia, 
Algeria, Nigeria, and Zaire, as well a from companies from Japan, Yugo lavia, 
and Spain. One motivating factor for including Liberia was to link the Guinea 
operation to the 2S0-km railway running from the LAMCO iron ore operation 
on the Liberian ide of Mt. Nimba to a Liberian port.40 Nigeria decided in 1974 
to take a 5 percent interest in two iron ore companies in Guinea, with an ap­
parent view to establishing a Nigerian iron and tee I industry, which would 
timulate demand for abundant Nigerian coking coal.41 

While a general trend toward some variant of increased government partici­
pation in the equity of mining enterpri e was evident in the early 1970s, some 
countries have had second thoughts as they appronched the j ue, especially 
as the risks became apparent. The government of Sierra Leone had, in 1969, 
stated its intentions of taking a 51 percent share in four major mining companies 
operating there. Interest in equity participation wa apparently inspired by 
events in Zambia, where the government had taken hare in copper operation . 
In 1973, however, the Sierra Leone government, claiming that it did not have 
sufficient liquid assets, gave up plans to take an equity interest in one of the 
companies, Sierra Leone Development Company. The pro peets for high profit 
were dim. Although the company was apparently willing to sell share below 
book value, the equity participation plan, which was beginning to appear rather 
risky, wa replaced with an agreement providing for higher taxe and for govern­
ment representation on the board of director .42 

The success of governments in Latin America and entral Africa in obtain­
ing equity in copper operations in f1uenced still other countries . In 1972 Papua 
New Guinea passed a resolution in it lIouse of Assembly announcing its goal 
of substantial equity participation in mining operations in the country. When 
it was faced with a renegotiation of the Bougainville arrangements in 1974, 
however, the government was confronted with conflicting advice from the 
plethora of advisors it had called upon. Ultimately it ignored the calls for 
more ownership and simply increased the taxes. 

In spite of it complexWes, equity participation will almost certainly con­
tinue to grow in importance. Some countrie eem to view owner hip itself as 
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an objective. In countries where taxes are fixed by the general laws, shared 
ownership provides a way of rearranging the financial benefits on an ad hoc 
basis to reflect bargaining powers. 

Management Control 

Governments often acquire equity for other than purely financial reasons, 
or for the satisfaction that ownership itself provides. It is often assumed that 
more ownership gives more controL Increased control over the operations of 
the foreign firm, either real or imaginary, promises political benefits in addition 
to the possible financial ones.43 The extent of the government's share of con­
trol may be in proportion to its share of equity ownership. As we have indicated, 
however, in many instances, it is not. 

One device for dissociating equity ownership from control is the assignment 
of different classes of shares to the different parties. One class of shares may 
have no voting rights. In some cases holders of a particular class of shares may 
be empowered to appoint a certain number of members of the board of direc­
tors, and those of another class may be entitled to another number, regardless 
of the claims on the assets of the enterprise represented by the shares. The 
1960 LAMCO agreement in Liberia is one example of this kind of arrangement. 
Although each shareholder had . 50 percent of the equity, the holder of Class A 
shares, the government of Liberia, could appoint only five members of the 
board of directors. The holders of Class B shares could appoint six. 

The arrangements for control do not, of course, always favor the foreign 
firm. In a given situation a government may have su [ficient bargaining power 
to insist on a voice in management beyond that represented by its stockhold­
ings. In some cases a government's class of shares may carry certain rights, but 
more commonly the agreement itself simply speCifies the right of the govern­
ment to name a certain portion, say 50 percent, of the directors on the opera­
tion's board. Moreover, it has not been uncommon in modern concessions for 
the government to have a veto right over certain kinds of decisions, regardless 
of the size of its shareholdings. A common mechanism for granting the veto 
has been a requirement that a unanimous vote of the board of directors be 
obtained before certain steps can be taken by the management. The presence 
of at least one government-appointed director can enable the government to 
block a decision. 

Most host governments have chosen not to become involved in the day-to­
day operations of the firm. To make sure that decisions of importance reach 
the board, however, some governments have insisted that agreements require 
a general operating plan to be submitted by the line management for approval 
by the board. The agreement spells out the contents of the operating plan: 
usually production volumes, major investments sales plans, operating budgets, 
and employment plans. The line management is required to operate within 
this plan, or to seek approval from the board [or any departures. In such cases 
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the government and the company are usualJy pleased to keep the government 
out of day-to-day operations, and yet the g vernment is as ured that it can re­
view important decisions. 

Perhaps the two central problems faced by a government in tructuring it 
representation on a board of directors of an extractive operation have been: 
(l) defining those issues in which it i vitally concerned; and (2) a uring that 
its representatives on the board have the necessary technical data to make 
intelligent decisions on matter before the board. The Colombian nickel agree­
ment with Chevron and lIanna Mining Company, mentioned above, illu trate 
one approach to the solution of these problems. 

During the negotiations with the foreign company, the Colombian govern­
ment made a careful appraisal to determine which decision areas were of special 
concern to the government in it role both as a minority partner in the venture 
and as a sovereign power. It determined that there were many area in which 
the interest of the foreign firm and the government would probably coincide. 
Each p~lrty would be interested, for example, in purchasing goods, services, 
technical assistance, and know-how at minimum prices, so long as the supplier 
were not parties affiliated to the foreign investor. The Colombian government 
would have little need for veto power over such mailer. On the other hand, 
the government was able to define certain classe of decisions in which the 
interests of the majority and minority parties t the joint venture might diverge, 
or in which national interests might differ from tho e of the enterprise. These 
elas es of decision included: 

I. The purchase or sale of goods, service, technical a istance, or know-how 
from or to a partner or an afmiate of the major hare holder. 

2. The appointment of a management group and the terms of a management 
con tracl. 

3. The approval of the annual exploration, development, investment, produc­
tion, and budget plans to govern operation under the management con­
tract. 

4. The approval of purcha e by the operator that repre ent expenditures 
over certain amounts. 

5. The geographical I cation of facilities. 
6. The appointment of an auditor for the books of the joint venture and 

the approval of financial statements. 
7. The contents of any annual reports of the joint venture operations. 
8. The mortgaging of any acts of the joint venture. 
9. The purchase or sale of goods, ervice , etc., to or from nations un friendly 

to Colombia. 
10. The use of technology harmful to the environment. 

For decisons of these types, government con ent wa required. 
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After spelling out the areas of concern, government negotiators were worried 
that their representatives would not be sufficiently well-informed to make in­
telJigent decisions in all these matters. To help overcome the e difficulties, the 
government made provision in the agreement for the creation of a technical 
committee, composed primarily of Colombians, whose main task would be to 
assure : (a) that adequate training of Colombians would take place; (b) that the 
government would be apprised of any past or future decisions by the operator 
that would affect its interests; and (c) that technical information and analysis 
would be provided to the government representatives on the board of directors 
so that they would have an adequate basis for participation on the board. 

This approach has its paralJel in the United States, where the idea of provid­
ing and financing an autonomous staff of technical specialists to assist outside 
direct ors in making decisions has been put forward. The proposal has come 
as a response to the increasing recognition that outside board members have 
rarely been equipped to make complex management decisions or to exercise 
effective control over day-to-day management.44 Such a committee promise 
possible help. 

In the Colombian case, the government was the holder of a minority interest. 
Under the increasingly common arrangements whereby the host government 
owns the majority of shares, the problems can be reversed. The task is then to 
provide protection for the foreign company as the minority stockholder. 

In Zambia, where the government held 51 percent of the shares in a particu­
lar copper concession, the private interests were granted the right to veto expan­
sion plans or appropriations for capital, exploration, or prospecting expenditures. 
An agreement in Sierra Leone provides another example of minority interests 
in the hands of the foreign firm. Under a renegotiated agreement with the 
Sierra Leone Selection Trust Ltd. (SLST),45 a new company was formed, 
with the capital held 51 percent by the government and 49 percent by SLST. 
The board of the new company was to consist of eleven directors, of whom 
six (induding the chairman) would be appointed by the govefllment. All the 
operating assets of the old company were to be acquired by the new joint 
company, which would carryon the diamond mining. The government agreed 
to pay for its proportion of the fixed assets of the business by issuing nego­
tiable bonds and to pay for its share of the net current assets in cash. The joint 
company was to be taxed on its profits at a rate of 70 percent. The foreign 
firm was to appoint the first managers to carryon the day-to-day operations 
of the company. 

The agreement had provisions for the protection of the foreign firm, as 
minority shareholder, as well as guarantees for the government. For the security 
of the private firm, an affirmative vote of three-fourths of all the directors was 
required for: 

]. The termination of operations of the joint company or the sale or transfer 
of the assets or rights of the joint company. 
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2. The issue of additional share , the borrowing of funds, the creation of 
charges, the making of loans, or the giving of guarantees . 

3. The appointment or removal of the auditors of the joint company. 
4. Any purchase or sale of any product or a set or any other tran action carried 

out otherwise than on the best commercial terms reasonably available or in 
the normal commercial activi'ies of the joint company. 

5. Any restriction on the effective implementation of agreements with the 
govern ment. 

6. The expenditure by the joint company of any funds or the making of any 
commitment in respect of any new mining operation or facility, or the 
making of any expenditure, con idered by at least three directors to be out­
side the ordinary course of btl iness. 

7. The appointment of any committee, board, or attorney whose powers in­
cluded the doing of certain act . 

Many government officials think that equity-sharing arrangements, uch as 
the Colombian and Sierra Leone ca e , can help in reducing some of the politi­
cal problems associated with foreign activitie in the minerals field. The promise, 
and ometimes practice, of increa ed control in the hands of the government at 
least provides politically useful evidence that the government is concerned about 
national overeignty. Participation in management, whele It actually occurs, 
may provide experience that ha tens the day when the ho t country i able to 
operate its mine without the direct involvement of foreign firm. 

Management Contracts 
Under equity- haring arrangements or in a situation where the foreign com­

pany' shares have been nationalized, the government may want to return 
the foreign firm to the day-to-day management of the operating company's 
activities. The usual device for this is the management contract. 

Zambia provides an example of the u e of a management contract under 
shared owner hip. Part of the terms of the 1969 agreement between the govern­
ment of Zambia and Roan election Tru t (RST), under which the government 
wa to acquire 51 percent equity interest in RST', subsidiary operating in 
Zambia, included provision for epa rate management and consultancy con­
tracts.46 RST was to provide: (I) technical ervices (including prepanng progress 
report, long-term plan report, capital expenditure estimate, advice on operat­
ing problems); (2) general services (including advice on preparation of company 
reports and financial tatement, development and processing of mineral ); 
and (3) pecialized services (including engineering consultancy services, 'taff, 
recru i tmen t). 

Under the management contract RST wa to be remunerated in the amount 
of 0.75 percent of the state operating company's gross sales proceed ', In addi­
tion it would receive 2 percent of the operating company's consolidated prof­
its after certain deductions. RST would al 0 receive an engineering fee of 3 
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percent of specified construction costs of projects and a recruiting fee of 15 per­
cent of the total emoluments payable to expatriate employees during their 
first year. 

Under a separate sales and marketing contract RST was to receive 0.75 per­
cent of the gross sales proceeds of all sales of copper metal throughout the 
world, and 2.5 percent on cobalt sales. 

Copper mining in the Congo illustratoo the possibilities for using management 
contracts after a complete nationalization. In 1967 the Congo (now Zaire) 
government took over the Belgian-owned Union Miniere du Haut Katanga, 
without compensation. In 1969, however, the government and the Belgian firm 
reached agreement on compensation and on an arrangement under which the 
company would provide management assistance, on a fee basis. 

No standard terms have developed for management contracts. In some, re­
muneration has been based on sales volume and expenses incurred. Others 
have turned to a share of profits, with a hope that the managing firm would 
have an incentive to increase efficiency. Whatever the basis of compensation, 
the interest of foreign firms in management contracts has generally been limited, 
unless they have some equity ownership or <Ulother form of access to a signi­
ficant portion of profits. In most cases where management contracts have been 
successful, the foreign firm has had a clear and strong interest in the success 
of the operation. Where the firm's downstream operations depend on inputs 
from the project it is managing, the conditions may be met.47 In any case, 
experience suggests that the host government can face tough administrative 
problems even with management contracts. There have been numerous cases, 
for example, where the managing enterprise has Siphoned profits out of the 
project managed under contract through purchases from affiliates of materials 
at prices far above those that would be available elsewhere. 

PRODUCTION-SHARING, SERVICE, AND 

WORK CONTRACTS 

Some agreements have gone beyond the modern concession format in which 
the foreign firm holds equity in the facilities. Under some arrangements the 
government simply purchases the services of a foreign enterprise that has no 
ownership intere~t in the producing company. Service contracts, work con­
tracts, and production-sharing arrangements provide examples of agreements 
that in varying degrees reflect tllis structure. 

Some of the most confusing terminology surrounds these three types of 
agreement. In the early 1970s such arrangements were still, as one commen ta­
tor observed earlier with regard to service contracts, "too new and too few to 
have developed any very pronounced standardization in name, form, or sub­
stance. ,,48 

In theory, under aU three arrangements the foreign firm is a "contractor," 
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not a conce ion holder or partner. The investor is a "hired technician" rather 
than the "operator of a sub oil interest." In practice the line between the con­
ventional concession contract on the one hand and a service, work, or produc­
tion-sharing contract on the other ha been less than uistinct. And the 
boundarie dividing service contr~lcts, work contracts, and production-sharing 
agreemen ts from each other have often been very blurred indeed. 

Service and Work Contracts 
Pedlap the mo t basic content of service and work contracts i illustrated 

by mineral agreement in [ndone ia, negotiated between 1966 and 1973, for 
copper, nickel, and tin opera!" ns. Indonesia adopted the terminology of "work 
contract" fOI these arrangements. The essential feature of the e contract was 
that the title to the ore remained with the government until it was extracted. 
In other re pects, however, the Indone ian work contract were quite similar 
to the traditional concession, and quite dissimilar to the service contracts of 
the Middle East. For example, the Indonesian contractor imply paid a cor­
porate income tax, although sometime at special rates, on his profit from 
the sale of the ore.49 And the ownership of the mining facilitie was unambigu­
ou Iy vested in the hands of the foreign firm. 

learly, more has usually been implied in the terminology of service and 
work contracts than wa evident in the case of the Indonesian agreements for 
hald mineral. Pas ing of title is usually, in practice, not much more than a 
legal nlcety.so In fact, if no more is meant, many of the traditIOnal concession 
in IIispanic law countries would technically qualify, ince according to the 
legal tradition the title to Ole bodies resides automatically in the state, although 
many concession documcnts in those countries have carefully skirted the issue 
of titlc. 

The lise of the terms ervice or work contracts usually implies a rather dif­
ferent relationship from that which is understood under typical conce sion 
agreements. The foreign firm is considered to be working as a contractor, in 
some sense, for the host govelnment. The foreigner'S service may be paid for 
in cash or kind. His remuneration could be based on an annual fixed fee, but 
he generally receives reimbursement for actual cos!s plus a payment based 
on profits. 

The 1966 agreement between the National Iranian Oil Company (NIOC) 
and the French state agency, Fnterpri e de Recherches et t!' Activites Petroll­
eres (tRAP) and FRAP's subsidiary, Societe Francaises de Pet role d'l ran 
(SOFIRA ). provide a typical model of what is u ually understood us a ervice 
or work contract. 1 he agreemcn t avoided words of direct grant and described 
hRAt> and OI·IRAN a contractors. ERAP agreed to provide the risk capital 
for the exploration, and its subsidialY agreed to provide the technical know-how 
and services and to serve as general contractor. The oil produced was to belong 
to NIO ,an essential point of the agreement, but sale to FRAP of a percentage 
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of the oil produced was guaranteed at an agreed price. ERAP also agreed to act 
as a broker and to sell certain quan tities of crude oil on behalf of NIOC on the 
world market. Funds advanced by ERAP for exploration and development 
were to be repaid after oil was produced in commercial quantities. 51 

As in the ERAP case, most arrangements have called for the foreign firm to 
bear the risk of exploration. Some agreements have treated development ex­
penditures as an interest-bearing loan from the foreign firm to the government, 
which could be repaid in cash or kind. In other arrangements the company 
would bear these expenditures entirely on its own account. The only commit­
ment to the company would be that, as contractor, it was guaranteed a certain 
amount of the production to cover costs and proGts. 

Arrangements in Bolivia were similar to the NIOC-ERAP agreement, but 
the terminology was rather different. Under the 1972 Bolivian general law 
relating to hydrocarbons, Yacimientos Petroljferos Fiscales Bolivianos CYPFB), 
the Bolivian state oil enterprise, was authorized to enter into "operation con­
tracts."S2 Under these agreements, the contractor would initially bear all the 
costs and risks of exploration and exploitation, but would eventually be com­
pensated for expenses incurred during the exploitation phase should oil be 
found. All hydrocarbons produced by the operator were to be delivered to 
YPFB. YPFB retained, at wellhead prices, the volumes necessary for paying 
national and departmental taxes. Part of the balance was retained by YPFB 
and a portion was to be delivered to the contractor. 

The 1972 Bolivian law made provision for "petroleum service contracts" 
as weIJ as "operation contracts." These petroleum service contracts were of a 
very special nature: they could be entered into by either YPFB or an operation 
contractor to engage a third party to perform a specialized task such as market­
ing, transport, or refining. 

Venezuela also has negotiated agreements that are labelled service contracts, 
but with a rather different meaning from Bolivia's petroleum service contracts. 
In Venezuela a service contract for oil in South Lake Maracaibo between Cor­
poracion Venezuela de Petroleo and Shell provides an example. Under this 
arrangement the financing was to be provided by Sheil, the contractor. After a 
three-year period, a formula came into operation requiring the contractor to 
surrender a part of the contract area that is likely to have oil. During the operat­
ing period, the contractor would retain 90 percent of the oil, with the remainder 
going to the state corporation. Shell would pay to the government a royalty of 
16.6 percent and an income tax of 60 percent, based on a kind of posted price. 
The state firm would receive 5 percent of the royalty going to the government, 
and a portion of Shell's after-tax profit, varying from 0 to 55 percent when 
the nel profits were more than 50¢ per barrel. 53 

As with equity-sharing arrangements, the amount of supervision exercised 
by the government, or a state enterprise, over a contractor has varied from case 
to case. In many situations government control has been more theoretical than 
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actual. In other cases it has been very real. The problems facing the government 
that has granted a service contract are akin to those faced by government direc­
tors on tbe board of a venture in which the government shares equity ownership. 
Withou t assistance, perhaps from a technical committee of the type attempted in 
the Colombia-Hanna-Chevron agreement mentioned above, government repre­
sentation may generate little influence over decisionmaking. 

Actual agreements have differed with regard to the mechanism through which 
the government is to participate in management. The 1972 Bolivian general law 
relating to hydrocarbons provided, in the case of an operation contract, for a 
control committee composed of representatives of YPFB. That committee was 
to approve all budgets, programs of work, and methods of operation, as well 
as to perform audits, among other things. In the Venezuelan agreement with 
Shell, there were joint operating committees. In addition, the state firm could 
exercise influence by taking up an option to purchase 20 percent of the equity 
in the contracting firm. 

Production-Sharing Agreements 
Along with service contracts, production-sharing agreements have become 

popular. The term production-sharing agreement could, perhaps, be reserved 
ror arrangements whereby the foreign firm and the government share the output 
of the operation in predetermined proportions. In practice the term has been 
applied to almost any kind of arrangement in which there is at least an option 
that the firm and the government receive their benefits in kind rather than in 
cash. The distinction between service contracts and production-sharing contracts 
had become one of small technicalities as they had evolved by 1975. 

Perhaps the purest example of production-sharing agreements were the 
so-called co-production agreements that had been negotiated for manufacturing 
by Western firms in the Communist countries of Eastern Europe. Typically, 
the Western firm provided licenses, machinery and technical assistance. It 
agreed to accept a certain amount of the product of the firm in payment. 

For raw materials in the developing countries, the agreements have generally 
been more complex, partly as a result of Ule fact that the foreign investor has 
contributed more than simply technical know-how and partly because of the 
greater risk usually involved. A number of petroleum agreements negotiated in 
Indonesia illustrate production-sharing arrangements for raw materials. The e 
arrangements are of two distinct types: (1) those reached under the Sukarno 
regime between 1960 and 1965; and (2) those that emerged in the eady Su­
harto period. 

In the years 1960-65, most foreign-owned enterprises in Indonesia were 
taken over by the government. At the same time, however, the government 
negotiated a number of production-sharing agreements, primarily with the 
Japanese.54 Production-sharing was characterized "as the preferred form of 
foreign investment.,,55 The basic theory behind these agreements was that tlley 
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called for "redeemable fixed interest 10ans"s6 by the foreign company to the 
government. The loan would be repaid by the government within a stipulated 
time in the form of an agreed percentage of the product of the project. Under 
these arrangements the foreign investor was generally regarded as a creditor, 
rather than as a partner or contractor, even though he was responsible for cer­
tain services. Principal, interest, and remuneration for technical and marketing 
cooperation were to be paid to the finn only with a percentage of the annual 
product valued at world prices. The Indonesians negotiated such production­
sharing agreements for timber, oil, nickel, and a number of other commodities. 

The change of government in 1965 brought with it corresponding changes 
in the form of production-sharing contracts. The new production-sharing agree­
ments bore only superficial resemblance to the production-sharing agreements 
of the 1960-65 period or to traditional concession contracts. These contracts 
were negotiated only for petroleum exploration and development; the govern­
ment adopted different forms of contract for other minerals and for timber. 

By early 1971 some thirty-six foreign companies had negotiated the new 
style agreements with Pertamina, the state oil company. These agreements 
were entered into by small and medium-sized firms, as well as by such large 
international enterprises as Shell, Compagnie Franr;aise de Petroles, Gulf, BP, 
and Mobil.s7 

Under these arrangements the foreign companies were "contractors" to 
Pertamina. Although the terms of the various oil contracts varied in some 
particulars, the production-sharing contract between P.N. Pertambangan Min­
jak Nasional (pertamina) and Phillips Petroleum Company (1968) may be con­
sidered typical of the genre. Under the terms of the agreement, Pertarnina was 
responsible for the management of the operations. Phillips was made responsible 
to Pertamina for the execution of operations and provided all financial and 
technical assistance required for the operations. Phillips carried the risk of 
operating costs (which included the costs of exploration and development), 
and was required to market all of the crude oil produced, if Pertamina so re­
quired. 

The two key elements of the agreement that distinguish it from the simple 
service contract are that (l) Phillips was entitled to recover, in the form of oil, 
operating costs up to an amount equal to 40 percent per calendar year of crude 
oil produced; and that (2) of the balance of oil, Pertamina took 65 percent and 
Phillips received 35 percent. While it was provided that "Phillips shall be subject 
to the income tax laws of the Republic of Indonesia and shall comply with the 
requirements of such laws," Pertamina undertook to pay such taxes on behalf 
of Phillips. Title to Phillips' portion of oil (including the portion to be sold to 
recover operating costs) passed to Phillips at the point of export. Title to equip­
ment purchased (not leased) by Phillips was vested in Pertamina when the 
equipment was landed in Indonesia. 

Two important pricing provisions were included in the contract. All sales 
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to third parties were to be valued at net realized price f.o .b. field terminal 
received by Phillip unles Pertamina found a more favorable market, in which 
case tlus market price was to be used. ales to affiliates were to be valued by 
using "the weighted average per unit net price f.o.b. field terminal received by 
Plullips for sales to Third Parties during the preceding three (3) calendar 
months."s8 Any commissions paid to affiliates in connection with sales to 
third parties were not to exceed the " customary and prevailing rate." 

The pricing provisions gave important protection to the government against 
the firm's underpricing of oil sold to affiliates. In addition, the fact that Perta­
mina had the option of taking its share in oil rather than money provided further 
protection. If the government was not satisfied with the price of sales to afmi­
ates (or to nonaffiliates), it could take payment in crude oil and attempt to sell 
it to a higher bidder. 

In a production-sharing arrangement such as the Pertamina-Phillips Petroleum 
agreement, the host government must be concerned not only with sales to 
affiliates. The costs of operations, although limited to 40 percent, must be cal­
culated to determine the amount of oil that goes to each party. The problem 
was rather more than in the earlier agreements, which provided only for the 
repayment of predetermined "debt." Slippage in the amount of income ac­
cruing to the government could occur in the calculation of these "operating 
costs" incurred by the company under post-1965 agreements. Such deductions 
must be given the quality of scrutiny that would be given by a government tax 
office to deductions from gro s income in a traditional concession agreement. 

Several production-sharing agreements negotiated in Indonesia after the 
Phillips Petroleum contract added a new provi ion requiring the contractor to 
offer a stated percentage of his "contractual rights and obligations" to an Indo­
nesian participant as soon as commercial ales were made. S9 Depending 011 the 
particular contract, the local participants could be either individuals. corpora 
tions, or state entities. Typically, the portion required to be offered to Indo­
nesian participan ts was ei ther 5 or 10 percen t. 

It is not surprising that most of the production-sharing agreements have 
been in the oil indu try. For the arrangements to be of significant benefit to the 
ho t country, the government J11U t be able to sell domestically or on foreign 
markets a share of the output of the extractive operation. This has been po sible 
for oil, as was effectively demonstrated in 1973, as oil producing countries made 
the most of tileir "participation oil." For many other minerals, ales of large 
qUantities on spot market can not be arranged ea ily . In many indu tries the 
govern men t must depend on the foreign firm to sell to affiliates and to arrange 
long-term sales contracts with other firms in the industry. In fact, even oil 
agreemcn ts usually make some provision for the company to take the govern­
ment's hare of the oil. At times the co t to the company can be high. In Augu t 

1973, Occidental had to buy back LIbya' hare at 4 .90 per barrel, a pnce 
that appeared at the time to be high 32¢ above the po ted price.60 Soon there-
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after, the price structure had changed in such a way that most producing coun­
tries were selling, on the open market, some of the participation oil that had 
previously been sold through the companies' marketing channels. 

There have been signs that the changes in structure of other minerals indus­
tries may increase the attractiveness of production-sharing in those industries. 
The nationalizations of copper operations in the late 1960s and early 1970s 
have shown that host countries can sell their own copper.61 With more open 
markets the production-sharing model may have something to offer govern­
ments. For example, the 1970 OMRD Ecuadorian copper agreement called for 
the government to take its royalty payments in the form of ore, if it so chose.62 

Some other industries show similar possibilities. A 1974 agreement between 
iger, ontinental Oil Company, and the French Atomic Energy Commission 

(CEA) gives the government the right to market its share of uranium pro­
duced.6J 

THE FUTURE OF THE NEW STRUCTURES 
FOR AGREEMENTS 

The 1960s brough t major innovations in the structure of mineral agreements. 
Most important, the new structures have broken the tight link between owner­
ship, control, and financial risks and benefits that was inherent in the traditional 
concession. Arrangements have been negotiated that have repackaged these 
elements in ways not feasible under the old structures. Because ownership and 
control have become important political symbols in most developing countries, 
new contractual forms have been created to allow greater freedom in allocating 
ownership, control, and financial risks and benefits in ways that satisfy both 
the economic and new political imperatives. Where a foreign firm is considered 
important for its financial, technological, or marketing contributions, the new 
structures permit the negotiation of agreements that grant control and financial 
arrangements reflecting the bargaining powers of the parties. Ownership can be 
allocated in a way that makes the presence of the foreign firm politically accept­
able in the host country.64 

fn some cases ownership has had symbolic or real meaning for the foreign 
firm as well as for the host government. In many cases extractive firms have 
resisted arrangements that would leave them with less nominal ownership than 
that to which they have become accustomed, even though the financial and 
control aspects of the proposed agreements might be perfectly satisfactory. In 
other cases the problems facing the private managers considering innovative 
arrangements have been real. They have worried about how to explain the new 
structures to shareholders, how to set up insurance against expropriation and 
other risks on assets they do not own, or how to raise loans on property to 
which they do not have title. Usually, however, resistance from management 
seems to have been based less on economic and legal grollnds than on the YlIl­
bolic meanIng of ownersllip. 



The Agreements: Structures and Substance 53 

Managers have increasingly recognized that financial benefits their principal 
objective need not be completely linked with control. And control need not be 
linked at all with ownership. 

The new forms of agreement will almost certainly spread to a number of 
industries where they have not been common . In some instances the new ar­
rangements will not generate significant shifts in the allocation of fmancial 
benefits. But in industries in which bargaining powers continue to shift in favor 
of the host country, and where host country negotiating skills are sufficient, 
the changes will be more than political. There will be real changes in who con­
trols the operations and who receives the financial benefits from the projects. 

It appears that many of the innovations for minerals typically governed by 
traditional arrangements come from firms that have had experience in other 
ind ustries. Petroleum firms, in their efforts to diversify, are expressing a willing­
ness to transfer the structures of petroleum agreements to hard mineral opera­
tions such as copper. They have learned that some of the ways of repackaging 
ownership, control, and financial claims are feasible and acceptable to manage­
ment. The concept of ownership has lost some of its significance for managers 
of companies that have had expenence with arrangements in which the company 
has had sufficient control over critical deci ions and ha received attractive 
financial benefits with little direct claim to ownership. 

Yet while the new forms of agreement have provided way of haring sym­
bolic power and economic benefits in ways that the traditional concession 
could not, they have not eliminated the complex technical problems relating 
to the allocation of financial benefits and financial risk. The technical issue 
remain no matter what the structure of the agreement. 

NOTES 
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of oil. Compare, e.g., COlltract of Work between the Republic of Indonesia and 
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and Production-Sharing Contract between P.N. PertaminG alld Phlllips PetroleulIl 
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sharing arrangements. See, e.g., Contract of Work betweell P.N. Pertamballgan 
Milljak Nasiollal and P. T. Stanvac Indonesia (1963), reproduced IIl/ntemational 
[Legal Materials 3 (March 1964): 243. The reccnt hard mineral "work contracts" 
provide [or the imposition of a normal corporate income tax. ee Contract of 
Work between Republic of Illdonesia alld P. T. Kennecott Indonesia (Novem­
ber I, 1969). 

3. COlltract of Work between Republic of IndoneslQ and P. 7~ I\ellllccott 111-
donesia (November I, 1969). 
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Chapter Three 

Financial Provisions 

At the heart of all negotiations of concession agreements i the problem of allo­
cating the financial benefits and risks between the parties. Whether government 
income is based on royalties, income taxation, equity-sharing, production-shar­
ing, or some other teclmique to apportion the revenue of the operating com­
pany, the allocation of the e benefits and risks is seldom a simple matter. 

There are numerous pitfalls that the parties to a negotiation may encounter 
in their attempts to allocate the income of a concession. The possibilities for am­
biguities in the contract and for misunderstandings on one side or the other are 
manifold. Although these problems arc presented in this chapter primarily in 
terms of the two most usual devices for sharing income royalties and income 
taxation the various warnings we raise in connection with these two revenue­
sharing techniques are also gcnerally applicablc to equity- hanng and production­
sharing arrangements, and other methods of allocating income that are growing 
in popularity. 

The effectivc tax rate and thc allocation of ri ks are two problems basic to 
concession negotiations. We refer herc primarily to risks that profits, grade of 
mincral, and costs of production may diffcr from original forecast. Choices 
bctween royalties and income taxcs as the basic source of host country revenue 
will, to some extent, reflect conccrns about risk allocation. 

The major sources of ambiguities and misunderstandings concerning fmancial 
allocations have generally involved prices to be used in thc determination of 
gross revenue, the calculation of depreciation, amortization, and depletion al­
lowances, and thc deductions 10 be allowed fOI payments to aff1liated cntcrpri es 
for purchases of goods and services and for interest on debt. 

learly, many of the financial issues are so complex that we cannot, in the 
space of tills chapter, do full justice to tnem. Our goal is simply to draw atten­
tion to the primary problems and to suggest some of the pos ible responses 
and approaches to resolving them. In many instances, once the parties are alerted 
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to the possibility of a problem, they will want to turn to some of the highly 
specialized literature. The references in the notes section at the end of this 
chapter will, in many cases, provide useful starting points. 

In Chapter 1 we argue that an examination of relative bargaining powers is 
a useful way of gaining an understanding of how the benefits of a particular 
project are likely to be allocated. It is tempting, but misleading, to look for the 
results of bargaining simply in the royalty rates, the tax rate, or the division 
of gains spelled out in profit-sharing or other formulas. Generally, the financial 
flows are sufficiently complex that rates alone seldom reflect the full picture of 
how benefits and risks are borne by the parties. Other factors are involved. 

One factor is the determination of who bears the initial costs and risks of 
exploration. Where the foreign investor carries these costs and risks, it is pos­
sible that this fact is reflected in the tax rate, particularly where there are not 
separate exploration and exploitation contracts. The 1967 Indonesia Freeport 
Sulphur Copper Agreement is one example of this. The low tax rate in that 
agreement is said to have been a function, in part, of the high risk carried by 
the company in exploring and developing a resource in a geologically uncertain 
region. 

The risk is not always so high nor is it necessarily borne by the company. 
Often, the deposits are well known. fn some cases the government has under­
taken some of the exploration. In the early 1970s some initial exploration was 
being conducted by the United Nations Development Programme on behalf 
of developing countries. 

The source of finance for infrastructure may also be a signif1cant factor. 
If the host government fmances capital expenditures for infrastructure necessary 
to the project, as is becoming more common, the company's expenses will be 
accordingly decreased. The International Bank for Reconstruction and Develop­
ment (the World Bank) has become one important source of finance for infra­
structure that in earlier days would have been financed by the foreign investor. 
Funds from the World Bank Group have been used, for example, to finance 
the Shashi power, water, railway, and township project in connection with the 
Botswana Roan Selection Trust nickel and copper operation; the Boke railway, 
port, and township project in connection with the international aluminum 
consortium operation in Guinea; and the REFFSA Minas Gerais-Sepatiba Bay 
railway link in Brazil serving the MRB iron ore mine. In each of these cases 
the loan was made to the host government or one ofits agencies. l 

The effects of the various financial flows on govern men t and company 
income can be captured in the calculation of discounted cash flows. Although 
such calculations are practically routine for private investors, they are all too 
rare on the part of host governments? Where governments have attempted to 
estimate the cash flows that would accrue to them under alternative arrange­
ments and in the light of alternative assumptions about future prices for raw 
materials and costs of production, the exer(.lse has usually had its rewards in 
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terms of better understanding of fmancial issues and higher financial rewards. 
Such calculations do not, of course, take account of social benefits and costs. 
Trade-orfs between such benefits and costs on the one hand and financial 
benefits and costs on the other may be very significant. It may be possible in 
many cases for the government to approximate the costs of social objectives, 
in financial terms. If this is so, the trade-offs between social and financial bene­
fits and costs can be made much more intelligently. 

ROYAL TIES 

As pointed out earlier, a number of years ago royalties were the primary source 
of revenue for the majority of concession arrangements. By the early 1970s 
they played only a minor role in most agreements. But there were still a number 
of arrangements in which they remained an important source of government 
revenue. And in many agreements they still served the role of placing on the 
company a part of the risk of high costs or low prices for the mineral. 

The royalty payment required in a specific agreement may be based on a 
physical unit of production or shipment or on the value of the production or 
shipment. The rate may be constant for a particular mineral or it may vary 
with the quality or price of the ore. The royalty may be deductible for corpo­
rate income tax purposes, it may be credited again t sllch taxes, or it may be 
neither deductible nor creditable. If based on value, the royalty may be based 
on actual realized prices or on a reference, or "posted," price. The royalty may 
be taken in cash or kind. 

Royalties based on physical units of productionJ have been the easiest to 
administer since they do not involve price determination. They have tended, 
however, to decrease in "real" value in the face of inflation over the life of a 
concession agreement. To minimize the erosion of value and to capture for 
the government some of the increased profits when prices of the raw materials 
rise, many agreements have abandoned the physical unit basis in favor of a 
royalty based on value.4 The reference is ordinarily the sales price of the ore 
or a published price of the ore. 

In spite of the advantages, the problems of administering a royalty based on 
sales price may be considerable. Many mining ventures sell much of their output 
to aff1liated customers. The price at which uch a transfer takes place within 
the enterprise is likely to reflect tax, tariff, or management control problems. 
And there may be no open-market price that can be used for purposes of ad­
justing the "transfer price." In an effort to avoid tile pricing problem, some 
royalties have been based on a downstream product. Such a price may be used 
when it is observed to vary roughly with the value of the ore. 

Jamaica provides examples of royalties ba ed on volume and 011 a d WI1-

stream product. [n its efforts to increase conces ion income, the Jamaican 
government, in 1974, announced plans to base new royalty payments for baux-
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ite on the price of aluminum ingots (a downstream product) rather than the 
tonnage of bauxite extracted as provided for up to that time.s Jamaica's move 
was followed by a similar step in Guyana. 

The treatment accorded royalties in the calculation of income tax liability 
is usually critical to revenue allocation. In cases where royalties are credited 
against income taxes, the royalties are counted as a payment toward income 
taxes. In these instances the royalty serves essentially to assure that the govern­
ment receives a minimum tax payment based on production volume, no matter 
what happens to costs and prices. Some agreements have a provision that re­
quires the company to make a minimum annual payment no matter what level 
of production is attained. The royalty is primarily a device for allocating risks. 
An arrangement equivalent to a credited royalty was provided for in the 1967 
Indonesian Freeport Sulphur Copper Agreement which called for a base tax 
payment of 5 percent of sales, increasing in later years to 14 percent. 

In cases where the royalty is not credited, royalties have usually been treated 
as deductible expenses for the calculation of income taxes. In such arrange­
ments the royalty has served to raise the total financial flows to the government 
above what they would be under the credit system, in addition to serving as a 
floor on company payments, guaranteeing the government revenue when profits 
are low or when profits disappear. 

There is a third alternative, under which the royalty income is supplemental 
to taxation income. The royalty in this case generates neither a credit nor a 
deduction for income tax purposes. This was the proposal presented in Canada 
in 1974, to be accompanied by a standard abatement in the income tax rate. 

The importance of how royalties are handled is apparent from a simple 
illustration: take a mining company that exports 5 million tons of ore at $6 a 
ton with production costs of $4 a ton. Let the agreement call for a royalty of 
50¢ a ton and an income tax of 50 percent. 

1. If the royalty is not deducted as a cost of business (expensed), and not 
credited against income tax, the income will be allocated as follows: 

Gross receipts $30,000,000 
Costs 20,000,000 

Net profits 
Income tax 50% 
Royalty 50¢ 

10,000,000 
5,000,000 
2,500,000 

Government share 7,500,000 
Company share 2,500,000 

2. If the royalty is deducted as a cost of business, but not credited against 
income tax, the following allocation of income results: 

Gross receipts $30,000,000 
Costs 20,000,000 
Royalty SO¢ 2,500,000 



Net profits 
Income tax 50% 
Royalty 50¢ 
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7,500,000 
3,750,000 
2,500,000 

Government share 6,250,000 
Company share 3,750,000 

3. If the royalty is not deducted as a cost of business but is instead credited 
against income tax, the income allocation takes the following form: 

Gross receipts $30,000,000 
Costs 20,000,000 

Net profits 10,000,000 
Tentative income tax 50% 5,000,000 

redit for royalty 50¢ - 2,500,000 

Net income tax 2,500,000 
Government share (royalty 

plus income tax) 
Company share 

5,000,000 
5,000,000 

The question of whether royalties are to be credited or "expensed" became 
a major issue in the oil intlustJy in the early 1960s; and in 1964 agreement 
was reached between most of the OPEC countries and the oil companies to 
the effect that, in the future, royalty payments would be expensed rather 
than credited in the calculation of income taxes.6 The effect was an increa e 
in the tax burden imposed on the companies. Although the expensing of 
royalties has become the general pattern in petroleum, the practice in other 
industries had not become uniform by the mid-1970 . 

Not only has there been little tandardization in the methods of levying 
royalties, but there al 0 appear to be only limited standards for appropriate 
levels of royalties, even within particular industries. Part of the difficulty, 
of course, has been in the complexity of tax arrangements. ince royalties 
have been combined with income tax in most agreements, and since there are 
alternative ways of handling royalties vis-a-vis income taxes, a nominal rate 
in one agreement may generate a tax burden very different from the same 
rate in a different agreemen 1. 

opper again provides an example of variations of rates among different 
agreements. Freeport Sulphur in Indonesia paid no conventional royalty under 
its 1967 agreement. Kennecott, in the ame region, was to pay a royalty of 
3.6 percent, based on the value of sales. Papua ew Guinea, nearby, wa to 
collect 1.25 percent of value from copper out f Bougainville. In Zambia be­
fore 1969 royal tie were 13.5 percent of the value of ore ovel a certain ba e 
line. Royaltie increased progre sively to 40 percent on an increment of value. 

Rate are not alway specified. Formulas are occa ionally used. The 1974 
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Mining Development Law of Ecuador provided, for example, that royalties on 
metal ores were to be computed by dividing the gross profits by the "updated 
investment." The result would be the percentage to be collected from gross 
profits in the form of royalty. The percentage was not to exceed 16 percent. 
The updated investment was to be the sum of the net amount of capital assets 
subject to depreciation at a particular date (apparently the beginning of ex­
ploitation activities), the operating capital required for carrying on work for 
two months, and the expenses incurred in the exploration and preliminary 
production stages. At the same time, royalties on nonmetal ores were more 
conventional, to be 4 percent of the value of production.7 

Royalty rates have sometimes reflected the quality of the ore. Some coun­
tries have offered lower royalty rates for low-grade ores to compensate for 
the higher costs of extraction and to encourage firms not to ignore the low-grade 
ores. Ecuador, for example, in its agreement with OMRD of Japan, specified 
a table of royalties that varied with the grade of the copper ore. Although 
there are apparently no relevant data on the behavior of mining companies, 
a high royalty, it is thought, discourages the extraction of marginal ores. Often 
low-grade ores can be profitably extracted only at the time of extraction of 
the higher-grade ores. In a similar manner, royalties can discourage moving into 
additional stages of ore beneficiation. 

Occasionally the problem is one of encouraging the development of a gener­
ally low-grade field. In late 1972 it was argued by Nigerian tin miners that, 
because of the high rate of royalties, only the highest yielding fields- those 
yielding over 0.75 pounds of tin metal per cubic yard- could be mined eco­
nomically. A reduction in royalties was urged to encourage operators to begin 
extracting the generally untouched extensive low-grade ore fields on the Jos 
Plateau.s 

Finally, it should be noted that the imposition and handling of royalties 
has had, in some cases, important ramifica tions for taxes imposed on the com­
pany in its home country, as well as in tlle coun try in which the mining was 
being done. Taxes paid by their firms abroad have been handled differently 
by various advanced countries. Either through unilateral legislation or through 
double taxation agreements, the tax systems of advanced countries take into 
account the need for their firms operating abroad to pay foreign taxes. Many 
allow a credit for taxes paid abroad as if they had been paid in the home coun­
try. Thus an income tax at a 25 percent rate paid in a developing country 
would count as a credit toward the tax bill on that income in the home country. 
In general, however, credits have been limited to payments of taxes that quali­
fied as income taxes. Royalties might not count as an income tax, since the tax 
base is not income.9 Thus, a firm may receive a full credit for income taxes 
paid in the developing country, but receive only a deduction for royalties paid 
there. Obviously such companies have favored income tax arrangements in 
preference to equivalent royalty arrangements where the royalties have not 
given rise to tax credits. 
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In some cases proper structure of the tax may not be enough; the label itself 
may be an important factor. In the United States two types of foreign taxe 
are creditable: income taxes and taxes paid in lieu of income taxes. In either 
case a foreign levy must not only meet the test of being based on income (as 
understood in United States tax law) but must also meet the test of being a 
tax rather than some other type of payment. In some ca es, payments denom­
inated income taxes have qualified while imilar levies denominated royalties 
have not. 10 

INCOME TAXES 

Although the central administrative problem of many royalty arrangements is 
the determination of appropriate prices on which to base the calculation, income 
taxation presents problems not only of determining sales prices (or calculating 
gross income), but also of determining appropriate deductions to arrive at net 
income. In fact, many of the issues concerning deductions result from the fact 
that goods and services are purchased from firms affiliated with the foreign 
investor. 

The inadequacies of the general tax laws and administration in many develop­
ing countries have usually caused a con iderable burden to be put on the con­
cession agreement. Many arrangements have required detailed ta provisions in 
the ad hoc agreements. 11 The importance of the general tax laws is illustrated 
by a comparison of the Australian and anadian concession contracts with 
those of the less-developed countries. Canadian timber agreements and Austra­
lian iron ore agreements, for example, have said nothing about the income 
tax. 12 The long history of international firms in Australia and Canada has led 
to general tax laws, supplemented by general tax provi ions relating to ex­
tractive industries, that deal with the particular problems caused by the opera­
tions of the foreign firm. In these countries it has been satisfactory to submit 
the foreign extractive enterprises to laws of general application for income tax 
matters. 

In contrast, in such countries as Liberia, Ethiopia, Indonesia, and Malaysia, 
special tax provisions have been negotiated, on a case-by-ca e ba is, in the 
concession arrangements themselves. 

The incorporation of elements of tax laws into ad hoc agreements rai es a 
number of technical problem. We have elected for discussion those that have 
proved to be of special importance in negotiations with foreign extractive 
enterprises; the discu sion is not intended to be a general treatment of all the 
problems of corporate income taxation.13 

Gross Income 
Issues concerning the calculation of gross income have arisen frequently in 

negotiations. Two key problems have involved the source of income tilat will 
be taxed and the prices that would govern the sales of the enterprise. 



66 Negotiating Third-World Mineral Agreements 

A few agreements have attempted to subject to the tax regime of the host 
country not only the income of the operating company but also part of the 
worldwide income of the corporate system with which the operating company 
was associated. We have mentioned the early agreement in Persia with Anglo­
Persian Oil Company, in which the Persian government claimed a right to share 
in the profits of all companies "dealing with oil extracted under the concession, 
whether or not such companies operated in Persia.,,14 

For practical administrative reasons, these early attempts to reach the world­
wide income of a network of extractive companies were unsuccessful. More 
recently, and more typically, only revenue earned by the local partnership or the 
locally incorporated company has been subject to tax under the mineral agree­
ments in developing countries. Although in some cases the worldwide income of 
a local subsidiary has been subject to tax in the developing country, generally 
tax is limited to income derived from local operations. The 1955 Libyan Petro­
leum Law provided, for example, that the host country shall impose a tax on 
income "resulting to the concession holder from his operations in Libya." This 
was defined to include, in relation to crude oil exported by the concession 
holder, total gross receipts realized from exports. Exactly what is to be included 
in income "resulting from [local] operations" has not, however, been self­
evident. United States income tax law, for example, has provided a number of 
rules that have been elaborated by specific regulations for determining whether 
income "shall be treated," for tax purposes, as income from sources within the 
United States. IS Some of these rules have become very complex. 

In some cases the question of defining what income is a result of local opera­
tions has been handled by treaty. Agreements for the avoidance of double 
taxation have provided that, with regard to income derived from the sale of 
goods purchased, manufactured, or produced in one country and sold in another 
by a single entity, the source of the profits should be allocated in a specified 
way between the two countries involved. For example, a treaty between India 
and Ceylon provided that half the income from goods manufactured by, or on 
behalf of, a person in one country and sold by him in the other country through 
a branch or regular agency would be subject to tax in each country. Profits on 
the sale of metal ores, minerals, mineral oils, and forest products extracted by 
a firm in one of the countries (the firm having no branch in the other country) 
and sold to a purchaser in the other without further processing were to be 
taxed solely by the country in which minerals or timber were extracted. If 
the minerals or timber were sold in the other country through a branch or regu­
lar agency in the second country, 75 percent of the income was to be taxed 
by the first country and 25 percent by the second.16 

Once the basic source rules are established, many host countries have found 
it necessary to deal with the problem of allocation of income between two 
separate operations within the local company. The problem arises, for example, 
when agreements make special provision for the exclusion or special treatment 
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of income from processing facilities. Under the 1958 "Brokopondo" agreement 
between Alcoa and Surinam, Alcoa was to pay a 35 percent rate of tax on its 
bauxite operations and a 30 percent rate of tax on its alumina operation. l ? In 
some cases a tax holiday may be granted for income from refining or otller 
processing to encourage the establishment of facilities in the country. In such 
situations the agreement must provide formulas for the allocation of revenue be­
tween the extractive and processing operations, even though they may be 
undertaken by the same company. M re typically the problem of allocation 
arises for two or more companies that are affiliated but subject to different 
tax rates in the same or in different tax jurisdictions. 

The allocation problem has been made particularly complex by some con­
cession agreements that have made special provision for the exclu ion or special 
treatment of income from related services provided by other companies. For 
example, the Liberian LAMCO agreement, previously described, granted tax 
holidays to contracting firms that provided services to the basic iron ore mining 
operations. Such exclusion of income of contracting firms can generate signi­
ficant problems for host governments. The most important, perhaps, have 
arisen because mining firm have set up their own contracting enterprises and 
priced their ervices in such a way that income has been shifted to the affiliated 
enterprises, out of the reach of the tax regime. To avoid such maneuver, either 
the affiliated enterprises must be denied tax exemption or the government 
must be prepared to police many complex transactions. In fact, the difficulties 
in reallocating income uggest that provi ions calling for the different handling 
of income within a company or between affiliated companies should probably 
be avoided, unless an overwhelmingly convincing case can be made that the 
benefits exceed the administrative costs. 

The most common and 1110st dirncult problem in determining gross income 
is the determination of the price to govern ales of the product of the opera­
tions. In some cases actual realized prices have been used; in other cases a 
formula price has been utilized as a basis for calculating gross income. 

I f the industry is one in which the product Ulat leaves the developing country 
is sold on an open market, there i usually no difficulty. In most ca e , that 
open market price i the one that has been u ed in the calculation of gro s 
income. In such an industry, if the company sells the product to affiliates at a 
price different from the market price that is, at a "non-arm's lengUt" price 
the price to rule for tax purposes is, according to most agreements, that which 
would have ruled on the free market if the free market price i higller than the 
recorded transfer price. Petroleum has been an exception to the general rule. 
Many oil agreements have required that the taxes be calculated on the basis of 
an artificial "posted price," even for sales on the open market. 18 By late 1973 
the Middle astern producers were maintaining this po ted price at a fixed per­
centage above the market price. 

The more difficult cases arise in tIte large number of e. tractive industries 
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in which a meaningful quoted market price does not exist. In these cases 
agreements have generally spelled out the details of how, for tax purposes, a 
price would be calculated for sales of the extractive operations. Where sales 
are to unaffiliated parties, the actual realized prices have usually governed. If 
sales are to affiliated parties, as they frequently have been in such industries, 
some adequate yardstick of value must be specified in some detail. 

Without supervision the prices that are recorded for transactions with affili­
ates may reflect the investor's objectives only. The investor may be motivated 
to set prices in such a way that they shift recorded profits from one tax juris­
diction to another in order to reduce taxes, to provide management incentives, 
to avoid exchange controls, or to avoid accumulation of profits where they 
have to be shared with local equity-holders. 

The problem of transactions among affLliates is not unique to international 
business, although it is with these that the tax authorities are usually most 
concerned. Transactions between afftliated entities can be used to reduce taxes 
for purely domestic corporations, but their importance is much greater in 
the international context than in purely domestic operations. Since all the 
affiliated entities in the domestic case are generally subject to some kind of 
domestic income tax, the effects for the government concerned may not be so 
serious as when the profits are shifted to another tax jurisdiction. Thus, in 
countries where international business is relatively rare, the laws and adminis­
trative machinery have typically not been well developed to handle affiliate 
transactions. Even where the laws are well developed, the problem of transfer 
pricing has generated the need for tax authorities of host countries to constant­
ly monitor prices for sales to affiliates. Without such monitoring of sales prices, 
the result has been the loss of considerable tax revenue. 

Governments have followed various policies in dealing with the problem of 
the prices of goods sold to affiliated parties when no adequate free-market 
standard has existed. The posted price for petroleum, already mentioned, is 
only one approach of many.19 Some countries have taken a different tack. 
We have described the use of the pig aluminum price for bauxite.2o But even 
for ingot, few open-market transactions have occurred. The quoted ingot price 
itself was a basing point price.21 In another case the Liberian Mining ompany 
Agreement of 1945 used the average wholesale price of Bessemer pig iron at 
Pittsburgh, as reported by the U.S. Bureau of Labor Statistics, as the basis for 
royalty calculations.22 

To avoid the imposition by the government of notional or artificial reference 
prices, companies have, in some cases, made efforts to establish some inde­
pendent sales that would provide a basis for assigning free-market prices to sales 
to afftliates. The Orinoco Mining ompany in Venezuela, owned by U.S. Steel, 
established a market for iron ore in Venezuela with nonafftliated buyers. It 
has been said that this market was established largely for the purpose of demon­
strating what free-market prices would be for its sales to its American owner. 

Even where pubHshed free-market prices have existed, agreements have 
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sometimes avoided using them as the basis for the calculation of gross income. 
The free markets were often marginal ones, with the major volume of transac­
tions in the industry occurring between affiliates or througll long-term, unquot­
ed con tracts. The prices on such a rna rginal market may swing widely, reflect­
ing disproportionately the marginal needs of users who normally purcha e 
through other arrangements, or reflecting the influence of peculators. Illus­
trative of this instability was the copper market in the early months of 1972. 
II was thought that the London Metal Exchange prices for copper were heavily 
influenced by small transactions by speculative buyer and sellers, rather than 
by regular patterns of supply and demand. Taxes from agreements ba ed on 
this price varied with the speculative mood. In fact, some of the copper-export­
ing countries harbored suspicions that the importing countries might be manip­
ulating the price with small sales on the open market to drive down the price 
at the time they were exporting major shipments whose prices would be de­
termined by those published for the thin open market. 

To avoid the pitfalls that might be associated with a particular formula or 
reference price, some agreements have begun to spell out the principle that is 
desired as the overriding rule for the determination of price. The principle 
has u ually been based on what would be the price for tran action between 
independent parties. Such agreements have then gone on to specify some rules 
reflecting this principle at the time of negotiation. In newly producing countries, 
for example, a copper agreement might pecify that the price will be the same 
a the one governing contract in the major producing countrie . Then specific 
but temporary rules may refer to refined products traded on the London 
Metal Exchange as a basis. The agreement might then detail deductions for 
costs f smelting and refining and for impurilie contained in the ore. Should 
these rule no longer reflect the principle that is specified, new rules are to be 
constructed. Whether the uncertainty inherent in such an approach will result 
in more destructive con flict between investor and host than that which charac­
terized the more specific arrangements remains to be seen. 

To ease the admini trative burden on taxing authorities, governments have 
attempted, on occasion, to place on the foreign nnn the burden of ju lifying 
the appropriateness of price that are recorded for tran actions with affiliate. 
Unable to collect the documentation required to show prices ruling in an inde­
pendent market, governments have insisted that the company provide copies 
of its contracts concerning transactions with unaffiliated parties. The increase 
in information eem likely to reduce somewhat the u picion of the ho t 
govern men 1. And the company is probably more careful in it calcula tion when 
it knows it mu t provide a great deal of documentation. 

Deductions for Calculating Net Income 

Equal in importance to a careful determination of gross income are the 
deductions to be allowed in the calculation of net income subject to taxation. 
The deductions recognized fOI this purpo c have varied considerably from 
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country to country and in agreements within particular countries. No established 
list of appropriate deductions can be found, since much depends on the particu­
lar industry involved and the tax system to which the investor is accustomed.23 

Yet the areas of principal concern in most negotiations have included deprecia­
tion, amortization, depletion, and the acceptability for tax purposes of various 
payments to affiliates. 

Depreciation. In most tax jurisdictions firms have been allowed to take as 
an expense of doing business each year a sum that is intended to represent a 
cost of capital equipment.24 The theory is that the capital deteriorates in value, 
and this loss of value, or depreciation, should be charged against profits. 

Depreciation for the investor is only a bookkeeping entry. He need make 
no cash outlay that matches the write-off. However, the result of allowing 
depreciation as a deductible cost for tax calculations is a reduction in taxes 
by the amount of the tax rate times the depreciation that is allowed. Contrary 
to occasional belief, there is no cash "created" through taking depreciation. 
The onJy result is that the cash outflow for taxes is reduced and the profits 
stated in the books are lower than they would otherwise be. Although the tax 
savings could lead the firm to have cash on hand, there can be no assumption 
that an amount of cash has been set aside in a reserve for replacement of equip­
ment.2S 

Depreciation write-offs take on added significance when governments move 
to take over mineral properties that are in private hands. If the compensation 
offered by the government is based on book value, the compensation to the 
company is, of course, lower if more depreciation has been shown on the bal­
ance sheet. 

The simple concept of depreciation as a bookkeeping entry to reflect the 
using up of capital assets would suggest that annual depreciation should be 
based on the yearly loss of value of the assets, if indeed there is a loss. For ad­
ministrative convenience, however, tax authorities have generally estimated 
the life of an asset and allowed the write-off to occur in equal amounts each 
year, or in amounts that reflect some other simple formula, until the asset 
reaches its scrap value. 

Since the resale value of many assets declines more rapidly in the initial 
years than in later years, it bas not been very difficult to support a view that 
depreciation should be greater in earlier years and less in later years. Various 
formulas have been devised that are supposed to reflect the nonlinear decline 
in value of a firm's assets. The result of the application of such formulas is to 
reduce the tax burden of the firm in earlier years while increasing it in later 
years. 

The most common practices have been for the government to specify the 
assumed life of the assets in a schedule, by type of asset. The firm then has 
taken straight-line depreciation or used the sum-of-the-years or declining-bal-
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ance method. Once the method is chosen, the firm mu t be con i tent in its 
approach and must begin depreciation with the acquisition of the as et. There 
is usually one exception : if the declining-balance method is u ed, the company 
may shift to straight-line depreciation when it chooses. 

In many cases depreciation has been used for purpo es beyond those that 
simply reOect the using up of assets. Depreciation has been manipulated to 
grant incentives to investors by allowing the firm to postpone taxes. To grant 
tax incentives, governments have, for example, shortened the presumed eco­
nomic life of assets to allow the firm to write off the as ets quiclJy. Or they 
have introduced formulas that allow very high depreciation in the early years. 
Under most such arrangements, the host government has received the a11le 
amount of taxes as under the more traditional depreciation calculations, but 
in later years. uch an arrangement could , of course, be viewed a the equiva­
lent of imposing on the firm a lower tax rate in the earlier years and a higher 
one later. 

There are other method that have departed from the original concept of 
deprecintion. Por example, some government have entered agreements thnt 
allow the firm to choose its own rate of depreciation ench year, ubjecl to a 
few con traint. In some Indonesian conces ions, for example, the company 
can select its depreciation rate each year, a long n the rate does not exceed 
12.5 percent of the value of the assets being depreciated. Under such an arrange­
ment the company will pre umably charge depreciation in years in which there 
is a taxable profit or there i a Joss that can be carried forward. During tax 
holidays or periods in which 10 ses arc incurred that cannot be carried forward, 
it will not charge depreciation, saving the charges UlltiJ tax savings will be gener­
ated. 

In another departure from general practice, ome countrie have permitted 
fixed asset to be expen ed as purchased. Under the post-1969 copper arrange­
ments in lambla, for example, all capital expen es could be written off immedi­
ately. With unlimited los carry-forward, the !Inns were assured of no taxes 
until the investment was recovered. 

Mo t such arrangement to vary depreciation from the generally accepted 
approaches have been designed as incentives to induce the firm to do some­
thing that it would not otherwise have done by rewarding the firm with lower 
taxes III the earlier years, although the government generally recoups the foregone 
taxe in later years. Although the idea of !lnancial incentives is appealing, 
empirical research has tended to how that the decisions of the investor arc 
generally only slightly influenced by tax factors. Developing countrie , placing 
a high value on current versus future income, would do well to adopt a C<lutiou 
approach to incentives in the form of special depreciation rule. 

Amortization and Depletion. In addition to allowing depreciation for fl.ed 
assets, mining agreements have also generally permitted deduction in recogni-
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tion of the decline in value of intangible assets, including the costs of develop­
ing the mine. Such deductions have often been referred to as amortization 
deductions. 

The term amortization, used in the sense of the write-off of capitalized 
expenditures that do not represent fIxed tangible assets subject to depreciation, 
should not be confused with the same term applied to the repayment of the 
principal on debt. Repayment of debt has been allowed as a ded uction for tax 
purposes only in very exceptional cases. 26 But development costs have generally 
been treated much like depreciation. Agreements may specify the number of 
years over which development costs can be written off. Another similar practice 
has been to provide for the write-off of these costs in equal annual installments 
over the term of the contract.27 Still another method has been to associate the 
amortization with the production rate. The reserves are estimated, and the 
development costs are amortized in proportion to the using up of these re­
serves. 

The handling of expenses incurred before the signing of the agreement and 
of expenses incurred outside the country have presented more problems. 
Sometimes these expenses can be amortized; sometinles not. In certain coun­
tries, national law or minerals agreements have disallowed for tax purposes the 
amortization of expenses incurred by the home office for the benefIt of the 
local company. Such a policy has been justified on the ground that informa­
tion as to the amount and nature of home office expenses is difficult to obtain. 
[n other cases such deductions are acceptable if they can be shown to be as­
sociated with the local income. In other situations tax treaties have specifically 
called for such deductions in tile pattern of the OECD Model Income-Tax Con­
vention. Some tax treaties have also called for an exchange of information be­
tween the tax authorities. This provision has been little drawn upon, but might 
reduce the difficulties associated with the calculation of appropriate allocations 
of such expenses. 

Where home offIce expenses are to be allowed, the government may want to 
spell out rules governing the expenses. Factors that might be taken into COIl­

sideration in determining the amount of the deduction include the local com­
pany's gross receipts in comparison with those of the tolal enterprise; the 
number of workers employed compared with the total en terprise; or the wage 
costs compared with that of lhe total enterprise. Such factors have been con­
sidered by state tax authorities in the allocation of income among the stale tax 
jurisdictions within the United States. 

A number of countries have allowed as a deductible business expense a figure 
designated as depletion. A common method for computing the depletion deduc­
tion has been the so-called cost basis "by which the cost of acquiring and bring­
ing a natural resource deposit into production is spread over the life of that 
deposit.,,28 When depletion is based on cost of bringing the deposit into pro­
duction, it is no more than amortization of expenditures. IIowever, an altern a-
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tive method available in the United States and some other countries, termed 
percentage depletion, is conceptually different. Percentage depletion has per­
mitted a deduction from gross income that is calculated as a fixed percentage 
of gross or net income from the exploitation activities. 

Where depletion is ba ed on cost the "cost" may include for example, 
geological surveys, other exploration expenses, exploratory mining or drilling 
costs, costs of constructing roads, providing power, and amounts spent for ob­
taining the concession. The costs usually include expenditures incurred up to 
the point of operation. Cost depletion, of course, excludes expenditures that 
are currently deductible. 

In some countries exploration costs have been considered part of the deple­
tion base; in others these costs have been currently deductible. Where an agree­
ment allows amortization and depletion, government negotiators must be care­
ful to avoid offering double deductions for particular costs, and it is advisable 
to spell out the specific expenses that qualify under a particular deduction 
heading. 

It should be noted that although the depletion allowance is often conceived 
of as taking into account the gradual using up of a wasting asset, the cost basis 
for the allowance seld m, if ever, includes the value of the asset when discov­
ered .29 So even in countries where the subsoil and minerals are legaUy the 
property of the state, cost depletion may be permitted. 

Percentage depletion may be u efuUy viewed as a tax incentive to encourage 
mineral development rather than simply as a method for systematically calcu­
lating a deduction based on the decline in value of economic resources. Percent­
age depletion has generally resulted in larger deductions than cost depletion; 
annual deductions have tended to be larger and the total deduction over the 
life of the depo it has reOected not actual cost but the results of an arbitrary 
formula. Usually the total sum deducted under tlle formula far exceeds any and 
all nondeductible costs incurred in discovering and developing the deposit. In 
1975 in the United States, for example, allowances for depletion varied between 
5 and 22 percent of the value of the output at the mine or wellllead (as long as 
tltis did not exceed half the taxable profits) for hard ntinerals and petroleum. 

Whatever the case for or against the percentage depletion allowance in the 
United States, where the allowance has resulted as much [rom political factors 
as [rom economic ones, developing c untries should consider percentage de­
pletion as a form of income tax incentive; at the same time they should ask 
whether such an incentive is called for at all. If the host cowltry determines 
tllat an incentive of some sort is necessary, other techniques may prove less 
costly and more rational. The tax reduction that i equivalent to a given deple­
tion allowance based on value of output is easy to calculate, if the average 
profit margin on sales is known. The difficulty in the negotiating stage is that 
the margin is usually very difficult [or the two parties to project with any 
degree o[ confidence. 
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If net income is 20 percent of gross income, a 10 percent depletion allowance 
based on output or gross income simply reduces the taxable profits by 50 per­
cent. Thus the effective tax rate on net income is halved. In general, the tax 
rate is reduced by the fraction that the depletion rate represents of the net 
profit margin. 

The difficulties in projecting profit margins and the general confusion that 
surrounds the meaning of depletion allowances lead us to believe that the 
predictability of the results of a lower tax rate makes the rate reduction a better 
incentive than the granting of percentage depletion allowances, if some sort of 
special treatment for the extractive industry is indeed required. 

The depletion allowance, cost or percentage, was not recognized as a de­
ductible item in the early 1970s in most oil-producing countries in Africa, Asia, 
and Latin America, although a depletion allowance still applied to a few hard 
mineral arrangements in developing countries. 3O The pattern appeared to be a 
reduction in the allowances for depletion where they were granted, and a ten­
dency not to apply them at all in most cases. 

Purchases of Goods and Services from Affiliates. There is little controversy 
over the allowance of costs as deductions from gross revenue in the calculation 
of net taxable income. But the amoun t of deductions to be allowed when costs 
have been incurred in transactions among affiliated firms has created problems. 
Pricing affects not only the calculation of gross income through sales, but also 
the calculation of net income through purchases. 

The problem faced by tax authorities in developing countries has been similar 
to that encountered in taxing domestic importers and exporters. The authorities 
of most developing countries have been well acquainted with the problems of 
over- and under-invoicing of imports and exports by local traders to accumulate 
foreign exchange in private hands and to red uce local taxes. Such over-invoicing 
of imports can be easily accomplished by the international firm. Mining com­
panies typically purchase much of their equipment and inputs through amliates 
abroad. The company has an option of pricing these imports so that profits 
are generated where the company's interest requires. That place may be out­
side the developing country. One study in Colombia showed the extent to 
which over-pricing of imports can occur in a case where the incentives are 
significant for the foreign firm to use this option for shifting tax burdens and 
to avoid exchange controls. 31 

To reduce the tax losses through price manipuJation on purchases of goods, 
a number of mineral agreements have specified that the company report to 
the tax authorities prices that would govern independent purchases. Where no 
similar transactions take place on an open market, cost-based figures cal' be 
used. U.S. tax regulations spell out methods of calculating an acceptable resale 
price or an acceptable cost-plus price. 32 

The administrative problems involved in policing prices for goods purchased 
from affiliates has proved difficult for developing countries. In some cases host 
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governments have turned to independent as essors to evaluate the ex pen ive 
item that are imported by the extractive enterpri e. In 1965, for example, the 
American Appraisal Company and a Chilean appraiser made independent valu­
ations of the EI Teniente Mining ompany and it facilities. 33 In other ca es 
host government tax authorities have attempted to compare prices to those 
in catalogs and those of other companie importing imilar item. Monitoring 
of prices of goods purchased has remained one of the most frustrating ta ks 
of tax olTicial concerned with mulllnatlonal finns, and offer an increasingly 
significant opportunity for practical international cooperation. 

Purchases of good i just one kmd of transaction with affiliated enterprise. 
Another method available to the international I1rm for hifting accounting 
prol1ts from one tax jurisdiction to another i the use of charge for service 
rendered to the local company and the lise of royalUe and technical fee for 
the provision of technical information. The parent of the local sub idiary can 
charge ales commi sions on exports, fees for technical, legal, and financial 
consulting, and amounts for home office expen es in the parent' home country. 

As in the case of purcha es of goods, two differen t principle have been 
applied by ta ing authorities to a nllmber of such charges for services. One is 
that the charges should not be greater than the charge that would have been 
incurred if the ervice had been provided by a party not affiliated with the 
local subsidiary. The second i that the charge hould be no greater than the 
actual cost of the service, plus, perhaps, some pecified margin. 

The first principle can be u ed for services that can in fact be provided by 
a third party (for example, sale agency services). In the ca e where the 'ervice 
cannot be provided by a third party provi ion of home ofl1ce maintenance, for 
instance a number of c(}untrie have allowed only the deduction of actual 
cost incurred. 14 But thi principle docs not answel how the cost are to be 
calculated and allocated among variou ubsidiaries. One approach has been to 
place the burden on the company to ubmit it calculation and allocations 
with sufficient detail that the methods selected are clear, in the hope that the 
company will make a choice that i reasonably sati factory to its host govern­
men t. 

With regard t sale commissions on sales to alTiliates, two common ap­
pr aches have been: (1) to allow uch deduction at the same rate that would 
have prevailed for sales to independent parties; and (2) to di allow commission 
on sales to affiliates in all ca es:l~ ome agreements have disallowed the deduc­
tion of a commission to an affiliate only on sale made to that particular aff1li­
ate, But a number of government have thought that thi approach doe not 
provide suff1cient protection; the large international I1r111 can almo t alway 
pay it sale commi ion to an affiliate that is different from the actual buyer 
of the raw material. Probably the most saU factory arrangement from the govern­
ment point of view has been provided in those agreements that have included a 
clause allowing deductions for commi sion to afnJiates only on ales to inde­
pendent parties, and in amounts con i tent with industry practice.36 The mining 
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or tax authorities, however, still have to be sufficiently familiar with the indus­
try to make a judgment as to what rates of commission arc appropriate. 

Payments of royalties to affiliates for technology have created similar prob­
lems. 37 There is no external constraint on the amount the parent can charge a 
controlled subsidiary except as the government imposes it. On the other hand, 
it is very difficult for the government to know what a reasonable charge is. 38 

A common practice has been to include in the general laws a schedule of rates 
that may not be exceeded.39 Another common policy has been to disallow, for 
tax purposes, any such payments to the foreign corporation that controls the 
local firm.40 

Allowing the deduction, for tax purposes, of royalty or technical fees paid 
to parent firms may be viewed, like depletion allowances, as simply a reduction 
in the income tax rate. In fact, for royalties and fees based on a percentage of 
sales, as they usually have been, the conversion of tax equivalence is exactly the 
same as for depletion. A royalty of 5 p~rcent of sales for an operation with a 
15 percent net profit margin reduces the effective income tax rate by one-third. 

Debt Financing. Affiliate transactions can affect taxable income not only 
in the calculation of gross income and in the calculation of costs of services and 
goods, but also through problems associated with debt financing. One affiliate 
can provide a part of the investment in the concession operation in the form 
of equity disguised as debt. 41 The operating unit may be able to deduct the 
interest paid to the affiliate on this debt from its taxable income in the ho t 
country.42 

As an example of the potential significance of such a transaction, consider 
a subsidiary that earns 16 percent on its investment and is subject to a 50 per­
cent corporate income tax. If the investment were made up entirely of debt 
from the parent at an interest rate of 8 percent, only the return of the remain­
ing 8 percent would be taxed in the host country. The effective tax would be 25 
percent, that is, half the nominal rate. More realistically, if one-half of the 
financing is by debt, then 4 percent will come off the return, leaving 12 percent 
subject to tax. The 6 percent going to the government will be 6/8, or 3/4 of the 
nominal rate. One conversion index for calculating the amount of tax reduction 
is the ratio of the affiliate debt to the total assests times the ratio of the in­
terest rate to the rate of return on all assets. This gives the fraction by which 
the effective income tax is reduced: 

affiliate debt interest rate 
x 

total assets rate of return 

It should be noted that the problem for debt owed to affiliates is not the 
same as for debt owed to independent parties. This latter type of debt repre-
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sents a real cost to the corporate group or which the operating company is a 
part. To generate any tax savings, the company must incur a real cost greater 
than what it saves. Thus it is a reasonably safe assumption that the company 
will limit its outside borrowing to an amount that serves a reasonable business 
purpose. (The method u ed by a company to determine a reasonable borrow­
ing level i complex, but is not of great concern to the government.) Affiliate 
loans, however, come at no extra cost to the corporate group and can generate 
tax savings. Strangely, at lea t [rom the government' point o[ view, there are 
a number of mining agreements that have provided specifically for the deduc­
tion of interest to affiliates.43 

Before looking at what host governments have done about the fictitious debt 
problem, it is worth mentioning some of the other incentives for the company 
to u e fictitious loans from affiliates instead of equity: 

1. Foreign exchallge cOlltrols: Some countries have given preference to pay­
ments for interest and principal on debt when authorizing foreign-exchange 
purchase. Thus a company could use fictitious debt as a way of obtaining 
foreign exchange for what would otherwi e be dividend remittances. 

2. Tax in developed COUll fly: In some of the developed countries the parent 
may avoid taxation on the repayment of principal. WitllOut the debt, the 
payment would have been a taxable dividend. By labelling the payment as 
a repayment of principal, the company may postpone long into the future 
some tax payments in the home of the parent. 

3. Flexibility: One of the major atl ractions of the use of affiliate debt instead 
of equity has been that the company retains l1cxibility; it can convert the 
debt to equity i[ it chooses; it can convert equity to debt only with much 
greater difficulty. 

Host country governments have taken a number or teps to ensure that tile 
foreign company doe not escape tax liability through the use of debt from 
afnliates. At Icast three kinds of policies have been tried: 

1. A policy that disallows for tax purposes deduction for any interest pay­
mcnts abroad; generally, such a policy has applied only to certain industries 
for example, petroleum ill Libya and Indonesia.44 

2. A policy that disallows, for lax purposes, deduction [or any interest pay­
mcnts to affiliate; the Carter COJ11ll1i sian Report in Canada recommended 
this policy [or general application in Canada.45 uch a policy was called for 
ill th Indonesian Corporate Tax Law,46 although the provision of this law 
was overruled in practically every hard mineral investment agreement entered 
into by Indonesia in the late 1960s and early 1970s . 

. A policy that provides gt1ideline , but depends Clll a case-bv-ca c analy is to 
det rmine the appropnatl'nes of any parliculal deductIOn: this ha been the 
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approach used in the United States. The questions asked by American courts 
have been: 

i. Is the debt held by the shareholders in proportion to their equity? 
ii. Is the debt subordinated to unaffiliated creditors? 

iii. Does the debt have fixed repayment terms and does it call for interest 
a t market ra tes? 

iv. Does the company have a debt-to-equity ratio of greater than 4: I? 
v. Does the debt serve a clear business purpose other than that of avoid­

ing taxes? 
An answer of yes to i, ii, or iv, or an answer of no to iii, has generally led 

to a disallowance of the interest payments for tax purposes unless there was 
a clear yes to v. 

The Tax Reform Act of 1969 added a new section to the Internal Revenue 
Code giving the Commissioner authority to issue rules for distinguishing deb t from 
stock interests. Although the Commissioner was given broad authority in formu­
lating the various factors to be consIdered, the new law required that the guide­
lines include (I) whether a written unconditional promise to pay at a specific 
date or on demand a fixed sum at a fixed interest rate; (h) whether the alleged 
indebtedness is subordinate to other corporate indebtedness; (c) the ratio of 
corporate debt to equity; (d) whether the alleged debt is convertible to stock; 
and (e) the relationship between the alleged debt and actual stock ownership.47 

Two other approaches sometimes used to attack the problems are: (I) limIt­
ing the overall debt-to-equity ratio a company may have; or (2) imposing a with­
holding tax on interest payments. Neither policy (nor that of a ban on all 
foreign interest payments) makes the necessary distinction between loans from 
affiliates and loans from independent parties. The withholding tax still leaves 
an incentive for the company to utilize affiliate loans, as long as the withholding 
rate is less than the corporate tax rate. If the two rates were equal, however, the 
result would be a tremendous burden on real borrowing from independent 
sources. Limiting the debt-to-equity ratio still gives a tax break to the firm that 
does not borrow from banks, relative to the firm which, for sound business 
reasons, does borrow from banks. Neither approach has proved completely 
satisfactory for developing countries. 

The complex approach used by the United States requires a large input of 
administrative skIlls to be pursued effectively. Developing count lies have been 
wise to avoid this approach. 

The prinCiple of not allowing a deduction for any interest payments to af­
filiates seems appropriate for many developing countries. Its application is not 
administratively difficult and the principle makes sufficient distinctions be­
tween kinds of loans to permit fair handling of the vast majority of cases. 

There is one special case in which the limit of the debt-to·equity ratio has 
perhaps been the only appropriate and feasible approach. In some ituations 
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it ha been virtually impos'ible to di tingui h affiliate from independent partie. 
For the extractive firms from mo t advanced countrie , the determination of 
affiliated partie has not been difficult. Moreover, the c mpany it elf can be 
requireu to provide a list of its affiliates. In the ca e of Japane e investors, 
however, the problem may be a difricuIt one. 

In J;lpan the affiliation among the banks and major firm have heen 0 com­
plex that it ha been almost impos ible for administrators with limited time to 
untangle the relation hips. For Japane e investors who are financed through 
Japanese institutions, a rule that limits the debt ·to-equity ratio in a prede­
termined manner may be the only viable olution for the ho t country that 
wishes to control this method of ypholllng off tax revenue. 

We have proposed, in a situation in which a Japanese investor planned a debt­
to-equity ratio of some 10:1 , that the agreement specify that the debt, for tax 
purpo es, be limited to a certain percentage of the capitalization. In this case 
the limit was to be that which was the average for debt from unanIliated partles 
in other operations in the same industry and region . The ratio that prevailed 
at the particular time was calculated a 2: I and was included in the agreement. 
In aduition , the intere t rate on the recognil.ed debt wa to be llIllited to the 
Japanese Central Bank di wlInt rate plu a fixed alllount. In the circumstances, 
this approach appeared 10 be the nly workable olution acceptable to both 
the government and the foreign company . 

hen where government ' have recognized the debt problem and adopted a 
general policy, ome confll 'ion has often remained. The i sue ha concerned 
tIle company's reporting. Many governments have recognized that they do not 
need to attempt to innuence directly the form of the investment on the wm­
panics' hooks. It i ' the dedllcllon of intere 't fo/' tax purposes (and, pcrhap , 
the issuancc of foreign exchange permit ·) thai is of concern to the govern­
ment. If a company can relain the ta advantages of the debt in the home 
country, this, in the absence of fraud , need not concclll Ihe ho ,t country. In 
some case ' dlfficultics have arisen when thc ho ' t country has involved it elf 
in the approval of loans or other contracts between affiliate in ways that 
might imply that it i ' accepting the validity or the contracts for tax pllrpo es. 
The restriction of any approvals to a 'perinc purpose for e 'change conlrol , 
for example wHl generally avoid such problems, 

POTENTIAL FINANCIAL IMPLICATIONS 
OF THE AFFILIATE PROBLEM 

Although most developing c()untrie ' with foreign investment have faced the 
problem ' of controlling artlliatc transactions, the magnitude of the finanCial 
implications is often nol appreciated , A simplified uescIiption of a ca e Oil 

which we worked illu trale Ihe potential copc of the probl'm . 
An investmcnt was made in the 1950 ' by a con 'ortilllll of Furopean (;0111-
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panies, for a total of some $ J 50 million. In the 1960s the output of the mine 
was 10 million tons, with a market value of $6.50/ton. The profit before interest 
and taxes on this level of operation was estimated to be about $20 million 
annually. Since the government had negotiated a tax rate of 50 percent, it was 
expecting an annual revenue of close to $10 million. However, the project was 
financed with a $25 million equity investment, a $25 million bank loan, and a 
$100 million loan from the parent (the European consortium). The interest 
rate on all the loans was 6 percent. As a result the company had generated a 
tax deduction for interest to itself of $6 million annually, reducing taxes by 
$3 million. In addition, the company was deducting sales commissions paid to 
one of the consortium members for sales to a company owned by another 
member. These fees were high, amounting in some cases to $1.40/ton, ju tified 
on the basis that the ownership of the purchasing company represented a risk 
to the consortium. Moreover, another of the consortium members was being 
paid management fees to operate the mine; the profits on these fees were dis­
covered to be $150,000 each year. As the government began to investigate the 
affiliate transactions, it discovered many other transactions being used to avoid 
taxes, such as overcharging for shipping on vessels owned by consortium mem­
bers, discounts on sales of ore to members, and legal and financial fees to affili­
ates. It was calculated that the government was losing close to $8 million yearly 
by not policing these transactions. 

Throughout the range of problems created by transactions among affiliates, 
the basic principle Involved is the government's right to reallocate income among 
affiliated parties to reflect where that income would have been generated in 
the absence of any affiliation, or, where specified, some other method of alloca­
tion. The illustrative agreement in this book (see the Appendix) includes some 
provisions that could enable a government to enforce this right; uch provisions 
cannot, however, serve as a substitute for knowledge of the industry and con­
tinual auditing of such transactions. Each country must develop the required 
skills to avoid the loss of income through the investor's u e of affiliate transac­
tions. 

EQUITY-SHARING: VARIATION ON A THEME 

The term equity-sharing, as we have mentioned, can cover a variety of arrange­
ments. ommon to all, the government receives equity, drawing all or part of 
its receipts from dividends instead of, or in addition to, taxes. 

Under such arrangements most of the issues discussed under taxation are 
still of importance. For example, affiliate transactions can be employed by 
the firm to draw off profits that would have to be shared with the government. 
In fact, some of the problems have been more Significant under profit-sharing 
arrangements than under the more traditional arrangement. The provision by 
the foreign firm of funds under the "debt" label rather than as equity, for 
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instance, may cost the government more under an equity- haring agreement 
than would the interest deductions under an income tax arrangement. In an 
equity agreement a government will normally share in the repayment of the 
principal, in addition to sharing in the interest payment. Principal obligations 
would be an after-tax ex pen e of the (Inn under the more traditional tax ar­
range men ts. 

In the case of arrangements based on tax, the regulations covering the general 
tax laws can u ually be assumed to apply to the concessionaire, but whether 
they apply to equity arrangements is often unclear. Many of the usual govern­
ment safeguards found in income tax codes may be of questionable application 
to an equity-sharing arrangement. To protect their interests, governments have 
discovered that they 1l1U t spell out as many or more protections in the equity 
arrangements than in the traditional income tax arrangements. 

Not only does un equity-sharing government run the risk of sharing in the 
repayment of principal on loans, the government will also, in the absence of 
specific provisions to Ule contrary, share in reinvestment of earnings, since 
dividends are only those profits that are not reinvested. The government can, 
or course, include provisions for certain minimul11 dividends, p rhaps as a 
percentage of profits as defined by the tax laws, or it can define the pr fits 
in which it participates in th same way that taxable income would be defined. 
III facl, propa als for modifications along these lines have been made for govern­
ments with old pront-slwring agreements that were not yielding the revenue 
origiJ1allyanlicipated. 

Where eq uity-sharing is primarily in lieu of inc me tax , a further problem 
arises. Such arrangements are likely to be unattractive for investors from coun­
tries that give tax credits for foreign income taxes. Under a tax arrangement 
the taxes of such investors would be reduced in their 110me countries by approxi­
mately the amount paid to the 110 t government. On the other hand, dividends 
declared to the government under a profit-sharing arrangement would not 
normally generate an offset ling tax credit at hOl11e. The Liberian LAMCO opera­
tion provides an example of an arrangement designed to fit the tax situation. 
Although Swedish partner w re ubject to pro nt-sharing, the U.S. partner 
paid an income tax.48 weden did not have a unilateral for ign tax credit sy -
tem, bulthe United Stutes did. 

PRODUCTION-SHARING AND WORK AND 
SERVICE CONTRACTS 

Many of the problems connected with incol11e tax also urise in connection with 
production-sharing contracts and crvice contracts. The ho t country should 
not be misled into believing that such arrangement are elf-enforcing. In both 
cases the calculation of operating costs that are reimbursible in ea h or kind can 
be afCected by sllch factors as purchases frOI11 amliates. The produelion-sharing 
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agreement between the Indonesian government and Kyushu Oil orporation, 
for example, made no provision for auditing the investors' calculation of operat­
ing expenses.49 This could be a costly omission for the host government. The 
same kind of care is called for in drawing up these more modern contracts as 
is needed in the traditional tax arrangement. 

OTH ER FINANCIAL PROVISIONS 

Mining agreements vary considerably in the number ,Ind kind of other taxe 
to which the foreign company is subject. The revenue from these taxes has 
generally been low, compared to that which has resulted from royalties, income 
taxes, or their substitutes in equity-sharing, production-sharing, and similar 
con tracts. 

The majority of agreements have charged the concessionaire a fcc for land 
in the concession area. In many cases the rate has been designed to change at 
one or more poin ts during the course of the agreemen l. Typically, a low fee 
has governed the early contract period, when the concessionaire was involved 
in exploration. A higher fee is charged later to induce him to relinquish land he 
docs not need. The Indonesian copper agreement with Kennecott, for example, 
called for a payment of O.S¢ per hectare per annum in the survey period; 10¢ 
per hectare between the survey and operating periods; and $1 or $2 per hectare 
during the operating period, depending on the deposit involved. 50 

.oncessionaires may be subject to general charges. such as import duties, 
automobi le license fees, sales taxes, docul11entary stamp taxes, and tran fer 
taxes, which are designed to protect local industry or to raise revenue. 51 In 
1972 Indonesia imposed a dredging lax on timber concessionaires in Ka limantan, 
supposedly for the purpose of opening up riverways.52 

Often the investor has insisted on a provision that guarantees that the fees 
will not be discriminatory. The investor insists, in other words, that he will 
not be singled out for payment of fees higher than those charged others, partic­
ularly local businessmen. Some agreements have excused the concessionaire frolll 
a number of charges, including import and export duties. 

Occasionally speCial taxes have been imposed for purpo es other than raising 
revenue r protecting local industry. In late 1971, for example, the Venezuelan 
government decreed that oil companies must keep their exp rts within a 2 
percent leeway of 1970 levels. Violations were to be punishable by a urcharge 
that could rise to 10 percent ofa company's total export .53 

The fact that taxes other than those based on income do not give rise to a 
credit in the home country of the inve tor has no doubt erved as an inhibiting 
factor in the imposition of such taxes. In some cases, however, they have been 
used as a way of raising government revenue from a project when the agreement 
froze the rates for royal tics and income taxes. 
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TAX INCENTIVES 

One of the most controversial areas relating to foreign inve tment concerns tax 
incentives. We have mentioned several incentives, uch as deplet ion and acceler­
ated depreciation . Other forms of incentives are common. 

The basic que tion a government should pose is whether the investor would 
negotiate an agreement irrespective of tax holidays, investment credits, or 
other II cal incentives. Many governments have faiJed to po e the question and 
have turned to using incentives a rewards for good behavior on the part of in­
ve tors who would have acted no dIfferently in the ab ence of incentive. 

Take, for example , the case of a Philippine company seeking a timber con­
cession in Indone ia to support its upply of timber to the Japanese market. 
The investor's interest will be affected by many factors beyond tax incentives: 
the quality of logs in the Philippines :Jnd other nearby ources, market pro­
jectIons for Japan, tariffs :Jnd Ulxes in the Philippines and competitive sources, 
comparative shipping costs, comparative labor, power, water, and infrastructure 
data, tax credits in the investor's home country, plus the inevitable ri k and 
uncertainties attached to each of these e timates. 

The timber case is a relatively imple one. In general, additional factors, 
unaffected by tax considerations, will be pre ent, such as the fear that a com­
petitor will preempt a potentially attractive source if the linn doc not succeed 
in completing the negotiations. 

The Tax Holiday 
A number or mining agreements have provided for a tax-free period for the 

operation of the foreign firm, ranging from one to ten or more years. The wis­
dom of these provi ions has been que tioned by many observer ,. s4 Indonesia's 
policy with regard to timber concessions in the late 1960s and cady 1970 
raises S0111e of the central problem. 

In 197 a timber inve tOI would have received a year's holiday beyond the 
normal tax holiday for investing outside Java, and one for increa ing Indone ia' 
foreign exchange earnings. Yet if a timber company deCIded to invest 111 Indone­
sia at all, it would almost certainly have Invested outside of timber-poor Java 
and would have exported it timber. Moreov r, it is unlikely that a tax holiday 
would have been a primary factor in inducing a company to come to Indone ia. 
The company would have be n in l1uenced more strongly by factors of good 
sources elsewhere in outhea't Asia and by its projection of political tability. 

More complex tax holiday problems arise in situation· where an agreement 
contemplates the establishment of processing facilities at a later date. In such 
an arrangement it should be determined at the out et whether the incentive 
is being requested (and offered) to encourage extraction or proces ing. If proc­
eSS1I1g is the goal, then the ho t country must determine whether a ta holiday 
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in the early years of the arrangement will have any real bearing on whether 
processing facilities are established at a later date. In some cases the most reason­
able approach would be to offer the incentive at the later date, when processing 
begins, or to hold tax saving earned in the early years in a development fund 
for use in the establishment of processing facilities in a later year SS Another 
approach, implemented in the Peruvian General Mining Law of 1971 , would 
be to provide that a mining company will be granted a guarantee of tax tabIlity 
if it installs or expands processing plants of a certain capacity.56 

In addition to examining whether the structure of the industry requires some 
form of tax holiday, the host country should inquire whether the tax system of 
the investor's home country makes tax holiduys entirely inappropriate. There 
have been a number of examples of concession contracts providing for tux 
hoJiduys where neither the host country nor the investor benefited financially. 

Whether a company benefits from a tax holiday (that is, whether the tax 
holiday reduces the company's total tax bill) depends on the home country 
of the firm, the tax treaties existing between the home and host countries, 
the u e to which the investor will put his profits, and his earnings and taxes in 
other countries. 

Take as an example a U.S. investor who carries out mineral exploitation 
activities through u subsidiary enterprise incorporated in the host country. 
In this case the local company pays no U.S. tax on its income (with rare excep­
tions) and its shareholders (the parent company) pay no U.S. tax until the in­
come is repatriated or remitted in the form of dividends, interest, royalties, or 
other payments. If the income remains in the host country, then the U.S. tax 
liability is postponed until the income is eventually repatriated. 57 If it is used 
to pay debts, that portion is never subject to U.S. tax. [n these situations the 
company will benefit from u host country tax holiduy and po tpone or escape 
a tax liability in the United States. 

If, however, the hypothetical U.S. investor operates through a branch (that 
is, does not incorporate locally), or if the locally incorporuted company remits 
all of its earnings immediutely to the United States, the ituution changes. As 
long as the host country tax rate is not more than the U.S. tax rate, the U.S. 
investor, because of the U.S. foreign tax credit, generally pays less tax in the 
United States.51! Only the excess of the U.S. tax over the host country tax is 
payable in the United States. The income taxes saved in the United States 
will offset the income taxes paid in the host country. In this case a tax holiday 
or a reduced tax rate would simply mean that the U.S. Treasury collects what 
the host country forgives. 

There are several qualifications to this simple U.S. example. Moreover the 
situation varies for investors from other industrialized countries. The U.S. for­
eign tax credit system is statutory and is applied unilaterally, not through tax 
treaties.59 Most other advanced countries do not give unilateral tax credits. 
Instead, their laws call for an exemption of foreign income, for the deduction 
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of foreign mcome taxes in the same manner as other co ts, or for an investment 
credit or for reduced tax rates on foreign source mcome. 

The exemption method places the foreign investor in a tax position equal to 
that of a local investor 111 the host country, since the company's tax burden is 
determined solely by the level of taxation in the host country. The incomes 
of subsidiary and branch operations are generally treated equally under the 
exemption system Tax holiday 01 reduced tax rates fully benefit uch a COI11-

pany. 
fhe exemption method and the investment credit may be granted by treaty 

as well as statute.60 A further treaty device is the tax-sparing credit. This method 
provides a crcdit for host country incomc taxes that are forgiven by the host 
country through a tax holiday or reduced tax rate. Thu , where a tao holiday is 
glvcn, the benefit accrues to the foreign investor rather than forcign inve tor's 
homc country. 

There have been somc attempts to arrange taxes imposed on the foreign 
investor in such a way that the host country impo es taxes up to the amount 
that does not add to the total tax burden of the company. Liberia attempted 
this 111 1969.61 Panama has attempted imilar legislatIon. Egypt's 1974 foreign 
investment law appeared to contain another attempt <llong the e lines. The 
theolY IS simple. Where the United States, for e. 'ample, reduccs the ta by the 
amount of the tax paid in the host country up to 'ome itmit, then the host 
country taxcs up to that limit. But till approach has proven to be an adminis­
trative jungle. Such issues as what happcns when the savlllg 111 the home country 
arc not exactly equal to the taxes paio in the ho·t country, as is the case wi th 
the U.S. foreign tax credit fOI Ie -developed countrie , have been difficult to 
settle. In addition, there has been no adequate way to halllilc income that could 
be used as an offset to exces tax creuit generated in anothel country. Tracing 
through all these c mplexitie h3' proved imply impos ible Cor the auministra­
tive machinery of developing countries. 

Onc compromise solution has been suggested. It involves the eclusion from 
tax of III come reinvested in the ho·t country. An approximation of this ap­
proach is reached by setting a low Income tax (or even a tao holiday on retained 
earnlllgs) and a high withholding tax 011 dividends paiu abroad. Thi approach 
is also not without auministrative difficultle' and problems of dellniti n, but 
the problems appear to be less than those 0 f more liberal rules. 

\"ven where there i a net aving in taxes to the company from a tax holiday, 
it is not clear that th' ta ' holiday i' worthwhile from the host country point 
of view. The rc ults of empirical research should be given criOlIS con ideration. 
These ·tudies suggest that fillllS arc not very often trongly inOuenICed by tax 
factors III their inve tment decision .62 And if the holiuays do not increase 
inve tment incentive, they are of no value to the counlly. 

The conclu'ion that tax factors have lillie influence in the invc tment de­
ciSion i not particularly urprising., ubstantial uncertainty face the investor 
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considering a mineral source in a less-developed country. It is difficult to know 
in advance whether the source will be commercially viable or whether it will 
be secure from expropriation. These are primary concerns that are not answered 
by tax relief. Fear of disaster causes the investor to hesitate. If the worst hap­
pens, there will be no profits to be taxed anyway. The prospects of a somewhat 
higher cash flow in the event of success have done little to decrease the basic 
fears of the investor. 

There are qualifications, however. Clearly, where the uncertainties are minor 
and there are opportunities open to the investor elsewhere, the country that 
generates a larger cash flow would be the more attractive. This may be the 
case especially if the industry is one where costs are critical because of intense 
price competition. The manufacturer seeking an offshore location for an assem­
bly plant to supply the United States cheaply, for instance, may choose his 
location on the basis 0 f costs. This has rarely been the case for the investor in 
hard minerals whose shopping list of new sources is a short one. 

Nevertheless, company representatives have sometimes bargained hard for 
tax holidays. Why is this so? In many cases, tax holidays have become symbolic. 
They may suggest that the country really wants the investor, and they may 
serve as evidence that the negotiator can carry to the firm's top management to 
show that he did a good job of bargaining. If liberal tax holidays are provided 
for in the incentive code of the country, it is a worried negotiator who has to 
report to his superiors that he could not obtain them for his company. One 
answer to this problem would be for a country to limit the terms of its invest­
ment code concerning the availability of tax holidays and other incentives 
such as Joss carry-forward and accelerated depreciation. Reducing the options 
open to negotiators may reduce the demand for special incentives. Those limited 
incentives that are available can retain their symbolic value with less cost to 
the host country. The exceptions where tax holidays appear to be essential, 
such as assembly operations for export- can be clearly defined in the laws. And 
their costs can be limited through carefully constructed loss carry-forward 
regulations, depreciation scales, and other rules. 

Investment Credits 
In some countries, agreements have calJed for another incentive designed to 

reduce tax, a tax credit for investment.63 When an investment is made, the 
comp".,y I.:an subtract a certain portion of the cost of the investment as an 
expense, or more commonly, direct from its taxes. This deduction is in addi­
tion to that gained [rom depreciation. The J ndonesian Nickel Agreement 64 

provided a credit of 8 percent of investment, presumably to be subtracted 
directly from taxes. 

The investment tax credit is supposed to have two effects: (1) as an incentive 
to induce the investor to come to the country; and (2) as an incentive to induce 
the company to use modern mining methods. Both of these assumptions bear 
examination. 
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On the f1r t point the ame argument apply to the inve tment credit a 
apply to the tax holiday. For 1110st mining operations such minor tao provi­
sions are hardly likely to have a significant effect on the flow of investment 
to the country. 

It i also doubtful that the investmcnt credit will significantly change the 
tcchnology cmploycd by thc mining company. But if it did, it is not clear that 
the shift toward the more capital intcnsive tcchnology which would be en­
gcndercd would necessarily bc of benefit to the less-developed countries, many 
ofwhkh have a surplus of labor. 

Where investment crcdit provisions are included in agrcemcnt , difficulties 
of intcrprctation have ariscn. fhese agrecmcnts have sometimcs not bccn ex­
plicit as to whcther rcplacement of worn-out cquipment is to bencflt from an 
investment credit, or whether thc bencflts are to comc solely from original 
invc tmcnt (and, pcrhaps, investmcnt that expands volume). 

LOCAL INCORPORATION AND TAXATION 

Many hours have been spcnt in ncgotiations, parucularly With U .. inve tors, 
ovcr the is ue of local incorporation of the mining enterprise. Local regulations 
in developing countries have, in many ca es, provided that investor must be 
incorporated locally.65 The foreign company has often rcfu ed. [n 1110 t cases 
the firm wa not simply being obstinate. The issue has been on of taxation. 

[n the ca e of a U .. firm conducting mining operation abroad there may 
bc a tax advantagc in operating a a branch instead of a a locally incorporated 
ubsidiary. A U.S. entity having an "interest" in oil, ga , or othel mineral may 

normally deduct against its U.S. income intangible drilling co't of oil and gas 
wells, mine exploration cxpenditure up to $400,000, and mine development 
cxpendit ures. Jt does not III a Iter that the mine or well is ou t ide the United 

tates. In addition, uch an cntity holding an "economic interc't" can normally 
claim U.S. perccntage depletion allowances for its mining operation ovcrseas.66 

I f the entity is not a U .. firm, the company 10 e thc e privileges. Although 
the depletion allowance bcneflts from over ea operations have been teadily 
rcduccd beginning with the 1969 Tax Reform Act,67 there was still ome bene­
fit to be gained from the U .. depletion allowances for many mining companies. 

[n the 'i tuation where the host countly requires local incorporation and the 
invcstor wishe (0 retain the tax benel'its accruing to branch operations, com­
peting interests can sometimes be rcconciled. One propo'ed solution ha in­
volved a so-called cost company. A group of manufacturers may, for e. ample, 
join together to develop a mining propcrty for ore necessary to their operations. 
They buy stock in a corporation (the cost company) e tabli hed to own and 
operate the property in the host country and agree to provide all fund needed 
by thc cost company. The mining operation remain under thc control of th 
manufacturers and the cost company doe not ell any ore. The manufacturers 
share in the ore in proportion to their contributions to capital and operation, 



88 Negotiating Third-World Mineral Agreements 

The underlying assumption is thal the depletion allowance will be permitted 
on the justification that the cost company does not own the "economic inler­
est" (as defined in U.S. lax law), since the transfer of ore to the participants 
by the cost company does not have a profit objective.68 

Frequently the concession has been held by an unincorporated contractual 
join t venture. One of the pa rtners may even be a govern ment agency. The 
National Iranian Oil Company has, for example, participated in such joint 
ventures. The output of the operations passes to the members of the joint 
venture as it is extracted, according to a predetermined formula, satisfying the 
req uirements of U.S. tax rules. 

The complexity that can be generated is illustrated by the Liberia LAMCO 
arrangement already mentioned several times.69 The interest in the ore body 
was held by an unincorporated partnership between a local corporation, LAMCO, 
owned by a Swedish group, and Bethlehem Steel Corporation, incorporated 
in the United States. The management was in the hands of a local entity. Bethle­
hem retained U.S. tax benefits by not being incorporated in Liberia; on the 
other hand, for the Swedish group there were no benefits in avoiding incorpora­
tion in Liberia. 

THE EFFECT OF TAX CODES AND 
TAX TREATIES 

Although the two parties to a mining agreement may be free to negotiate various 
tax provisions, a general income tax code governing foreign investment in natural 
resources or a double taxation treaty between the host country and the in­
vestor's home country may limit options. 

In some cases where modern income tax codes exist, many important lax 
provisions have not been negotiable on an ad hoc ba is. This has been true in a 
number of petroleum-exporting countries, for example. In other countries the 
general tax law has sometimes permitted all or part of the income tax regime 
governing the concession to be negotiated in a case-by-case approach. While 
one income tax code might require that a tax holiday be granted if certain condi­
tions are met, another code might give the relevant ministry discretion to grant 
such a holiday. In spite of the appearances 0 r rigid ity, most countries have been 
willing to pass special legislation when it was essential to a major project. 

Where an income tax treaty has existed and has covered income from natural 
resource development, a number of issues may be predetermined. The treaty 
might cover such issues as the business profits that will be subject to tax in the 
host country and certain of the deductions that will be allowed for the tax 
calculation of tbe mining operation. An income tax treaty may also provide 
for the exchange of tax information between the investor's home country and 
the host country, thus facilitating the policing of such matters as affiliate trans-
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actions and the deduction of home-office expenses. It appears, however, that 
few countries have taken advantage of the opportunities to exchange tax in­
formation. The treaty may, of course, provide for some sort of tax exemption 
or tax sparing, thereby affecting, perilaps, the host country's policy with regard 
to the granting of certain tax incentives. 

THE FINANCIAL PACKAGE 

The issues in the Gnancial arrangements for a natural resource agreement are 
invariably complex. The result of attempts to arrive at a satisfactory division of 
rewards and risks almost always means that a particular agreement contains a 
package of various tax and other Gnancial provisions. The package re(1ects 
bargaining powers, attitudes toward risk, and technical issues, such as home­
country tax laws. 

In many cases complex f'inancial packages are an almost inevitable result of 
the international business environment. Complicated provisions may be the 
only way to atisfy Ole needs of both parties. For example, tbe renegotiated 
LAMCO Agreement in Liberia did not eliminate the varied financial instruments. 
In fact it added preferred shares to the old package of two classes of common 
shares and various classe of debt. But the result was forecast to be a 20 percent 
g,lil1 in government revenue, only about one-quarter of which would come out 
of the pocket of the private company. The rest comes out of taxes that would 
have been paid in Canada and Sweden. 

The complexity and Ole variety of financial packages tailored to particular 
situations make it difficult to compare terms of different agreements. Similar 
nominal royally and ta ' rates may result in very different effective rates. And 
agreement may include royalties of different rates, varying with quality of ore 
or the prevailing price. Income lax rates may vary with the size of the opera­
lion, the size of the profits, or the rate of return. In addition, equity participa­
tion may provide a significant portion of revenues. The complexities make it 
difficult to estimate the effects of seemingly minor changes in an existing 
arrangement. Calculations become more complex when one attempts to compare 
agreements under alternative assumptions about prices and costs, or under 
alternative assumptions about such matters as expansion and reinvestment 
needs and debt availability and repayment schedules. Nevertheless, tools of 
financial analysis are available to both the host government and the private 
investor Out enable such calculations to be made. The clarity created for the 
negotiating process is a worthwhile product of attempts to do a thorough 
analysis of the rwancial flows under alternative arrangements. Comparisons 
become more complex when one introduces Ule factor of economic develop­
ment provisions that are designed to provide other benefits to the host country. 
These important provision are dealt with in the next chapter. 
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Chapter Four 

Economic Development Provisions 

In the mid-1970s developing countries were becoming increasingly concerned 
about the role of raw-material production in their overall plans for economic 
development. Even though prices of commodities appeared to be on the rise ­
stiDing the usual arguments that the terms of trade move inexorably against 
raw-material exporters- many producing countries believed that they were not 
benefiting from their resources to the extent they should. In a quest for a new 
economic order, developing countries sought still higher price for their com­
modities and what they considered more just and equitable relationships be­
tween the prices of raw materials exported by them and the manufactured goods 
imported by them. 1 [n addition, they sought from the industrial nations finan­
cing for industrial projects, particularly involving export-oriented production, 
as welJ as access, on better terms than in the past, to modern technology. 

Many developing countries had earlier taken modest steps in some of these 
directions by attempting to broaden and multiply the contributions to develop­
ment made by investors in natural resources. While such efforts did not promise 
the large-scale stimulation of the economy anticipated by those supporting the 
establishment of the propo ed new economic order of the 1970 , these efforts 
did promise relatively immediate and concrete contributions. 

The history of such efforts has been mixed. Economists and other com­
mentators disagree about the re ults of efforts to extend the contributions of 
natural resource development beyond increases in foreign exchange and govern­
ment revenues. Foreign investors have been accused of establishing economic 
and social enclaves with litlle spillover into the rest of the economy. "Growth 
without development" is one label that captures the spirit of the attack. Indeed, 
some observers have argued that foreign investment in natural resources actually 
retards economic development.2 On the other hand, there are those who have 
argued that no matter how accurate the enclave concept is as a description of 
the early years of an extractive operation, the beneficial spillover effects during 
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the life of the concession almost inevitably grow to be very important as the 
years pass? 

As the debate continues, governments of most developing countries have 
considered it desirable to take steps to maximize the possibilities that: (1) nat­
ural resource investment will generate income as soon as possible after the 
signing of the agreement; and (2) it will provide benefits in addition to govern­
ment revenue and foreign exchange. No matter what the structure of the agree­
ment, most concession arrangements provide, either through the agreement 
itself or through general laws, that the investor engage in a broad range of 
"development activities." Ironically, as they have become more successful in 
involving foreign investors in broader development activities, some countries 
have begun to have second thoughts about this involvement. 

PROMOTING LINKAGES 

Most governments have looked to extractive operations as ways of generating 
benefits to the economy that are external to the project itself. Four kinds of 
linkages have been pursued in particular. First, natural-resource investments are 
seen as providing an opportunity to develop ind ustries to process these raw 
materials, contributing to national income and, where these objectives are 
separate, to stimula te employment and to earn foreign exchange. Second, the 
extractive operations can provide the critical market needed for the start-up of 
local industries. Third, the operations are looked to for training of manpower 
that can be used in other aclivilies within the country. Fourth, the natural­
resource project may provide both the incremen t of demand and the funds 
required for the development of infrastructure, the benefits of which may 
extend far beyond the extractive operations themselves. 

Encouraging Processing 
In a number of countries, the prospect in recent years that the investor in 

natural resources would establish processing facilities has become a major 
consideration in bringing in the investor. Not only have governments viewed 
the establishment of processing facilities as a significant step in the industrializa­
tion of the country, but some have also thOUght that local processing may mean. 
that the country would face a more stable world market than if it were to export 

unprocessed materiaJs. 
Whether the establishment of processing facilities is a rational goal is a ques­

tion subject to the same analysis as any other project tha t uses domestic re­
sources. The various approaches to social cost-benefit analysis are as appropriate 
for this kind of activity as for import-substituting investments. With or without 
the analysis, many concession arrangements have been designed to encourage the 
establishment of such facilities. 
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Timber concessions provide an illustration of the difficulties frequently en­
countered in negotiations for processing facililies. Various governments have 
found timber-processing facilfties to be desirable projects, once the officials have 
calculated the net benefits using social costs and social benefits. For the investor 
who sees the project in terms of private costs and benefits rather than social 
figures, however, the same project may appear unattractive. The different out­
comes may result from market wage rates that differ from shadow costs, from 
taxes that are omitted from the social analysis, or other sources. Regardless of 
the source of the difference, once the fact is recognized, some effort is usually 
made by the parties to make the socially attractive project attractive to the 
private investor. The firm may seek concessions on tariffs, export duties, or 
other taxes to make the project profitable, in exchange for a commitment to 
build processing facilities sometime in the fu ture. But the govemmen t may fear 
that the concessionaire will "cut and run," shipping the choicest logs for a few 
years, depleting a significant portion of the concession area, reaping the benefits 
of a tax holiday, and then abandon operations at the end of the tax holiday or 
logging period. Given the fact that investments in timber harvesting need not, in 
many instances, be very large, a concessionaire may have little hesitation about 
abandoning the operation at the end of the allowed logging phase. Resolving 
such conflicts of interest and fears presen ts a formidable problem in negotia­
tions. 

The risks are usually less sub tantial in the area of hard minerals. Govern­
ments have attempted a number of approaches in these ca es. One technique 
tllat relies on the agreement itself has been straightforward: the parties agree 
that processing facilities are to be established by a certain date, or at the point at 
which raw-material production reaches a certain volume. Failure on the part of 
the investor to establish the requisite facilities then constitutes a breach of 
contract. The 1970 OMRD copper agreement in Ecuador, for example, required 
the investor to construct processing facilities when a sufficient volume of re­
serves was discovered to support a production of 150 million pounds of metal 
per year. Such a provision may be adequate if the investor bas a reputation or a 
signincant amount of capital at stake so that failure to comply with the commit­
ment will be costly. 

Some agreements have been less specific about the e tablishment of facilities, 
but have required feasibility studies to be undertaken at a later date. The 1967 
iron ore agreement between the Republic of Liberia and the Liberian I ron and 
Steel Corporation illu trates this approach: 

[The] Concessionaire agrees that within fifteen (IS) years from the effec­
tive date ... it shall establish iron ore processing, smelting and manufac­
turing facilities in LIberia if then found economically feasible. To this end, 
the parties ngree to jointly consider this economic feasibility at the end of 
each three (3) year period following the effective date. If and when any of 
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such facilities arc constructed, the parties agree to thereafter discuss and 
consider, in good faith, the feasibility of subsequent additional facilities. 4 

Another example is the 1969 timber agreemen t between the government of 
the Republic of Indonesia and A. Soriano y Cia, which provided that the general 
policy the company would pursue would be directed toward the establishment 
of a forest-based industry that would be optimally integrated: 

Tn furtherance of the general policy of optimal integration, the estab­
lishment of log-processing plants such as sawmills, veneer plants and 
plywood plants is contemplated. Such plants would be justified econom­
icalJy either because the logs they use for raw ma terial cannot be success­
fully marketed as such, or because such local processing of logs would 
improve the overall economic efficiency of the Project.5 

Both of the above provisions were premised 011 the assumption that, at the 
time of the initial negotiation of the contract, the parties did not have suffi­
cient information to determine whether construction of a processing facility 
would be justified at a future date. 

A feasibility study may provide useful information to the government as to 
why processing is not viable from the private viewpoint. The government may 
discover, for example, that duties on processed products in the importing 
country are serving as a barrier to local processing. The host country may have 
to seek tariff reductions in the market nation. Assuming, however, that local 
finishing is feasible from the private cost side, or can be made so, the question 
remains whether provisions of the type quoted above do the job for which they 
are intended. The answer would appear to be, "Not necessarily." 

In many cases the host government has been willing to negotiate a particular 
agreement only if the establishment of processing facilities was a likely compo­
nent of the arrangement. In fact, many specific provisions may have been 
negotiated under the assumption that processing facilities would be established. 
In the Soriano agreement, for example, Significant tax incentives were offered 
during the early timber-harvesting stage. It appears that such incentives were 
offered only because the government expected the substantial economic bene­
fits of an integrated forest industry involving sawmilling and veneer and plywood 
operations. The agreement, however, provided neither certainty that such facili­
ties would be established nor clear penalties for the firm if they were not built. 
To ensure the establishment of processing facilities, if they are economically 
feasible, the contract must incorporate enforceable standards. 

The difficulty has been that those standards have been hard to defme. The 
result has usually been a vague economic-feasibility provision of the LISCO and 
Soriano types. The former provided no meaningful standard at all. The Soriano 
agreement provided two standards- that raw material cannot be successfully 
marketed and that local processing would improve the overall efficiency of the 
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project- but neither standard, without more detail, would necessarily accomplish 
what the government intended. They invoke private rather than social criteria, 
and do not appear to be binding. In the Indonesian example there was no 
assurance that processing facilities would be established if the company deter­
mined that it was more profitable for the firm to ship unprocessed logs to Japan 
or the Phllippines than to process them in Indonesia. Indeed, a firm that had 
already established- in Japan or the Philippines, for example processing facili­
ties not utilized to capacity, might find it more profitable from its point of view 
to ship logs to one of those countries for processing rather than to construct new 
facilities in Indonesia. Likewise, if the tax rate on corporate profits is lower in 
the Philippines than in Indonesia, the company could find it more advantageous 
to pay Indonesian tax only on unprocessed logs and to pay Philippine tax on the 
higher income from pIoce sed timber. Such factors could, in some cases, be 
examined in advance to determine wllether a finding of economic justification 
(from the investor's viewpoint) for construction of processing facilities is apt to 
be made. Careful speCifications of standards in the agreement may help to avoid 
later dispu tes. 

A provision calling for the future review of the economic justification or 
economic feasibility of a project connected with the concession should recognize 
the interests of both parties. There are several teclmiques that may contribute to 
dealing effectively with the processing problem. 

First, economic ju tification and economic feasibility can be defined in such a 
way that profit maximization is not the sole governing criterion. Though the 
project must be economically viable (that is, provide a fair rate of return to the 
company), the test can also include considerations of the country's in terest in 
fostering economic development. Standard social cost-benefit calculations can be 
called for to supplement the private profitability analysis. 

Second, it can be reqUired that feasibility tests provided by the company 
meet the standards of such tests set by an independent organization, such as the 
Wodd Bank or the U .. Agency for International Development. It l conceiv­
able that provision might be made to have an independent third party, such 
as an approved consulting firm , conduct the test. From a 11Jgh-quaJity study 
the government is likely to learn wbat barriers to local processing exist. 

We have recommended to some host governments that tax or other fiscal 
incentives offered in the early years of a concession to promote the establish­
ment of processing facilities be supplemented by a provision for the forfeiture to 
the government of such tax savings in the event that processing facilities are not 
established. The "conditional tax holiday" incorporated in the Brazilian plan to 
encourage the development of the Northeast Region illustrates a similar ap­
proach.6 Under such an arrangement all or part of the taxes from the first year 
of the mining or timber operation is refundable to the enterprise at a later date 
for use in the construction of proces ing facilities, if the enterprise constructs 
the facilities within a certain period and provides part of the funds itself. 
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Another approach has been to offer tax holidays only for profits that arise 
from processing activities. The administrative details of such an arrangement, as 
we noted in Chapter 3, can become complex unless the agreement adequately 
provides for the allocation of income between extraction and processing. As we 
have observed earlier, however, there is substan tial evidence that tax holidays 
have little effect on most investment decisions. This evidence raises doubts about 
the value to the government of tax holidays in connection with processing as 
well as with exploitation. 7 

If tax incentives can be considered to be the fiscal carrot, a fiscal stick has 
also been utilized occasionally. There can, for example, be provisions for a tax 
on the export of unprocessed materials, which would not apply to processed 
output. Such an export tax has been applied to timber in the Philippines. In 
fact, export taxes differentiated by degree of processing have a long history. In 
1903 the Federated Malay States took action to support local tin processing 
plants against possible competition from plants located elsewhere. That action 
came in the form or a higher export duty on tin ore exported for smelting out­
side the Straits Settlements than for ore to be smelted in the region.s 

Some countries have gone further. They have, under the aegis of general 
trade regulations, placed absolute quotas on exports of unprocessed raw mate­
rials. The quotas may be aUQcated according to the company's exports of 
processed material. In other countries similar provisions may apply in particular 
concessions. Japanese investors have in some cases agreed not to export con­
centrates after a certain time period, for example.9 

Fearful that neither the carrot nor the stick will induce the investor to estab­
lish local processing, some governments have tried still another method. They 
have included in the agreement a guarantee that the foreign investor will offer 
output to any processor who establishes local facilities, at a price that is not 
higher than the investor's f.o.b. price to other buyers. The objective of such 
provisions has usually been to allow another firm to set up processing facilities 
in the country if it is economically attractive and if the concessionaire himself 
fails to act. Another company might possibly respond to the guaranteed supplies 
by establishing the desired facilities. 

Although such provisions may be useful, some care must be exercised in their 
drafting. The purpose of the provision may be thwarted if they are qualified by 
conditions such as those found in the Indonesian Alcoa agreement, which called 
on Alcoa to seU to other processors only until Alcoa set up its own facilities. JO 

No independent investor is likely to build a processing plant if the mineral in­
vestor can establish his own facilities and cut off ore sales to the existing plant 
once the feasibility of the project has been conclUSively demonstrated. 

In some cases provisions for local sales have made their way into the general 
laws. For example, the 1974 Mining Development Law of Ecuador provided 
that any company that exploits a mine but does not install a processing plan t 



Economic Development Provisions 103 

must sell the ores to government processing plants if they exist. JJ Other coun­
tries have included similar provisions in their mining law or concession agree­
ments, although the usual provision i that the company must provide only part 
of its production to the local company. Some of these provisions would prob­
ably not do much to support local processing. For example, under its 1968 
agreement with Costa Rica, Alcoa was required to provide 50,000 tons of 
alumina per year to any local smelter that might be established. One observer 
estimated that this tonnage would permit a smelter of approximately 25,000 
tons per year capacity only, and that it is doubtful whether a smelter of this 
size could support a hydroelectric scheme large enough to be economical. 12 The 
same problem was thought to exist in the 1967 Revere Copper and Brass Com­
pany agreement with Jama.ica. 13 

Some concession agreements have encouraged the foreigner to cooperate 
with related local processingind lIstries in more limited ways. A foreign illve tor 
in forestry might be required to supply secondary species, sub-export grades 
of primary species, slabs, edgings, and sawd ust to local processors. I n the absence 
of such provisions nonexportable products may be de troyed. With further 
processing, this apparent waste may be avoided. We encountered in one develop­
ing country a furniture manufacturer who was finding it difficult to obtain 
high-grade wood for furniture, despite the fact that the country was a major 
exporter of quality wood. The conce sionaires had established transportation 
facilities directly to the ports and were unwilling to sell small quantities locally. 
Eventually the manufacturer managed to obtain access to pieces too mall for 
export. The local firm used tilese pieces to make furniture parts, which were 
then exported for assembly abroad. The business held out promise of becoming 
a Significant exporter of furniture in the future. 

Ultimately tile establishment or processing facilities depcnds to a great ex­
tent on the interest of the foreign firm. The provisions of tile agreement can 
play some role in int1uencing what those interests are. If the penalties for not 
establishing processing facilities outweigh what may be the extra costs in build­
ing facilitie in the country of extraction, the firm may yield. But wise selection 
of investor may be more importan t than sticks and carrots. The timber firm 
that is running out of processing capacity abroad is, Cor example, a better candi­
date to build local facilities than is a firm that has excess capacity abroad. 
Similarly, a fJrll1 that plans to market output in a country which ha a tariff 
structure that docs not discriminate heavily against the processed resource is 
more likely to do its processing locally than is a firm that will export to a coun­
try that il11po es barriers on the import of the proces ed product. 

The prospective establishment of processing facilities is often a difficult 
issue to deal with in concession negotiations. Occasionally Lhe barriers the 
investor faces in the Corm of discrimillutolY tariff in the consuming country, 
and shipping and marketing problems for the processed product, are not well 
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understood by the host government. Sometimes neither party recognizes that 
private and social benefits may differ dramatically. And, in many cases, the 
uncertainties at the time of the signing of the agreement are so substantial that 
any concrete planning is difficult. Although concession agreements have sought 
to overcome these problems in numerous ways, the agreements that have been 
the most specific have resulted from at least some discussion of the basic issues 
between the parties. No doubt by encouraging discussion of the different views, 
such contracts go further in reconciling expectations than do contracts incor­
porating vague standards and ignoring the real issues. 

Local Purchasing 

In addition to encouraging foreign firms to establish processing facilities, 
most governments have sought to induce the foreign firm to purchase locally 
made goods and services rather than imported products. The goal has been to 
expand the market for domestic industry and agriculture. 

Government pressures for local buying have orten led to the development 
of local businesses to supply the needed items. Often the foreign firm has 
provided substantial direct assistance to local businessmen. In other cases the 
foreign extractive firm has brought along its suppliers from abroad; these sup­
pliers have themselves then become investors in the host country. 

Most modern agreements have required that the foreign company purchase 
its needs locally as long as certain conditions are met. In such provisions some 
limitations on the price that the firm must pay for local products have been 
common. One finds in agreements at least three kinds of price limitations : 

1. A price not above the c.i.r. price 0 [imported goods, excluding duty. 
2. A price not above the local price o[ imported goods, including duty. 
3. A price not above the c.i.f. price of imported goods plus a certain percentage 

(say, 15 to 20 percent). 

In addition, the company has usually been provided with a safeguard concern­
ing the quality of the goods and the delivery sched ule. These are not to be 
substantially less favorable than for imported goods. 

Provisions to encourage linkage between foreign investors and local firms 
can , of course, take other [orms. There have been many cases where local 
firms have produced the same raw material produced by the foreign firm. Tin 
is produced in Malaysia by foreign and 10caJ firms; fubber is grown on foreign 
and domestic plantations side-by-side in Liberia. If processing facilities are 
largely in the hands of foreign firms or if marketing contacts are crucial fOf 
exporting, success of local firms may require that the foreign enterprise provide 
processing or marketing services to local producers. Tin ore may be most efO­
cienlly processed by large-scale smelters tied to the foreign mines. Firestone in 
Liberia has processing facilities and marketing contacts that may be critical to 
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slTI<l1l holders' rubber farms.14 In the C<lse of other plantation crops, new eed 
varieties or new methods of disease control developed by the foreign firm may 
be importan t for local growers. In such cases the government may want to 
support local Cirms by requiring the foreign firm to process their materials, 
market their prod ucts, or provide technical help. When such linkages are to be 
promoted the government may want to reduce the po sibility that the foreign 
firm will take advantage of what may be a monopoly position. A provision 
guaranteeing a particular formula price for the processing and other services 
can be included in the concession contract. 

Employment and Training of Nationals 

Foreign investmen t in the extractive industries may foster other develop­
ment goals. In most developing countries employment of nationals has been 
of particular concern. At the same time, countries have sought to use the foreign 
firm as a source of training to increase the level f skills available to the nation. 

For decades it has been coml11on for agreements with foreign investors to 
require the firm to give preference to the hiring of nationals of the host country, 
to meet minimum goals of local employment, and to provide training. Most 
governments have depended on requirements that local be hired for certain 
posts as an incentive for the company to establish training programs. To compel 
training, a C0l111110n provision and one that ha worked well on occasion- has 
been a clause requiring a higher percentage of local workers for the jobs requir­
ing Ie s skills, and setting a timetable that reqUires progress toward turning over 
jobs to loclil workers. One such timetable for a range of extractive operations 
might be JS 

Skill Category By 3rd year By 5th ye~ By 10th ye~ 

Unskilled 100 100 100 
Skilled 50 75 100 
Clerical & supervisory 50 75 90 
Technical 50 75 85 
Management 50 75 85 

Similar proviSions have occasionally been included in the countlY's mining 
or petroleum legislation. Although a study showed that oil operations in Nigeria 
had made only a minimal contribution to the provision of skilled manpower 
in the early years,t6 there was promise of change. The J 969 Nigerian Petroleum 
Decree provided tilat recipients of mining leases must guarantee that within ten 
years they would employ Nigerians in 75 percent of the management, profes­
sional, <lnd supervisory po ilions, and in 100 percent of all other jobs. The de­
cree also required that holders of post-1969 prospecting licen es submit a 
detailed program for recruitment and training of Nigerians within the first year 
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of operationY The changes were designed to ensure that the earlier pattern 
of little training was not continued into the future. 

Clauses that leave to the company the determination about the availability 
of qualified personnel to fill employment quotas have generally been unsatis­
factory to host governments. And provisions that have called for the employ­
ment of nationals have probably worked best when they have required the 
company to submit to the government its reasons for any request for exceptions, 
wh ile demonstrating the adequacy of its past training programs. 

Although preferences for the employment of local nationals have long been 
common in concession agreements , an additional employment issue came to 
the fore in the early 1970s. Governments became concerned about the kind of 
technology used by the foreign investor. Large-scale unemployment led govern­
ments to appeal for labor-intensive technology to increase employment. This 
concern has spilled over from manufacturing to the extractive operations, even 
though mining, plantation, and timbering projects may be in sparsely settled 
regions with little spare labor. Although the mining firms in particular have re­
sponded to government pressure by claiming that they have little alternative 
to capital-intensive technology, there is some evidence that there are feasible 
alternatives for some extractive operations. Whether host governments will be 
successful in their efforts to induce foreign extractive firms to employ more 
labor-intensive technologies than they have to date remains to be seen. But 
the prognosis is not very good .18 

Infrastructure and Community Services 

Extractive enterprises can often assist the economic development of the 
country through the infrastructure they build and the community services 
they provide. Ilost governments took an early interest in this kind of contribu­
tion as they recognized the potential of the roads, ports, and power facilities 
constructed by foreign firms for their own use. Governments began to insist 
that the facilities be made available ror other purposes. 

Access to mining roads or railroads has become of particular importance to 
the development of agriculture. Reduced transportation time and costs due to 
mining roads or railroads have resulted in increased employment and production 
in the agricultural sector. J n Liberia, for example, the long access roads to the 
iron ore mines are dotted with smaU rubber [arms and other cash cropping 
that did not extend into the interior before the roads were buill. Access to 
roads and railways has also stimulated medium- and large-scale limber harvesting 
operations in areas in which lumbering would not otherwise be economically 
feasible. For example, the building or the first section of the Trans-Gabon 
Railway, which was intended to take iron ore from eastern Gabon, was expected 
to benefit the timber industry by opening up the okoume timber-rich Booue 
section .19 

Infrastructure may also be useful for other purposes. It was thought, for 
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example, that the proposed road linking Arlit with Niamey in Niger would 
open the Air country , with its mountains and neolithic rock carvings, to tour­
ism.2o The operations of the Ghana Timber and Plywood Company were ex­
pected to open up areas for tbe establishment of forest villages. 21 

Concession agreemen is now regularly call on the company to gran t rights of ac­
cess to infrastructure on term that will avoid interference with tbe compa_ny's 
operations. In most cases the facilities are to revert to government ownership 
and control when they are no longer needed by the company for the extractive 
operations.22 

Mineral and timber developers have not typicalJy been called upon to create 
new rail links or roads for government or thjrd-party use. They have simpJy 
been asked to make the rails and roads associated with their operations available 
to others. But concession-holders have been asked to provide community service 
beyond what is normally required for the concession's ·'community." It was 
probably inevitable that schools and hospitals would be demanded of foreign 
firms that operated in remote areas. Few governments have felt able to pay for 
tbe cost, in financial and administrative resources, of extending services into 
such areas. 

Governments have recently taken a more aggressive approach toward infra­
structure development. They have used the extractive project as the base for 
financing developments that might oiherwi e be difficult to initiate. The Roan 
Selection Trust investment in Botswana is one example. The development 
plans for the mining project called for a total investment of about $200 million : 
$121 million [or development of the mines, mill, and smelter; $7 million for 
working capital; $67 million [or the township, rail links, power supplies and 
dam, reservoir, and water pipelines . The Shashi Infrastructure, a it was known, 
was considered important to Ule generaJ development o[ the area. With the 
Botswana government as a partner in the general enterprise, it was possible to 
isolate Ule Shashi Infrastructure from the sectors of the agreement to be fi­
nanced from commercial [und·raising. The funds for the Shashi sector were to 
be loaned by the World Bank, the Canadian International Developmcnt Agency, 
and USAID. Botswana would service the loans out of revenue it would receive 
from the mining operation for power, water, and municipal services.23 

The importance of infrastructure to regional development has meant that 
governments are making efforts to try to blend the company's in frastructure 
into the regional plans. In many cases the government insists on minor rerouting 
of roads and rail lines to conform to these plans. 

In frastructure developed for extractive operations sometimes has inter­
national implications as well. The government of Guinea hoped that the rajlroad 
that ran through Liberia from the LAMCO mine near Guinea could be utilized 
to carry iron ore from Guinea to a Liberian port.24 It was also hoped that a 
manganese development in Upper Volta's northeast region would provide a rail 
link betwecn the ore site and the capilal at Ouagadougou, and that there would 
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then be prospects of completing a long-desired rail connection to Niamey in 
Niger. Many believed that this link could be a key factor in encouraging crop 
and cattle enterprises in both countries?5 Similarly, a proposed copper project 
in Papua New Guinea would use the Fly River, parts of which are an interna­
tional waterway serving as a border with West Irian. The development of this 
transportation route could benefit countries on both sides of the river. Bi­
lateral or regional cooperation in building infrastructure or processing facilities 
has been the exception, however, in economic planning in many parts of the 
world. 

The access to remote areas that extractive operations provide can promote 
economic development; it can also have important effects on population loca­
tiol1. It was claimed, for example, before the drought of the Sahelian region 
forced Taureg migrations southward, that the uranium agreement between the 
government of Niger and German and French interests would b ring several 
thousand Tauregs out of the desert into towns where they would come under 
more direct government control. Often, however, improved communication 
routes that ind uce large population movements have undesirable effects. Infra­
structure construction may bring people from the subsistence sector into the 
money sector, and the subseq uent decline in employment that typically follows 
the construction stage may leave many of these workers unemployed in over­
crowded urban areas. And the new roads may provide the immigration routes 
to more urbanization. But most governments have felt that the economic bene­
fits from open roads and railroads outweigh the resulting urban problems. 

PROTECTIVE PROVISIONS 

In earlier days little attention was paid by governments to the interests of 
residents in the area of the concession. But as governments have become more 
concerned about the effects of extractive operations on economic development, 
they have become increasingly concerned with protection of local interests in 
the concession area. Concern with protection of rights of local residents has led 
to concern with protecting the natural resources themselves and the environ­
ment. 

Local Residents 
Governments have insisted on guarantees not only to give residents access 

to infrastructure constructed by the foreign firm, but also to the concession 
area so that they may carryon traditional economic activities. In timber con­
tracts, [or example, provisions may allow access to forest areas for wood tradi­
tionally needed by villagers for firewood, local crafts, local construction, and 
canoes.26 Similarly, access to traditional sources or water and to sacred sites 
has usually been guaranteed.27 

In addition, attention has been given to the "ownership" or comparable 
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rights of local citizens.28 Some agreements have spelled out the kind of compen­
sation that would be made to local inhabitants for their loss of rights to, and 
interest in, land. The Lesotho Maluti Diamond Agreement of 1971 provided, 
for example, that any "diggers" within the concession area would be compen­
sated Cor the withdrawal of their prospecting rights. The agreement also required 
the operating company to provide relocation and housing for tho e diggers who 
wished to operate in another location. Similarly, arrangements were made to 
compensate clans with claims to land or to the right to harvest wild crops or 
fish in areas that were affected by the development of the copper mine in 
Bougainville. Even when careful attention has been paid to these matter, local 
residents have often complained that they were not being fairly treated. Perhaps 
clear specillcation of rights and dutie at the out et removes some of the onus 
from the company for wha1 is almost inevitably an unpleasant task: that of 
relocating people from their traditional homes for what is hoped to be the 
national good. 

Some governments have paid attention from the beginning to the use to 
which land may be put as the extractive operations are completed on various 
tracts. In regard to forest operation, for example, governments have attempted 
to ensure that if the land is not to be returned to fore t use local farmers can 
begin planting agricultural crops as soon as the trees are harvested in a particu­
lar tract. 

Scientific Development 

There are many other areas in which protection of the nalion's economic 
and social interests have been sought. The requirement of "scienllfic and mod­
ern" development techniques has become common in mining agreement. 

Such techniques have been of particular importance in forestry operations 
where reforestation and sustained-yield principles are e senlial to the con­
tinuing economic life of the concession area. And the u C or methodical cutting 
techniques lIlay be important for the most effective utilization of the conces­
sion area. Where the general laws are silent or inadequate, timber agreements 
have commonly included provisions relating to minimum girth requirements, 
cutting of timber on a tract-by-trac! basis, cutting of limber on contiguous 
tracts, and the intensive harvesting of each tract. Such provisions have facili­
tated government inspection and permitted the return of tracts to the govern­
ment on a progressive basis after the area has been cut and seeded. They have 
al 0 encouraged the most economic use of timber resources by compelling 
the comp,U1Y to harve t all eligible limber within a given tract before moving 
to another tract. 

There have been similar provisions ill mining agreements. Companies have 
been required to extract ores of a minimum grade, for example. Low-grade ore 
left behind can only rarely be extracted economically later. In addition, provi­
sion has frequently been made for the safe and economic disposal of overburden 
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and tailings. The objective has been to avoid the deposit of overburden and 
taiJings in an area or manner that causes the danger of slides, damages the 
tourist appeal of an area, or destroys economically usefulland.29 

Provisions concerning the ecological impact of mining can be extremely 
valuable, as is illustrated by the attempts in 1972 of Banada, one of the Gilbert 
and Ellice Islands, to invoke a clause in its agreement on phosphate mining. 
The mining operations were leaving the island useless for agriculture. The is­
landers claimed some $25 million in compensation, since the original 1913 
agreement called on the company, the British Phosphate Commission, to 
restore the areas with new soil and plants "whenever possible."JO 

Yet, traditionally, little attention has been paid in concession arrangements 
to the social and ecological impact of mining or timbering operations on the 
exploitation area. 31 As developing countries begin to take a broader view of 
their development goals,32 they may become interested in requiring prospective 
concessionaires to presen1 reports, perhaps by an independent consulting group, 
on the social and ecological implications of their proposed projects, as well as 
requiring concessionaires to take steps to protect the environment. In the early 
stages of development, the need of the country for income typically has out­
weighed concern for the environment. Further development and the inlluence 
of changing concerns in other countries have begun to shift the emphasis. The 
1972 Selebe-Pikwe agrecment in Botswana, for example, includes a detailed 
provision requiring the concessionaire to prevent or mitigate "consequences 
adverse to the environment." The problem is determining how far such efforts 
can go before the costs to the economy exceed the benerits. Even the advanced 
countries are far from being able to deal adequately with this issue. 

LIMITS ON THE ROLE OF THE FOREIGNER 

In earlier periods probably the most complex issues in concession negotiations 
were those relating to the direct division of profits. Yet as developing countries 
have become increasingly concerned with the wider range of benefits a foreign 
investor might offer, agreement on terms to govern these wider contributions 
is proving no simpler than on those that cover the allocation of financial re­
wards. To the extent that the private interests of the firm coincide with the 
social interests of the country, the negotiating problems may not be formidable. 
Training of local workers may, for example, increase the profitability of the 
enterprise by cutting costs of expatriate personnel while it contributes to local 
development. A clause in tile agreement may be required simply to overcome 
managerial inertia. But in many cases the social demands may decrease private 
pronta bility . 

Unlike increased taxes, the benefits to the country may be difficult to quan­
tify, although the costs to the company may be all too obvious. Faced with 
an implicit trade-off between measurable increments to revenue and more 
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complex contributions to development, government negotiators have often 
been unable to s rt out their own priorities. In fact, the decision is made more 
complex by the fact that the agreement must be explained in simple terms 
to the pUblic. The local pre s has the habit of reporting the financial provisions 
in considerable detail (and in comparison to agreements elsewhere), while the 
development provisions are glossed over with a few sentences. At the same 
time the company may be able to calculate the costs of the alternatives with a 
reasonable degree of certainty. Faced with uch difficulties in a negotiation, 
many a government official has retreated to the more measurable benefits from 
taxation. 

The trude-off between quantifiable and unquantifiable benefits has always 
been a difficult problem. The problem is made m re complex by a new major 
dilemma: 011 the one hand, officials may wish to maximize the investor's con­
tribution to development; on the other hand, they lllay be sensitive to incursions 
into the host governmen t's realm 0 f "sovereign ty." The host govern men t would 
like to operate its own schools, hospitals, and railroad. chools in the hands 
of foreign firms are likely to be difficult to control. 1I0spitais run by foreign 
[inns, although probably free from the ideological ramifications as ociated 
with education , can upset national health plans by offering salaries that attract 
local medical personnel away from areas that are accorded higher priority by 
the government. Even projects that appear to offer little challenge to govern­
ment planning can evoke fears that the foreigner is going too far in usurping 
government prerogatives. 

In one case with which we are familiar a foreign mining firm, in an effort 
to improve its public image, offered an African government a plan to provide 
massive assistance to agricultural development along its access railroad. The 
government felt compelled to turn down tbe offer, since the government thought 
tile proposed program rerre ented an invasion of the government's field of 
responsibility. The rejection or the offer was based on concepts of sovereignty, 
not doubts about whether the foreign firm could or would carry out its plan 
adequately. In fact, fears on the part of the government that the company 
would embarrass government programs by being very successful probably in­
Iluenced tile response. 

In tlte 1974 renegotiations of the 130ugainville Copper Agreement in Papua 
New Guinea, the government considered and rejected provisions that would 
put pressure on the company to hire more local managers and to expand its 
training efforts. The government apparently preferred not to encourage the 
company to compete in the tight local market for skilled personnel. And train­
ing, negotiators decided, should be done as much as possible by the government. 
They decided U1at the compallY should increase its financial contribution so 
that tile government could undertake more activities, such as training. 

Some governments have already determined not to have foreign firIns move 
beyond the kinds of involvement mentioned in this chapter. Like Papua New 
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Guinea, they prefer increased financial con tributions, which they can employ 
themselves to promote development. Many agreemen ts are now calling for 
contributions by the foreign investor to "development funds." Although in 
reality no more than another tax, such a fund may create the illusion of an 
additional contribution to development, which may be important to some 
governments. But other countries have continued to seek new ways to link the 
foreign firm directly to devel pment efforts. Illustrative arc the requirements 
that Malta has imposed on enterprises interested in petroleum in that country. 
To gain access to petroleum, the firm must bring along manufacturing invest­
ment. In 1975 a number of oil companies were scrambling to promote and 
finance investment by American and European manufacturers in Malta. 

RAPID EXPLOITATION 

As governments have become more concerned about the broader effects of 
foreign investment, they have taken steps to assure that the benefits, financial 
and other, begin quickly. Most governments put a high premium on obtaining 
income and other benefits early in the life of the concession arrangement. 
Until recently only a few countries have even thought of the storage of raw 
materials in the ground as a possibly attractive alternative to immediate income. 
Yet many governments have not paid sufficient attention to the two most 
critical factors affecting early results: (1) the choice of the finn; and (2) the 
imposition of strict working requirements. 

There is a serious danger in certain extractive industries that the foreign firm 
will attempt to retain control of the resource while delaying exploitation ac­
tivities. ]n some cases the control may be purely speculative, in hopes of a strike 
of, say, oil nearby. However, the danger is greatest in industries where control 
of raw materials is an essential part of the strategy of the major firms. The raw 
material need not be in short supply for such a strategy to exist; if the majority 
of the good sources are in the hands of a small number of companies, they can 
ration the output as they wish. In such an inel uStlY a major threat to stability 
would occur if sources of Taw materials were to fall into the hands of firms that 
are not part of the traditional oligopoly. If an outsider were to gain control of 
a good source of the raw material, he might disturb the oligopoly arrangement 
by cutting prices to gain outlets for his product. The general price structure 
could be eroded as a result. 

In addition, an individual firm in such an oligopoly may fear that another 
firm within the group might obtain a cheaper source of ore, upsetting the status 
quo. Even though a firm may have subscribed to the implicit pricing rules of 
the oligopoly in the past, once it obtains a cheaper source it may be tempted 
to break the rules by cutting prices to gain a larger market share. The result is 
the pattern we described in Chapter 1. If one member of the group enters a 
particular geographic area, others are likely to follow to make sure that the 
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original firm does not obtain a source that is lower in cost than those of the 
other firms. 

Some governments have recognized such patterns of behavior and have put 
pressure on the latecomers for better terms. But there stiD remains the task of 
gaining some reasonable assurances tlult the source will be used, or, if unused, 
will be surrendered. Illustrative of the difficulties encountered was the slow 
development of nickel deposits in Latin America under some concessions grant­
ed in the late I 960s. As we poin ted out in Chapter 1, in an ind ustry where there 
is substantial danger that the foreign firm is interested primarily in tying up 
the resource and these industries can be identified once their structures are 
analyzed- the criteria for selecting firms can go beyond the simple standards 
of whether the company has the capital and the technology. The government 
might analyze whether the company already has sufficient resources to supply 
the markets to which it has acce s. A bauxite mining company with large bauxite 
resources but little smelting capacity, for example, may have difficulty dispos­
ing of a large volume of bauxite . In many industries the larger, tr[ldilional mem­
bers of the oligopoly have an abundance of reserves of the raw material. A 
smaller firm or a new entrant into the industry, on the other hand, may need 
sources of raw materials to exploit as soon as pos ible. Company data on re­
serves and sales are available for many industries, and provide a source for 
screening a t least SOllle firms. JJ 

The second line of defense against the nonproductive tying up of the resource 
lies in the agreement itself. Agreements may, for example, include provision 
for minimum expenditure, minimum production goals, or the performance of 
certaill activities at various stages of the life of the concession. Such provisions 
have a long history. An 1877 agreement in Pangkor, a Malay state, calJed for a 
forfeit of the concession if production was not started in one ye[lr. if a speCified 
minimum labor force was not employed, or if work stopped for more than 
three months. 34 Similar provisions <Ippear in present-day agreements <Ind in 
general mining legislation. The 197 I Peruvian General Mining Law, for example, 
provided first for minimum annual investment "in the period of execution of 
the project and start of exploitation ," to be stipulated in a schedule to the 
concession contract. The [irst year's investment had to be, in any case, not less 
thall 30 percent of the alllount of the total planneu investment divided by the 
number of years programmed. Other percentages were applied to the declining 
balance in other years. The law also provided for minimum production levels 
related to the estimated mineral reserve contained in the concession. If, for 
example, the reserves totalled 50 million metric tOilS, the company was to 
produce 1/40 of the reserve per year and not less than 1.67 million metric 
tons. 3S 

The amount of time granted to the company for survey, exploration, and 
construction of production facilities llas varied by industry, bllt four to six years 
has been adequate in most c<lses. 36 Where exploration or prospecting licenses 
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have been issued separately, their terms have also been limited. Tn Zambia , for 
example, the maximum period of validity has been four years. In some agree­
ments, there have been rather complete timetables that covered exploration, 
exploitation , and the establishment 0 f processing facilities. 

It has become common practice to limit the lype of expenditures that can 
be taken into account in the performance requirements. Many agreements have 
required that qualifying costs include only expenditures directly related to 
the project and not "general overhead expenses" that might be incurred in the 
home office of the parent company. This common practice in agreements lUIS 
been incorporated by some countries in their general legislation. The J 969 Mines 
and Minerals Act of Zambia, for example, limited the qualifying expenditures 
for all mining firms operating in that country. 

Some governments could give more care to the drafting of working provi­
sions. The fndonesian Soriano Timber Agreement , for instance , gave the appear­
ance ofhaving performance standards, but did not in fact guarantee performance 
or assure that the contract could be revoked if the standards were not met. The 
agreement stated that "it is estimated" that the investment required to meet 
the Scope of Work would run in the order of US $235 million , as shown in 
the following tabulation (all figures in US $1 million): 

a. Logging, road construction 
and maintenance equipment, 
and wood base camps 14.4 

b. Log-processing plants with 
maintenance and power 
facilities and their base 
camps 0.5 

c. Pulp and paper plant Q.Q 
15.5 

Year 
2 

14.9 

6.5 
n.~ 
54.9 

3 

23.4 

6.5 
135.0 
164.9 

Total 

52.7 

13.5 
169.1 
235.3 

But nowhere in the agreement was there a firm requirement that the company 
spend these amounts or carry out production activities at a particular level. 
There was no provision for cancellation or other penally should the firm fail 
to meet the schedule. 

Particularly in negotiations conducted at the pre-exploration or survey 
stage , it has proved difficult to predict exactly what expenditures and produc­
tion levels will be appropriate. Yet the absence of precise data need not prevent 
the guarantee of minimum expenditures and minimum production levels. And 
in cases where agreement on a set of Cigures at the outset appears to be impos­
sible, arrangements have been made for negotiation of these figures 011 the 
conclusion of the exploration or survey stage. 



Economic Development Provisions 115 

Performance bonds may also be useful as a mechanism for enforcing work­
ing provisions in mineral and timber-exploitation contracts. J7 If specified 
performance levels are not reached, tile bond is to be forfeited. Bonds may 
govern all phases of the agreement: production and processing in mining agree­
ments; logging, log-processing, and pulp ,uld paper production in timber agree­
ments. 

The LISCO Agreement in Liberia provides an alternative mechanism. If 
production is unduly delayed, the company is to make annual payments to 
the government, and these payments are supposed to approximate the tax 
revenue that would accrue to the government if the mine were in operation. 

Careful determination of the date on which the agreement takes effect may 
help in <Jccelerating the benefits to the government. Agreements have differed 
on this point. In some cases the effective date is the date of igning the agree­
ment. In other cases the effective date is the date of first production, which 
could be a considerable number of years after the signing.38 Since such produc­
tion is itself a major concern of government, most contract have started at the 
time of signing or ratification. Thus, if the firm delays in the start of production 
it faces a shorter period during which production can be undertaken under 
the agreement. 39 

Not only the beginning of production but aJ 0 the rate of production must 
be considered. Tax provisions have occasionally been designed [or the purpose 
of affecting thi rate. In the Middle East, for example, there have been experi­
ments in lower tax rales on tile profits from oil output that exceeds a certain 
level. And, as noted earlier, Venezuela enacted a tax in J 972 that would rise 
to a high rate up to 10 per ent of' tile company's total exports if the exports 
of an oil company were to fall more thall 2 percent below tho e made during 
a particular base period.4o 

Government have, on occasion, carried out their threuts of contract tenni­
nation when production activities havc been unduly delayed or certain levels 
of production have not been maintained. In 1893 the Malay state of' Pahang 
cancelled 21 tin concessions r r violation of working provisions.41 In 1970 
Peru cancelled concessions for a Illine at MichiquiJlay when Asarco did not start 
production within the specified time.42 In 1974 the Nigerian government asked 
Texaco to cease oil production, reportedly because the government considered 
oil production loo low. And Dahomey nullified an agreement macle in 1964 
wilh Union Oil ompany, charging thatlhe company had unduly delayed bring­
ing an oil depo it to production. The Cameroun government put nve oil com­
panies on notice in 1974 that any <lttempts to keep oil deposits in reserve would 
result in the revocation of exploration licenses,43 and in the early 1970s Ethi­
opia took action to cancel several agreements because of slow progress. At least 
one company responded with a defense offorce majeure. 44 

or course, the host government's interest is not always in the direction of 
maximizing production levels. Where a comJ1lodity appears to be ill oversupply 
or where prices are depressed, governments have occa ion ally directed, or put 
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pressure on, companies to cut back output. The year 1974 provided several 
examples. Venezuela announced that it would cut oil output in J975 to dry 
up "excess" supply.45 Threats by Kuwait to cut prod uction were reportedly 

behind the decisions of two foreign oil companies to raise the price they would 
pay for state-owned oi1. 46 The Indonesian government, in an effort to check 
declining prices for timber, ordered timber companies to red uce production 
15 percent.47 As in the question of foreign involvement in local activities versus 
sovereignty, the question of establishing production rates is often not as simple 

as it appears. 
Host governments can be expected to take an increasing interest in the de­

velopment-related issues raised here. And these issues are likely to become as 
much a subject of dispute and misunderstanding as questions of sharing of 
financial benefits have been in the past. Methods of conflict avoidance and 
resolution as they relate to these and other issues are the subjects of the next 

chapter. 
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Chapter Five 

Dispute Settlement and Contract 
Revision 

Concessions disputes appear to be inevitable. Given the high financial stakes, the 
complexity of financial and development issues, the continuaUy changing con­
cessions environment, and the host country's constantly nagging doubts about 
yielding too much sovereignty, it would be remarkable if conflicts did not arise. 
Disputes are of two basic types: (I) those concerned with interpretation of the 
contract; and (2) those involving the appropriatene s of the terms themselves. 
Either type of dispute may re ult in action by one party which the other inter­
prets as a breach or a threatened breach, but the distinction in types of disputes 
is critical if one is to develop an approach to dealing wi tll the problem of poten tial 
conflict. Concession agreements have traditionally provided some mechanisms 
and guidelines for settling disputes involving interpretation and cnforcement of 
existing provisions. Less well developed and utilized are mechanisms for handling 
situations where certain term no longer reflect the current bargaining positions 
and perceived interests of the parties to the agreement. It is this latter type of 
dispute, which goes to the heart of the concessions relationship, that is our chief 
concern in this chapter. 

Much of the concessions literature of the last two decades has focused on dis­
pute settlement issues as they are framed in a context of adjudication. In con­
trast, major emphasis in this chapter i on conflict avoidance, and conflict 
resolution in a context other than [Olmal adjudication. We are not concerned 
primarily with those areas of the law that have traditionally attracted the atten­
tion o[ lawyers conccrned with concession -related litigation . These include 
exhau lion of local remedies, sovereign imlllunity, the act o[ tate doctrine, 
compensation for nationalized property, valuation of nationalized property, 
pacta sLlnt servallda, rebus sic stalltibus, the law to be applied in arbitrations, and 
arbitration in general. To the extent that we do deal with these issues, it is essen­
tially for the purpose of giving some perspective and for providing a brief intro­
duction to issues with which some readers may not be familiar. For those who 
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are familiar with these issues our very limited reference to them will no doubt 
cause some discomfort. For those unfamiliar with these issues, but anxious to 
learn more, there exists a vast literature, some of which is mentioned in our 
footnotes. 

ARBITRATION 

The Usual Approach 
Ilistorically, concession agreements have relied on arbitration provlSlons as 

the principal mechanism for settling disputes between the host government and 
the foreign investor. The interest of lawyers in arbitration clauses has meant that 
these clauses are frequently the longest and most detailed provisions in agree­
ments. In fact, the legal literature about concessions deals far more extensively 
with arbitration than with many technical issues- royalties, taxation, land use, 
employment, processing, and the like- which have been at the heart of most con­
cession negotiations. l 

The emphasis on arbitration as the primary technique for dispute settlement 
has directed the attention of some negotiators away from other, perhaps more 
satisfactory, approaches to con flict resolution. In addition, the emphasis on 
arbitration clauses in the literature and in contracts may give both parties to 
concession arrangements a sense of security that is largely unjustified. 

Illustrative of a typical arbitration provision in a concession contract is the 
dispute-settling provision in the 1964 agreement between the government of 
Liberia and the Kitoma Mining and Trading Company, for the exploration and 
development of iron ore: 

Any dispute arising between the government and the Concessionaire with 
respect to the interpretation, exercise of rights or comp liance with the ob­
ligations under the terms and conditions of this Agreement, sllaiJ be sub­
mitted to arbitration for decision . .. ,2 

The settlement mechanism in this agreement was clear as long as the dispute 
arose from "interpretation, exercise of rights or compliance." As has commonly 
been the case, however, the agreement did not deal with the problems of settling 
conflicts that might arise because certain terms relaling to sllch malleI'S as 
pricing, taxation, royalties, control of concession land , and utilization of the 
concessionaire's transportation facilities- either were not considered when the 
agreement was concluded or were no longer acceptable to one of the parties. 

Although the traditional arbitration clause has been useful on occasion in 
dealing with questions of interpretation of contract provisions,3 such a clause, at 
least as traditionally conceived, has not proved to be a dispute-settling device 
capable of dealing effectively with the most serious concession disputes. As a 
result it is perhaps not surprising that actual arbitration proceedings have not 
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been especially frequent in the history of relations between host governments 
and foreign mining companies. 

There have been efforts to provide arbitration mechanisms to deal with the 
more fundamental conflicts, but such attempts have been rare. The Sierra Leone 
TonkoJili Iron Ore Agreement of 1937 offers one example: 

If either the Government or the Company hall request a revision under 
paragraphs (a) or (b) of this clause and the two parties hall be unable to 
agree as to the extent of the revision , the question shall be submitted to 
arbitra tion.4 

The inclusion of a set of standards to guide arbitrators in reaching their de­
cision could turn such a clause into a powerful instrument. The criteria to be 
used by the arbitrators might include contracts recently negotiated in the host 
country or contracts that govern similar operations in other countries for the 
same industry. Such a provision, with adequate standards, holds some promise 
of turning arbitration, still an acceptable settlement mechanism for some de­
veloping countries, into an effective tool for dealing with the most difficult 
concession dispu tes. 

Simple Procedures for Simple Disputes 
Not only has arbitration not been utilized to a significant extent in dealing 

with questions of contract reform, but it is unclear that arbitration has been very 
effective in dealing with less fundamental problems of interpretation and en­
forcement. The expense and time involved in arbitration proceedings have 
generally discouraged govern men ts or investors from re orting to this mechanism 
to settle questions of interpretation and enforcement. To an extent, arbitration 
has proved inadequate for both the big job of revision and for the small jobs of 
interpretation. On the other hand , the mere presence of an arbitration mecha­
nism may have assisted in the nonlitigious settlement of minor contract disputes. 
In many cases the awareness that one aggrieved party might carry an unsettled 
issue to cumbersome arbitration proceedings has probably meant that both 
parties would attempt to avoid arbitralion by settling their difficulties in a 
mutually agreeable way. 

Although traditional or modified arbitration provisions may be of some value 
in leading to settlements, other mechanisms have been tried in some contracts to 
provide alternative methods of resolving conflicts. While retaining an arbitration 
clause , a few concession con tracts have made attempts to categorize types of 
disputes and to differentiate the settlement mechanism according to the nature 
of the particular dispute. In such contracts the negotiators have ought means 
to handle the "simple" types of disputes in a rapid and economic way. 

The Pan American-Iranian Oil Concession Agreement of 1963, for example, 
distinguished between disputes of a "teclmical and accounting nature" and 
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disputes relating to "legal questions" that deal with the execution and interpreta­
tion of the agreement.s The first type of dispute would be handled expedi­
tiously by one or three experts in a proceeding that was to be more streamlined 
than a full-scale arbitration. The second type of dispute would go to a regular 
arbitration. 

A rather simjiar mechanism was included in Lesotho's 1971 Maluti Diamond 
Agreement. The agreement provided that disputes involving "any expenditure 
sough t to be ded ucted" were to be referred to a single expert acceptable to the 
parties to the agreement. The decision of the expert, who was to determine his 
own rules of procedure, was to be final and binding.6 

The attractiveness of such distinctions as those drawn in the Pan American 
and Maluti agreements is the relative speed and efficiency with which "technical 
and accounting" disputes can be settled outside the costly and time-consuming 
arbitration procedures. On the other hand, provisions sinlplifying settlement of 
minor technical matters may have their disadvantages, at least for the host 
government. An investor will probably be more willing to accept the decision of 
the government's ministry of finance or other agency concerning an accounting 
or "technical" matter if the alternative to acceptance is a complicated, expensive 
arbitration proceeding. A government may feel, in any case, that on matters of 
taxation and accounting it should not be subjected to third-party supervision on 
what would normally be an internal administrative matter. 

Some agreements have used anoilier form of third-party dispute settlement. 
They have designated the use of an independent firm of accountants as final 
arbiter in accounting disputes. Such a provision is particularly attractive to the 
investor when the foreign firm doubts the capability or fairness of local tax ad­
ministrators. The Collateral Agreement of 1953 between the government of the 
Republic of Liberia and the Liberian Mining Company, Ltd. provided that: 

The Government's participation in "net profits" of the Company ... shall 
be determined from the books of account of the Company .... The Com­
pany shall cause its books to be audited within three (3) months after the 
close of each fiscal year by such independent certified public accountants 
as may be chosen by the Company and approved by Lhe GovernmenL, and 
such audit shall be conclusive in determining the Company's "net profits."? 

Despite the condition that the government approve the accounting firm se­
lected, such a provision could be detrimental to the government's interests. The 
standards of an independent accounting firm are not generally those of a govern­
ment taxing aull1ority. A North American accounting firm would, unless there 
are clear instructions to the contrary, generally audit under standards of a con­
servative reporter to the shareholder. Where alternative solutions to accounting 
problems are acceptable, the independent accounting firm would probably 
choose those that understate profits. For example, "conservative" accounting 
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principles would allow many outlays of the finn to be expensed cu rrently. The 
government's interests and common tax policy in most countries, however, 
require that some of these expenditures be capitalized and depreciated over 
the expected life of the asset. Given the possibility of reasonable differences on 
such matters, governments have generally wanted to retain the authority to de­
cide accounting questions [rom the point o[ view of a governmental taxing 
authority. 

Yet the use of an independent accountant provides the company with some 
degree of predictability regarding norms covering tax issues. Whether this benefit 
to a foreign investor and the relief from some administrative burden for the 
government is worth the price in terms of a possible reduction or retiming of tax 
receipts and the yielding of some sovereign power must be judged by the host 
government. 

SETTLEMENT IN THE HOST COUNTRY'S COURTS 

Many modern concession agreements have abandoned completely the principle 
of calling on nonnational third parties to resolve disputes. 

Especially in Latin America, many concession contracts require that disputes 
be settled in local courts, according to locallaw.8 The Peruvian Constitution, for 
example, requires that in "every state contract with foreigners, or in the con­
cessions which grant them in the latter's favor, it must be expressly stated that 
they will submit to the laws and tribunals of the Republic .... "9 In other coun­
tries, as we have mentioned, certain specific disputes- such as those relating to 
taxation- must go to local courts. Where a contract makes a distinction between 
"tec!Ulical" and "legal" disputes, the contract may call for submitting both 
types of dispute to local courts. As a consequence, adjudication as a potential 
SOurce of conflict resolution has become increasingly less attractive to foreign 
investors, and lack of trust in the fairness of local courts in dealing with disputes 
between the government and a foreign enterprise has been the primary reason 
for reluctance in accepting the local judiciary for dispute set tlement. 

Where the forum for dispute settlement is not stated in an agreement, the 
parties usually must exhaust the remedies offered by the courts of the host 
country before resorting to an international forum. Where there is provision for 
arbitration, litis is usually considered a waiver of the need to exhaust local 
remedies. 10 

Regardless of the forum for settlement, parties to a concession agreement are 
generally free to select the law that will govern their contractual relationship.ll 
Increasingly, whether the concession agreement calls for resort to arbitration or 
to host coun try courts, the law of the host country is explicitly invoked. 12 

Where the law of the contract is not stated, the arbitrators or judges determine 
what the parties' intention may have been. In such a case, the law of the con-
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tract is usually presumed to be the law of the host country and/or "general 
principles" of lawY Often the contracts leave little choice, even when there is 
no specific choice-or-Jaw provision invoking the law of the host country. Major 
legislation (such as mining laws, company laws, and tax laws) may be incorpo­
rated by reference, or such legislation may be drafted to cover all concession 
contracts. The choice of law left to the arbitrator or judge may only relate to 
rules of interpretation. The probable invocation of local law and local courts 
may be sufficient to encourage more serious efforts by investors to reach accom­
modations outside of court.!4 

INSTITUTIONALIZING MECHANISMS 
FOR CHANGE 

The problem of dealing with terms that are no longer acceptable to one of the 
parties is a more difficult one than that of handling technical and interpretive 
issues. Such disputes over basic terms have been frequent; and they will continue 
to arise in a world of change and imperfect information. The negotiation of a 
concession contract is not an isolated, discrete c::vent. 

Occasionally concession agreements have been referred to as "living con­
tracts" and the phrase does capture much of the essence of the arrangement. The 
meaning of the phrase was perhaps best described by a lawyer who represented 
the Bethlehem Steel Corporation in negotiations with the Liberian government 
for the LAMCO Agreement. IS He wrote that: 

the signing of a concession agreement is only the invitation to the ball. ... 
[Tl he foreign investor may feel at times that he has entered into a con­
tract to make concessions rather than a concession contracL 16 

The LAMCO Agreement has been the object of almost constant negotiation 
and discussion since 1960. Continued discussions between firm and government 
have ranged from such matters as the use of railroad and harbor facilities by the 
government and the firm's education and employment of concession personnel, 
to possible restructuring of the entire arrangement. 

The negotiations have all taken place under the umbrella of the basic Con­
cession Agreement and are governed in the last analysis by the spirit in 
which that Agreement was negotiated. Actual textual reference to the 
Concession Agreement is, however, relatively rare.!? 

The ongoing process of negotiation is not unique to the concession contract. 
It is becoming increasingly recognized in the law of con tracts in the United 
States, for example, that: 

In the actual carrying out of a complex agreement bet ween friendly 
parties, the written contract often furnishes a kind of framework for an 
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ongoing relationship, rather than a precise definition of that relationship . 
For that definition we may have to look to a kind of two-party customary 
law implicit in the partie' actions, rather than to the verbal formulations 
of the contract; if this is true of contracts that are eventually brought to 
court , it must be much more commonly so in situations where the parties 
make out without re ort to litigation. 18 

I.n some instances domestic contracts are actually revised. 19 In other cases 
of contracts between "friendly parties" the two-party customary law that grows 
out of and alters the contract may remain only implicit and unwritten. It is, 
however, no less a "revision" of the contract than if the changes were incor­
porated into writing. In some concession contracts the developing relationship 
of the parties, carrying with it a two-party customary law of the contract, has 
been made explicit, and the subject of codicils to, or changes in, the agreement. 
In other cases the terms have been developed implicitly through the parties' "in­
teractional expectancies,,,2o rather than through explicit contract revisions. 

The contract relating to the Senegalese Taiba phosphate mining operation is 
one example of implicit revision. In 1973 and 1974, after some fifteen years of 
low phosphate prices, prices increased rapidly. Benefits from higher prices were 
not passed on to the government because of the special terms of the agreement. 
In 1974, however, the company agreed to make a lump- um paymellt of 3 .5 
billion CF A francs to the government as part of a settlement that recognized the 
government's low tax receipts over the years. Although the contract was not 
changed immediately to call for such a payment, implicit revision was a prelude 
to later explicit revisions, caillng for 50 percent equity ownership by the govern­
menL21 

Some of the changes in the LAMCO Agreement in Liberia have been of this 
nature : 

A great deal .. . depends on the working relationships between the foreign 
investor and representatives at all levels; on the ability of lhe foreign in­
vestors to remain in communication with tho e representative, to under­
stand and appreciate their needs and concerns . . .. These goals cannot 
be achieved simply by pointing to the small print in the Concession Agree­
ment. ... 22 

Few contracts have been as "interactional" as concession agreements. Not 
only is the concession arrangement often an extremely complex document, but 
it may extend over a long time period, usually several decades. [n this respect 
the concession contract is quite different from most agreements for the sale of 
goods, for example, where the transaction may be precisely defined and may be 
quickly concluded. Major uncertainties prevailing at the time a concession con­
tract is negotiated generally make it necessary to reexamine the terms at a later 
time. In addition, the bargaining powers of the parties to the agreement are 
likeJy to change over time, creating tensions that generally lead to revisions. In 
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fact, the need for change is so frequent and compelling that revision or updating 
are probably more apt terms to describe the process of evolution than is the fre­
quently used term renegotiation. 

The process aspect of concession agreements has meant that historically con­
tract revision has been the rule rather than the exception. Much has been written 
by international lawyers about the character and renegotiability (or nonrenego­
tiability) of international investment contracts. Arguments have been presented 
on both sides about the legal justification of renegotiation of a concession con­
tract when the conditions under which the concession was first negotiated have 
changed.23 Whatever interest such arguments may attract, the fact is that the 
history of concession contracts in many countries has been one of constant re­
vision and updating. 

While the alteration of concession contracts has received the most publicity 
in the oil industry, the practice has had substantial impact in other industries. 
Iron ore, copper, bauxite, and other mineral contracts have been the subject of 
revisions in much the same way as oil agreements?4 

Revision of contract terms has most often focused on fiscal provisions, but 
other provisions have been subject to change: allocation (and fu ture reduction) 
of land area; the use of transport facilities by the government and third parties; 
equity ownership; management; employment of local workers; and local proc­
essing. 

The need for regular change in concession agreements suggests the possibility 
that contracts can and should include institutional arrangements to regulate the 
timing, scope, and nature of changes. Provisions facilitating and regulating con­
tract changes have appeared only infrequen tly, and usually in connection with 
specific items in concession agreements. 

Provisions for change fall into two classes: (1) clauses that call for the auto­
matic, nonnegotiable adjustment of certain terms of the contract; and (2) 
clauses that provide for the future negotiation of selected terms of the contract. 
We have already discussed, in Chapter 4, another vehicle for changing contract 
terms. Provisions relating to tests for determining the economic feasibility of 
establishing processing facilities have sometimes resulted in the reopening of 
negotiations to reexamine concession terms. 

Provisions for change can be useful in institutionalizing changes that are pre­
dictable and in smoothing the way for negotiation of other provisions. They 
can be deceptive, however, if one of the parties fails to recognize that negotia­
tions are likely to be reopened from time to time even when such negotiations 
are not triggered by an express contract provision. The danger is that such pro­
visions may give a misleading sense of permanence to both the terms to which 
the change provisions refer and the terms to which no allusion is made. 

Moreover, provisions that purport to change only limited terms in a pre­
determined fashion at a later date often have been misleading. Some of these 
provisions have operated almost completely automatically. Others, such as the 
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most-favored-company and most-favored-country clauses which usually purport 
to be concerned with levels of taxation- in practice have led to a reopening of a 
broad range of issues covered in the original contract. 

Two examples of the virtually automatic change provision include periodic 
reductions of landholdings of the concessionaire and periodic increases in gov­
ernment equity holdings. 

Progressive Reduction of Concession Area 
Widely accepted in international oil contracts and only somewhat less widely 

utilized in hard mineral and timber contracts have been provisions requiring the 
periodic reduction of concession land. One writer stated in 1967 that "all new 
[oil] concessions have included a relinquishment obligation as a matter of 
cOllrse.,,25 Such provisions have helped in avoiding disputes over how much land 
the foreign firm should continue to hold. In some cases the subject has been 
covered in the general laws, as in Libya, where the 1955 Petroleum Law pro­
vided: 

Within a period of five years from the date of the granting of a concession, 
the concession holder shall reduce the concession area to 75 % of its origi­
nal size, within eight year from the said date, the concession holder shall 
further reduce the concession area to 50% of its original size and withm 
ten years from said date the concession holder shall further reduce the 
concession area to 33 1/3% of its original Slze . . .. 26 

With regard to hard mineral and timber contracts, reduction provisions have 
been included primarily in the agreements negotiated in the 1960s and early 
1970s. The 1969 agreement between the Ethiopian Mineral Development Share 
Company and Duval Corporation of Ethiopia (for the development of a number 
of hard minerals, including gold, copper, lead, and nickel) provided that the 
investor: 

shall , on or before one (l) year from the effective date hereof and an­
nually thereafter, reduce each of the ubJect Areas in the amount of not 
less than ten percent 00%) . . . the location of such reduction to be deter­
mined by Operator in it · sole discretIOn . ... 27 

From the point of view of the host country , land-relinquishment clauses have 
two advantages: (1) they may prevent the tying up of land that could be used 
for exploitation by the government or a third party; and (2) they may encour­
age the speedy exploration and development of the concession area. Although 
the foreign firm may need access to large areas during the exploration period it 
will not usually find equally attractive reserves in the whole area. Or it may not 
be able to exploit all the reserves immediately. It may be quite willing to give up 
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land voluntarily in the first case. In the second a conflict between the investor's 
and the governmen t's in terests may develop if the investor wishes to treat the ex­
cess concession area as a reserve to be used at some future date when its other 
sources of supply are depleted, or if the investor wishes to keep the concession 
area out of the control of a competitor. By helping to settle thcse differences 
early, automatic relinquishment may assist in avoiding a potential source of fric­
tion between the host country and the investor. 

The relinquishment clauses typified by the 1955 Libyan Petroleum Law and 
the Ethiopian Duval Agreement have normally contemplated the release of land 
that has not been exploited. Most relinquishment provisions for minerals are of 
this type. A somewhat different type of relinquishment clause has been typical 
of timber contracts. Such provisions, mentioned in the previous chapter, call for 
the relinquishment of timber tracts after the tracts have been harvested. If the 
government does not intend to have a particular tract reforested, relinquishment 
will release the land for other purposes such as agriculture. If reforestation is 
contemplated, the government may wish to leave the area in the hands of the 
investor so that he may oversee the reforestation process, with the land area re­
verting to the governmen t at the end of the reforestation period. 

Although the relinquishment clauses for timber and mining have differed in 
content, their purposes have been similar. In either case a relinquishment clause, 
precisely timed, may help to avoid disputes concerning the control ofland area. 
Of course, they do not do anything to deal with disputes about division of rinan­
cial rewards and the basic political problem of foreign ownership. 

Phase-In of Host Country Equity Ownership 

Host country dissatisraction with concession arrangements has frequently 
stemmed from political concern that the country is not controlling its own re­
sources and hence its own economic destiny. Service contract arrangements 
have offered one response to the problem of sovereign ty, since they pu t the 
foreign investor in the posture of a contractor to the government. Another re­
sponse to the issue of ownership has been arrangements whereby equity is shared 
between national investors and the foreign investor. 

Although local private ownership is encouraged in some countries, only oc­
casionally has the local partner in mineral contracts in developing countries been 
an indigenous private company. There are examples, however. The work con­
tract between the Indonesian government and P.T. Asia Mining Company (1971) 
was the first joint-venture mineral agreement negotiated in Indonesia. The equity 
in P.T. Asia Mining was owned by P.T. Togor Corporation Martapura Ltd., an 
indigenous Indonesian company, and Asia Mining Enterprises, a private Brunei 
company. Joint ventures between local companie5 and foreign enterprises have, 
of course, been common in the manufacturing sector, where the local company's 
contributions may take the form of goodwill, access to local markets, or small 
amounts of capital. The large requirements for capital, however, have generally 
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made significan t priva te participa tion in mining ventures very difficult, if the 
private partner must provide his total share of funds at the out et. 

Joint-venture arrangements in mining between a government (or a state enter­
prise) and a foreign company have been more common than arrangements in­
volving local companie . Many of the arrangements in the 1960s for oil explora­
tion and development were joint ventures in which some development costs and 
profits were shared. In some instances the form of arrangement has been pro­
duction-sharing. In others it has been the purely conventional join t venture, with 
equity held by both parties. Yet in many instances it may be neither econom­
ically feasible nor wise for the host government to invest in substantial equity at 
the beginning of a mineral development arrangement?8 The government would 
usually prefer to take its ownership position at a later date. 

One answer to the problem of local ownership is for the concession agree­
ment to provide for a gradual phasing in of local participation. Sometimes such 
an arrangement allows the accretion of ownership in local private hands. In other 
cases the government is the partner. Although programmed cbanges in ownership 
became particularly fashionable in the early 1970s, the concept appeared in 
much earlier agreements. The iron ore concession granted by Peru to the Mar­
cona Mining Company in 1952, [or example, provided for the right of the Peru­
vian state-owned teel company, Corporacion Peruana del Santa, to exercise an 
option to acquire 50 percent ownership in 1982.29 

By Ole mid-1970s schemes [or programmed changes in ownership were evi­
dent in a large number of agreements. In late 1971, OPEC established guideline 
suggesting that its member countries receive an initial 25 percen t participation 
in the equity of local petroleum operating companies and that this participation 
increase by stages to an eventual 51 percent contro1.30 The equity was to be paid 
for by the producing country. Many other arrangements, such as the Papua New 
Guinea copper agreement for Bougainville and the Indonesian Kennecott copper 
agreement, have called [or the sale of some shares to local parties in the future. 
These agreemen ts allowed for private participation in the mining enterprises. 

One goal of some of the phase-in arrangements has been to place the initial 
risk of the project on the foreign investor. Since local capital is introduced at the 
option of the local party, it will be forthcoming only if the venture appear to 
be profitable. In most cases the host government can uccess[ully manage politi­
cal sensiLivHy to foreign ownership until the uncertainties inherent in the eady 
stage of a project have been resolved. 

Proposals have been made for more sophisticated provisions 10 transfer own­
ership in foreign investments. One scheme would allow the local partner, at his 
option, to increase his ownership up to a specified portion of the shares. If local 
ownership reaches the key percentage figure, the foreign firm has a "put" option 
whereby it can require that the local partner take all of the outstanding shares 
of the enterprise. One rationale behind such arrangements is that they allow the 
foreign firm 10 retain its po Hion as long as it is making an essential contribution 



132 Negotiating Third-World Mineral Agreements 

to the country. Presumably, if the foreign firm's participation is considered 
essential, the local partner would not acquire shares up to the level that would 
encourage the foreign firm to leave. On the other hand, the foreign firm is pro­
tected from having to remain in a situation where local ownership is sufficiently 
great that the foreign firm has lost effective control. We are not aware of any 
actual agreements that have been formulated on this basis, but such provisions 
do hold some promise of reducing one area of dispute. 

Although provisions for ownership change provide a mechanism for altering 
apparent control in concession arrangements and, in many cases, for shifting the 
allocation of fmancial benefits, they do pose problems. When a local party is to 
buy shares, valuation of the shares or assets to be taken over has almost invari­
ably created difficulties. 

In ordinary joint ventures between private firms, provisions for a change in 
the allocation of shares are not uncommon. Pricing formulas here have typica1ly 
referred to: (1) the original cost of the assets; (2) book value of the shares; (3) 
fair market value of the shares; or (4) a multiple of the average earnings for a 
certain time period. Occasionally a combination of these factors has been used?l 
Other formulas, including replacement cost or a valuation based on an estimate 
of what the corporation would actually realize if it were to sell the physical 
assets, are, of course, possible. 

The 1969 Indonesian Asa oil production-sharing contract suggests one ap­
proach for an extractive operation. The agreement provided that the foreign con­
tractor must offer to Indonesian citizens 5 percent of the rights granted to the 
contractor, as soon as commercial sales were started. The price of the offer was 
to be based on the higher of two figures: the average cost to the original share­
holders, or the value determined by a security analyst who was a member of the 
New York Stock Exchange. The agreement left open the question of what stan­
dard the analyst should apply. 32 

The problem of valuation arises not only in programmed changes in equity 
ownership, but also in unscheduled partial or full nationalizations. The valua­
tion of assets in such takeovers may offer some lessons for programmed changes. 

Total nationalization has often raised the larger question of whether com­
pensation is to be paid at alI. Two major theoretical standards, and a Significant 
body of practice, have developed in this connection.33 The United States and 
certain other Western countries have long advocated a standard of "prompt, 
adequate and effective" compensation. By this is normally meant full compensa­
tion. The 1962 U.N. General Assembly Resolution on Permanent Sovereignty 
Over Natural Resources rather ambiguously called for the payment of "appro­
priate compensation.,,34 The theoretical standards have done little to restrain 
the disputes relating to compensation. 

In actual practice some compensation has been paid in the majority of nation­
alizations. It has been suggested that the only rule arising from recent interna­
tional practice is that "the parties to a taking are under an obligation to nego-
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tiate the level of compensation for the seizure.,,35 In the majority of cases the 
standard has been book value. Where book value is agreed upon as the basis of 
settlemen t, payment is for the owners' equity, defined as the book value of total 
assets minus totalliabilities?6 A settlement based on book value is illustrated by 
Zambia's takeover of 51 percent interest in two mining companies in 1969. The 
Zambian government determined that the price for the assets would be based on 
tlle "book value as at December 31,1969."37 

The term book value, however, has not always been used consistently and 
may have a number of meanings, depending on the context. Book value is gen­
erally considered to be the actual historical cost of the assets less anlOunts histor­
ically deducted for depreciation. Whether depreciation is that taken for tax 
purposes or some different amount that might be shown on the company's 
books is not clearly indicated by the ternl book value. Occasionally, reference is 
made to updated book value, which recognizes the appreciated value of assets. 
In some instances companies havc revalued their assets before an impending 
nationalization in order that the books show a larger value for the enterprise. 

While governments have usually favored book value as a standard, the com­
panies have generally sough t a basi that would provide for more compensation. 
A favored approach has been to discount the streanl of earnings that would 
accrue to the company if it were to retain ownership.38 Company lawyers have 
usually argued that the company is entitled to paymen t for the value of what 
they are losing. Government lawyers have usually responded that the stream of 
earnings is an unreasonably high standard, reflecting monopoly rents, and the 
resource, in any case, belongs to the state. The argument is sometimes supple­
mented by the claim that the host government would have been free to increase 
taxes in later year, thus decreasing the stream of earnings.39 The 1972 takeover 
of 20 percent control of oil operating companies by five Persian Gulf countries 
illustrates claim and counterclaim. Originally the companies had asked for a 
price based on the market value of the assets plus payment for the profits lost 
up to the date of the expiration of the concession. The governments were willing 
to pay "normal book value." The governments finally announced they would 
pay something in excess of book value as recorded by the firms.40 

There have, of course, been case where government have refused to pay any 
compensation. In 1968 Peru expropriated the LaBrea y Parillas oil complex, 
property of the U.S.-owned International Petroleum Company and for year 
refused to pay compensation for these assets. 

The 197 I Ch.ilean takeover of several large copper mining concerns provides 
a complex case, where compensation was withheld (until a change ofpoJicy, by 
a new government, in 1974)41 because of previous "excess" profits. For the 
properties owned by the Kennecott Copper Company and Anaconda Copper 
Company, the Chilean nationalization prescribed a detailed formula fOl valu­
ation based on the J 964 book value of the assets. Provision wa made for deduc­
tions for amortization, depreciation, writeoffs, and excess profits earned by the 
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companies between 1955 and 1971. Excess profits were defined as those profits 
exceeding: (I) the average return on the company's worldwide copper invest­
ments outside Chile; (2) the return allowed foreign investors under international 
agreements to which Chile was a party; or (3) the level established as the base for 
preferential dividends payable to the Chilean government corporation, Codelco, 
under a 1967 agreement with the companies. The government determined that 
the excess profits of both Kennecott and Anaconda exceeded any compensation 
otherwise due. Owners of other, smaller mines nationalized at the same time did 
receive compensation.42 It has been suggested that the measure of reparation 
guiding the Chilean government in dealing with the two major mines was what 
was fair and appropriate under the circumstances and that there was a concept 
of unjust enrichment underlying the standard.43 

The companies, of course, disagreed with the valuation. The Kennecott Cop­
per Company argued that deductions for what the Chilean government called 
excess profits and some other charges were unfair, and that the valuation stan­
dard adopted by the government was inappropriate because it failed to take into 
consideration the replacement cost or the operation's value as a going concern 
with potential to earn future income. "Costs of asscts acquired in past years wiD 
not reflect replacement costs, appreciation by reason of inflation, scarcity, or 
other factors. Balance sheets do not reflect ore reserves or the intangible value of 
marketing practices, contracts, technical expertise, experience and the like.,,44 
The company distinguished (a) businesses that have relatively short-lived assets 
or assets whose depreciated costs approach current values and mining opera­
tions that are relatively new from (b) mining companies that have been in oper­
ation for an extended period of time. Only in the case of the former, the com­
pany argued, would the difference between original cost less depreciation and 
going-concern value be modest. In addition, the company added that the Chilean 
expropriation legislation denied compensation for the value of any interest in 
advisory and management contracts. And Kennecott protested the failure of the 
government to take into consideration the value of mining rights lost by the 
operating company. The government, of course, considered the minerals, the 
source of this wealth, to be the property of the statc. 

Whatever the standard of valuation in a programmed or unprogrammed 
change in ownership, the method and rate of payment are important. Where 
ownership has been transferred to government hands, a common provision for 
the purchase has been for the government to pay for its shares out of future 
dividends. This was the method of payment proposed by the govcrnment of 
Ghana in 1972 in connection with its projected takeover of 55 percent of the 
equity interest in the Consolidated African Selection Trust and Lonrho's Ashanti 
Goldfields.45 Bonds have sometimes been issued. For example, the government 
of Sierra Leone's compensation of £2,555,000 to the Sierra Leone Selection 
Trust for 51 percent interest in that company's operations was to be paid in 
bonds bearing 5.5 percent interest. The bonds were to be retired by thc govern­
ment in sixtecn equal half-yearly installments beginning in 197 I. The funds were 
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to come out of future dividends accruing to the government from ownership in 
the company.46 

In other cases, the payment explicitly combined features of bonds and de­
ductions from dividends. The government of Zambia's 51 percent share in the 
operations of the Zambian Anglo-American group, taken over in 1969, were to 
be paid for with 6 percent "loan stock" to be paid off in installments every six 
months over twelve years. The interest in Roan Selection Trust, taken over at 
the same time, was paid with 6 percent bonds to be retired in installments evelY 
six months over eight years. Accelerated payments were to be made if two­
thirds of the government's dividends totalled more than the annual compensa­
tion payment.47 

In fact, payment from future dividends may only be a form of delayed ex­
propriation. Where the government does not pay a market interest rate and has 
no commitmen t to pay unless dividends are earned, the same economic results 
could be obtained by expropriating the shares at some later date. But the politi­
cal benefits of this form of payment appear to overwhelm the economic reali­
ties. indeed, the businessman has only rarely protested this form of payment, 
perhaps because he considers the implied delayed expropriation as being better 
than the likely alternative, an immediate expropriation. 

Although equity changes could be programmed without compensation, 
negotiators usually are not able to foresee the kind of hifts in bargaining power 
in the future that would lead them to agree to such changes at the outset. In 
most concession arrangements where programmed ownership changes are to be a 
basic aspect of the agreement, the parties must specify in tbe agreement the 
basis for valuation of the shares, the currency in which the shares are to be paid, 
and the mechanism for resolving disputes relating to valuation and payment. 

Where equity change is programmed, the shifts in ownership, if significant, 
may be effective in reducing the political tensions associated with a continued 
foreign presence. And the programmed changes generally mean a shift in finan­
cial benefits from the investor to the host government when operations are suc­
cessful. 

Opinions differ among investors on the desirability of planning for possible, 
but unprogrammed nationalizations. Some investors have believed that the possi­
bility of nationalization should not be mentioned in o,der not to plant a seed 
for later unfavorable action. Others have considered it best to guard against all 
eventualities and to include provisions that maximize the protection of the in­
vestor's interests, should nationalization be undertaken in the future. 

Most-Favored-Company and Most-Favored­
Country Provisions 

Most-favored-Company Provisions. Another type of au tomatie reVlSlon 
clause that has come into fairly general use is the provision for most-favored­
company treatment. An example of such a clause, in its simplest form, is COI1-
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tained in the 1966 agreement between the government of Jamaica and the 
Aluminum Partners of Jamaica, Ltd.: 

In the event of the Government of Jamaica making any arrangement or 
agreement with any other person in respect of ... royalties , income tax, 
other taxes , mining leases, land use and/or any other terms and condi­
tions relating to mining of commercial bauxite ... different from herein 
contained, the Companies shall be entitled at their option to substitute 
such terms and conditions .. . for the terms and conditions herein con­
tained .48 

Similarly, an agreement between the Imperial Ethiopian government and the 
Ethiopian Potash Company provided: 

During the term of this Agreement the Government grants [the conces­
sionaire] Most Favored Concession rights and privileges .... Upon written 
request of the [concessionaire] , the Government shall enter into an 
appropriate amendment lto] this Agreement in the event , in the [con­
cessionaire's] opinion, the specific terms and provisions of any such other 
agreements are more favorable than the terms and provisions of this Agree­
ment. The purpose of such amendments shall be to permit uniformity 
between the specific terms and provisions of such other agreements.49 

From the host country's viewpoint, provisions such as those in the Jamaican 
and Ethiopian agreements have represented the least appealing type of revision 
clause. This kind of provision tends to inhibit a government from negotiating 
with other companies specific terms that are more favorable than those of past 
agreemen ts. 

Unfortunately, the fact is that in some circumstances a second agreement has 
been negotiated in ignorance of the existence of the earlier agreemen t's most­

favored-company provision. This may simply be a result of the turnover of staff 
in government offices and the generally poor state of concessions administra­
tion. It may mean that the earlier agreement is in effect automatically revised 
without the government realizing that it is initiating such a revision. 

Equally important, the language of many most-favored-company provisions is 
likely to lead only to the appearance of similar treatment of foreign investors. 
Under the Jamaican agreement, for example, a lower rate of income taxation for 
a second company would be substituted automatically for the rate set forth in 
the Aluminum Partners of Jamaica agreement. But nothing was said about the 
possibility that the second company may be paying a higher rate of royalties, 
may have given up rights to claim certain deductions, or may be making certain 
infrastructure contributions not made by the first company. Under the Jamaican 
and the Ethiopian agreements, the companies were entitled to the more favored 
treatment received by the second company, but need not have taken on any 
additional burdens assumed by that second company. 
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It is, of course, nearly impossible to consider any single provision in isolation 
from the rest of the contract. During the negotiation process, the government's 
negotiator may offer a particular investor more favorable tax treatment than was 
offered an earlier company because the mineral resource of the second agree­
ment is not thought to be as valuable or as large as that covered in the first agree­
ment. In the negotiation process a decision about taxes may be made in a 
particular way because a certain decision was taken about the company's contri­
butions to community development. To undo automatically one provision in 
this complex and intricate structure without considering the rest of the structure 
simply defeats much of what was gained in the negotiation. 

The problem is compounded if, as in the Ethiopian agreement, the con tracts 
with which the first agreement is compared need not even deal with the sanle in­
dustry. The Jamaican agreement at least limits the compari on to other "com­
mercial bauxite" agreements. 

Some of the oil contracts of the 1960s dealt directly with Ulese problems by 
providing that, in making adjustments, "the parties shall have due regard to the 
basic differences between the provisions of the respective agreements, arrange­
ments, and circumstances."so Such comparisons can probably do little more 
than reopen concession negotiations. The outcome of the reopened negotiations 
is difficult to predict. 

Most-Favored-Country Provisions. Provisions calling for most-favored-coun­
try treatment have been less common than those calling for most-favored-com­
pany terms. Such clauses call for the substitution of provisions accepteu by the 
foreign company in another country, if those provisions are more favorable to the 
host government than those that were agreed upon in the original negotiations 
in the country in question. Most-favored-country provisions provide a counter­
balance Lo most-favored-company clauses. 

In 1967 Nigeria invoked a most-favored-African-nation clause, a variant of 
the most-favored-country clause, to bring the Nigerian oil-mining leases in line 
with the terms of the Libyan Petroleum Law, under which certain companies 
operating in Nigeria were also operating in Libya. The federal government of 
Nigeria passed a decree amending its 1959 Petroleum Profits Tax Act to provide 
for the application of posted prices and the expensing of royalties for tax pur­
poses as provided in the Libyan law, jusLifying its actions under the most-favored­
African-nation clause of its petroleum concessions.5l 

Some agreements have taken a somewha1 broader approach based on the 
company's agreements elsewhere. For example, the Bahrain Petroleum Com­
pany Ltd. agreement provided that "if States other than Bahrain bordering the 
Arabian Gulf in which oil was then produced should receive substan tiaUy better 
terms than the Ruler of Bahrain, the company would be willing 10 review the 
situation."s2 

Neither most-favored-company nor most-favored-country proviSions are easy 
) 

to administer. Yet one cannot deny the relevance to a concessions relationship 
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of the fact that the host government has substantially altered its policies in a 
later agreement with another party or that the company has accepted substan­
tially different conditions in a later agreement with another country. These may 
well be factors that should be taken into consideration in a general periodic 
review of the agreement. The policy changes in the later agreemen ts may reflect 
significant changes in the industry that should then be reflected in the earlier 
agreements through contract revision. Provisions that ease the reopening of nego­
tiations in such circumstances may be useful. 

Periodic Revision 

Although changing circumstances have often led to contract reVISIOns even 
without express provision for such changes in the agreement, specific terms that 
trigger the review process at fixed intervals have been useful in mininlizing fric­
tion and facilitating the orderly and systematic updating of the agreement. 
Clauses of varying types that call for periodic reconsideration of terms have 
appeared in hard mineral , oil, and timber contracts. In general they have tended 
to limit the terms to be reviewed regularly. The calculation of export prices and 
of royalty rates appear to be the most common subjects of scheduled review 
provisions. 

In some agreements the revision clauses have called for review at specific time 
periods. For example, the Sierra Leone Development Company Iron Ore Agree­
men t provided : 

If at the end of the sixth , eleventh or sixteenth years following ... the 
first commercial shipment . , . or at the end of any further five-year period 
thereafter the average cost to the Company of placing the ore from the de­
mised areas . . , is materially less or materially in excess of the average cost 
during the period preceding that under review, either the Government or 
the Company may request a revision in the basic royalty . .. whether or 
not such basic royalty has previously been revised .. . . 

It is declared that the general object of any revision contemplated 
[above] ... is to redress any hardship which may arise either to Govern­
ment or Company either from a general change in world price levels or 
from an alteration in cost of working due to a change of labour or social 
conditions in Sierra Leone .. . ,53 

A 1964 amendment to the 1958 concession agreement between tile govern­
ment of the Republic of Liberia and the Gewerkschaft Exploration Company 
was also concerned with pricing. During the first ten years of operation under 
the agreement, the iron ore concentrate from the Bong Mountain Range was to 
be sold at a price calculated on Lhe basis of the average f.o.b. price obtained 
from the Ruhr steel works by the Liberian Mining Company for Bomi Hills 
concentrate for the five years preceding commencement of production under the 
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Gewerkschaft agreement. It was further provided that the pricing arrangements 
for Bong concentrates: 

shall be subject to review after the first 10 years of operation and if, after 
consultation between the Government and the Concessionaire, it is con­
sidered that the 5-year average Lo .b. price of Bomi Hills concentrates i no 
longer a satisfactory basis for price determination of Bong concentrates 
then a new basis for cal culation shall be establi hed .s4 

The provisions for change in these agreements were narrow in scope. Pro­
visions calling for a general review of the agreement's fiscal or other terms have 
been less common. The 1974 amendments to the BougainviUe Copper arrange­
ment provided: 

the parties will co-operate wilh each other in carrying outlhe purposes of 
this Agreement and will meet together during the seventh year after the 
year in which the Agreement which introduced this Clause into this Agree­
ment came into force , and at intervals of even years thereafter, with a 
view to considering in good faith whether this Agreement is continuing to 
operate fairly to each of them and with a view further to discussing in 
good faith any problems arising from the practical operation of this Agree­
ment. If at any such meeting it is agreed that this Agreement is not so 
continuing to operate fairly to each of the parties , or the parties agree 
that there exist problems arising from the practical operation of this 
Agreement, then they shall confer together in good faith in an endeavour 
to ensure that this Agreemcnt will opcrate fairly to both of the parties or 
to resolve such problems (as the case may be) and, in particular, and with­
out prejudice to the generality of the foregoing , they hall use their best 
endeavours to agree upon such changes to this Agreement as may be requi­
site in th"t regard .55 

The advantage of a general review clause is that it puts both parties on notice 
that a review and revision will take place and thus minimizes the possibility of 
surprise and misunderstanding. But determining the appropriate mechanism is 
not easy. The method for in UtutionaJizing mechanisl1ls ror adaptation to change 
in concession agreemen ts will necessarily valY in light of the precise circum­
stances of each individual agreement. The types of provisions that appear to be 
stabilized over the life of the agreement, the types of provisions that will be 
subject to review and revision, and the events or time limits that will trigger the 
review requirements may well depend on whether the agreement is for timber, 
oil, or a hard mineral, and on such matters as the size and expected economic 
impact of the concession. In some cases both parties realize that change will be 
essential. In oUler cases one or both parties may overestimate the life of particu­
lar terms and may be unwilling to provide, at the outset, for later revision. 



140 Negotiating Third-World Mineral Agreements 

One observer, in commenting on the need for good-faith bargaining provisions 
in oil concession contracts, has suggested three standards for triggering review 
and revision: (1) a fixed number of years; (2) a length of time commensurate 
with the company's recovery of capital investment in addition to a reasonable 
return on the balance of the investment; or (3) an indefinite length of time until 
a material change of condition occurs that makes the original arrangement inap­
plicable. S6 

The following provision may be suggestive of a general type of review clause 
with some indications of standards that could be incorporated in a concession 
agreement: 

The Parties shall, at five-year intervals from the effective date of this con­
tract, review the terms of Article ( ) of this Agreement to determine 
whether Article ( ) shall be amended to provide for an allocation of Net 
Profits differing from the allocation provided for in said Article . 

In undertaking such review , the Parties shall bargain in good faith with 
a view toward providing a fair and equitable division of profits in light of 
the economic factors prevailing at the time of the review. 

[n undertaking such review the Parties shall be guided by, but not lim­
ited to, consideration of the following factors: 

I. The economic value of the concession. 
2. Terms of other (nickel) agreements negotiated by the government with­

in the five-year period preceding the date of review. 
3. Terms of other (nickel) agreements negotiated by the Concessionaire 

within the five-year period preceding the date of review. 
4. Terms of other (nickel) agreements negotiated by third parties to the 

extent that such agreements can be reasonably compared to this Agree­
ment. 

Although frequent reconsideration of terms has become the normal pattern 
in concession arrangements, with or without revision clauses, their inclusion may 
remind both parties of the changing nature of such agreemen ts and may ease the 
reopening of negotiations at an appropriate time. 

FACILITATING CHANGE 

In the past, some concession arrangements have contained provISIons that no 
sovereign government could realistically be expected to tolerate for a substantial 
period. Control of land area has been one example of a continuing source of 
friction. The land provisions from one typical concession of the first half of tI}e 
centuryS7 were characterized by an arbitration tribunal as "so extensive as to 
partake of quasi-governmen tal powers akin to those accorded the great trading 
companies of an earlier concessions era."S8 Until 1962 when control of mineral 
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rights was removed from tribal chieftains and transferred to the central govern­
ment, Ghanaian mineral and timber agreements were characterized by large con­
cession areas and by standards of agreements in other countries unbalanced 
profit arrangemen ts favoring the investor.s9 As recently as 1969, the Ecuadorian 
government, in demanding the return of "vast land holdings" by two American 
oil companies, charged that the terms of the concession agreements were "laugh­
able" and "must be changed."6o 

The parties to concession arrangements have come slowly to the realization 
that their past demands and practices have not always been reasonable in the 
light of later conditions. In part this realization has been prompted by action 
taken by foreign governments in the form of expropriation, partial nationaliza­
tion, or forced revision, or by oil-exporting countries through collective bar­
gainingY But in part also foreign investors have come to appreciate the changes 
that have occurred in developing countries and have come to see their roles in 
the larger context of the country's economic development.62 The chairman of 
the board of the United Fruit Company has written, for example , that: 

we have been rightly criticized for having excessIvely large land holdings . 
. . . It involved the acquisition of extensive holdings of undeveloped lands 
and then using a small part for producing crops .. .. 

Fifty years ago United Fruit owned or leased approximately 5,000 
square miles of tropic lands . ... Yel, at that time United Fruit was u ing 
only about a tenth of this productively .63 

As improved understanding of the provisions and practices that are most apt 
to be the source of conflict is reached, steps can be taken to draft concession 
agreements with a view to minimizing the problem areas. In general this involves 
an understanding of the motivation , interests, and bargaining positions of the 
other party; appreciation of the technical issues that are most apt to cause dif­
ficulty; and appreciation of the administrative handicaps under which the host 
government may operate. Furthermore and most importantly it involves a 
recognition of the fact that the conditions that made a particular arrangement 
appropriate at one poin t are likely to change. [f either party looks to the agree­
ment for protection in the face of substantially changed circumstances, disrup­
tive dispute is inevitable. 

In spite of the attention paid to the means of dispute settlement in conces­
sion contracts, most disputes have been settled outside the framework of the 
dispute-settling clauses. Most revisions and updating have been undertaken as 
part of the parties' on-going relationship and without the intervention of third 
parties. 

InstitUtionalizing change in the contract may reduce the bitterness that often 
accompanies unexpected demands for revision. And it may limit the negotiations 
to certain well-defined time periods rather Ulan permitting negotiations to be 
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strung out over the entire course of the concessions relationship. Brief periods 
of harmony between points of negotiation may be well worth striving for. 

COMPANY RESPONSES TO CHANGE 

Some extractive companies have recognized the inevitability of change in con­
cession terms and have taken steps to reduce the frequency of change or to pre­
pare themselves for change. 

Some companies have thought that the most effective approach to delaying 
change is the negotiation of an agreement that would appear to be reasonable 
to future host country governments and to a host government's political opPosi­
tion. Both substance and form (Ire importan t. A reasonable agreemen t, such com­
panies feel, is less likely to be the subject of renegotiation or expropriation than 
one in which the foreign investor appears to have t(lken (ldvantage of the host 
government's poor bargaining position or poor negotiuting skills. An agreement 
that shares benefits equitably over the projected life of the agreement may be 
less costly than one which yields large short-term profits but soon results in bit­
ter renegotiation. 

This approach may be a correct one. Bu t in situations in which there is a 
high degree of uncertain ty about prices, quality of ore, and costs, and a strong 
sense of investor risk, it may simply not be possible to draft an initial agreement 
that will be attractive to the firm at the outset and still appear equitable when 
uncertainties disappear, profits grow, and risks are forgotten. 

Even in the face of uncertainties some public relations provisions may help. 
Provisions providing for increasing equity interest for local or government share­
holders, guarantees of increased employment of local nationals, and clauses that 
guarantee assistance to local industry may possibly contribute something to the 
longevity of a contract. And clauses that call for periodic renegotiation in a few 
years may at least hold off change until the specified date. 

H is doubtful that any contract provisions can do much to forestall change 
when bargaining powers have shifted dramatically. But companies are not help­
less to take steps that protect their interests. Kennecott's strategy in Chile in the 
late 1960s suggests an approach to the problem of change: the minimization of 
risk and the involvement of third parties in the face of a declining position of 
power. After 1964 Kennecott took a number of steps in a "strategy of protec­
tion."64 It offered to sell a 51 percent interest in El Teniente to the Chilean gov­
ernment and turned to the Export-Import Bank and the proceeds of the sale of 
equity to finance expansion. The loan was guaranteed by the Chilean govern­
ment and made subject to New York law. It insured as much as possible of its 
assets under a U.S. guarantee against expropriation. The output was to be solei 
under long-term contracts with Asian and European cllstomers, and the collec­
tion rights on these contracts were sold to a consortium of European banks and 
a consortium of Japanese institutions . The result was that customers, govern -
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ments, and creditors shared Kennecott's concern about future changes in Chile. 
Each had a stake in the investment. When Chile acted to expropriate the opera­
tion, Kennecott was able to call all these parties in on its side. Although the 
properties were expropriated, the political costs to Chile came high. The evi­
dence suggests that variations on the theme orchestrated by Kennecott are being 
used by other companies in other parts of the world.65 In particular, many ex­
tractive firms are requiring the host government to underwrite obligations to 
third parties. 66 

Arbitration and insurance may provide some solace to the foreign investor 
once major changes take place. Despite the weakness of typical arbitration 
clauses, arbitration proceedings may result in compensation for partial or total 
nationalization or other redress for other host country actions. The International 
Centre for Selllement of Investment Disputes (ICSID) offers one vehicle for con­
ciliation and arbitration. 67 Its rules, among other things, provide for the enforce­
ability of awards in the territories of the contracting states.68 Over 60 states 
havc ratiricd the relevant convcntion, including a ubstanlial number of A ian 
and African nations, although not Latin American slates.69 But Ihe protection 
may be illusory. In 1974 three American aluminum manufacturers Alcoa, 
Kaiser, and Reynolds requested ICSID arbitration of their dispute with the 
Jamaican governmen t over Jamaica's unila teral steps to increase government 
revenue from bauxite production.7o Jamaica was refusing 10 submit the matter 
to arbitration, since it had just withdrawn from the convention. 

The Overseas Private Investment Corporation (OPIC), an agency of the 
United States government, is au thorized by the U.S. Congress to write up to 
$7.5 billion in "political risk" insurance, designed to protect U.S. private in­
vestors against risks of war, revolution, insurrection, expropriation, and incon­
vertibility of currency. At the end of fiscal 1973, OPIC had written $919 million 
in inconverlibility converage, $2 billion in war risk insurance, and $2.4 billion 
in insurance covering nationalization, confiscation and "politically motivated 
defaults." Of tile $2.4 billion, $4J 0 million had been reinsured with Lloyd's of 
London.7! Among the extractive projects covered by OPIC insurance at the 
end of 1973 were the lJALCO (Mining) Inc. bauxite project in Guinea, the 
Union Oil Company of alifornia project in rorea, the Freeport Mineral or­
poration copper project in Indonesia, and the Kaiser Cement and Gypsum Cor­
poraliol1 fluorspar project in Thailand. 

Between January 1, 1971 and the end of 1973, OPIC settled insurance claims 
amounting to $119 million. During 1973 OPIC denied two major claims: the 
Anaconda Company's claim for $154 million for the expropriation of its fonner 
Chuquicamata and El Salvador mines in Chile and International Telephone and 
Telegraph Corporation's claim for $92.5 million for exprol riation of its invest­
men t in Chile Telephone om puny. The first claim was denied on tJ,e grounds 
that Anaconda did not have current insurance coverage; the second was denied 
on the grounds that ITT failed to discJo e ma terial information and failed to pre­
serve administrative remedies. Both cases were submitted to arbitration.72 
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OPIC has not been alone in providing overseas investment insurance. At least 
fifteen other countries provide similar coverage for investors. Investment in­
surance programs have been proposed by the Commission of the European Eco­
nomic Community. And there have been proposals for an expanded program in 
the United States to include private insurers with OPIC. 

In spite of their attraction to investors, insurance programs have been the 
subject of criticism. Such insurance tends, according to critics, to reinforce the 
investor's desire to maintain ownership interest in foreign mining operations in 
situations where a divestiture of equity and adoption of a new form of relation­
ship, such as a service contract or management contract, would be in the best 
interests of the investor and the host country. 73 And the insurance tends to in­
volve the home country in disputes between investor and host country. 

Faced with expropriation, some investors have turned to courts in countries 
in which the expropriating country has commercial dealings. They have attempted 
to obtain compensation from assets of the expropriating government that may 
be found in the investor's or a third country or from the seizure of minerals 
being sold to a third party. 74 

The success of such an approach has been modest as courts have tended to 
draw on two doctrines to which we can give only brief, and oversimplified, 
mention here: "sovereign immunity,,75 and "act of state."76 The sovereign­
immunity doclrine raises the question of whether a court can lake jurisdiction 
over a government or one of its agencies. The act-of-state doctrine raises the 
question of whether a courl can examine and decide the legality of laking by 
a government or one of its agencies. While sovereign immunity applies only when 
a foreign state or its agency is to be made a party to a litigation, the act-of-stale 
doctrine may protect private parties who assert that the act of a government is 
not subject to examination by a court. 

In situations where the U.S. Department of State has determined that im­
munity is justified, United States courts have applied the doctrine of sovereign 
immunity in suits against governments engaging in commercial or industrial ac­
tivity, even though such activities are reserved for private enterprise in many 
countries. The theory of acceding to such determinations has been the judici­
ary's unwillingness to jeopardize the proper handling of foreign relations. In 
situations where the U.S. Department of State does not interfere, U.S. courts 
decide, on a case-by-case basis, whether the doctrine of sovereign immunity is 
applicable. 77 

The act-of-state doctrine may arise in connection with the pursuit of "hot" 
(i.e., allegedly unlawfully expropriated) minerals or other hot commodities in 
international trade. In hot mineral cases, the company whose property was ex­
propriated alleges that the expropriating country has not acquired good title to 
the mineral. If a third party attempts to purchase the hot mineral, the expro­
priated company sues to regain possession of the mineral or the proceeds from 
its sale. 
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A central question in most such suits is whether a local court can inquire 
into the merits of a claim alleging that a foreign sovereign state has acted unlaw­
fully. In a 1964 suit involving hot sugar, the U.S. Supreme Court, in Banco 
Naciollal de Cuba v. Sabbatillo,78 held that U.S. courts could not , in private 
litigation, inquire into and challenge the legality of Cuba's seizure of foreign­
owned sugar properties even UlOugh the U.S. Department of State had de­
nounced the acts as contrary to international law. Almost immediately after the 
Sabbatino decision the U.S. Congress enacted, as Section 620(e)(2) of the 
Foreign Assistance Act of 1961, the "Sabbatino" Amendment, which (with 
qualifications specified in the legislation) permits a court to presume that it may 
proceed with an adjudication on the merits unless Ule President of the United 
States says officially that such adjudication would embarrass the conduct of U.S . 
foreign policy. 79 

Suits in which an expropriated company has pursued a hot mineral or other 
commodity have had mixed results in other countries. In 1972 a French court , 
presented with Ule defense f sovereign immunity put forth by the Chilean 
Copper Corporation in a suit by a subsidiary of Kennecott against a third party 
and the Chilean Copper Corporation, held that the defense did not apply. The 
court stated that the Chilean Copper Corporation had its own legal personality, 
formally distinct from the central power of the Chilean government, that it pur­
sued its activities in the manner of a private commercial business, and that its 
contracts of sale exclude recourse to methods usually associated with govern­
ment operations.so The U.S. courts may respond in a similar way, since the dis­
tinction between public and commercial aeLs is one that is usually invoked in 
determining the immunity issue in circumstances where the State Department 
does not request the application of the sovereign-inlmunity doctrine. 

In 1951 the Anglo-iranian Oil Company successfully pursued, in a court of 
Aden (then a British protectorate), oil expropriated by the Tranian government. 
Similar suits by the company in Italy and Japan , however, were unsuccessful,8! 
as was a 1973 suit brought by British Petroleum in an Italian court in respect of 
Libyan oil, and a 1973 suit brought in a German court by a subsidiary of Kenne­
cott in respect of Chilean copper.82 

Such efforts may receive upport from a company's home government. In 
1973 the Nelson Bunker Hunt Company published in a numbcr of U.S . and 
foreign newspapers a notice that it would "assert its rights" against anyone deal­
ing with oil from its expropriated Libyan properties. The company subsequently 
brought suit in a number of jurisdictions, including the United States, Brazil, 
Italy, and Greece.83 The U.S. Department of State agreed to support the com­
pany's position through diplomatiC representations where the third party was a 
government or a government agency and through support of the company's posi­
tion that the taking was unlawful under in ternationallaw. 84 

Another defense against expropriation has long been that of collusion. In 
oligopolistic industries, firms may agree among themselves not to purchase tlle 
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output of expropriated properties. The Libyan Producers' Agreement of 1971 
provides an example. Under that compact, fourteen oil companies agreed that if 
a party's Libyan production should fall below a designated level as a result of 
any action by the Libyan government, the other parties would share in such cut­
backs through contributions of Libyan and Persian Gulf oil. The agreement was 
the subject of a suit brought by Nelson Bunker Hunt in 1974 against the Mobil 
Oil Corporation in a U.S. federal district court. 85 The suit alleged that Mobil Oil 
refused to supply the plaintiff with the crude oil to which he claimed entitle­
ment under the 197 I agreement. 

Companies have not only appealed to the courts in the developed countries, 
but they have attempted to invoke direct governmen t action from their home 
government. Although the days of gunboat diplomacy appear to be over, private 
firms appeal to their home governments for other than military actions. Faced 
with nationalization, firms have appealed to their home government to cut off 
aid to the host country and to use their inOuence to persuade international 
financial agencies not to provide more funds to the country. Proposals have gone 
further, suggesting that the home country discourage tourism to the errant coun­
try, for example.86 But the tiueat of action by the foreign investor's home coun­
try appears to have had only marginal effect in the major concessions disputes of 
recent years. 

Although companies have proved that they arc not completely defenseless 
in the face of demands for change in concession terms, the legal remedies men­
tioned here, the insurance schemes, and the appeals to the government are 
clearly last resorts and are useful only in the extreme case of expropriation. 
When demands are for changes that favor the host governmen t but fall short of 
expropriation, the company must rely on other defenses and approaches. The 
most significan t constraint on the host government usually is its need for the 
continual presence of the foreign firm, if that firm's technological or marketing 
skills are still critical. If the firm's presence is no longer essential, the only 
shield left is usually the government's desire to work out an arrangement that 
will not repel other potential investors. Since investors who feel they are in a 
strong bargaining position show little reluctance to enter a country that has mis­
treated a recent weak investor, tilis is indeed a thin shield with which to do 
battle. 
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Chapter Six 

Organizing for Negotiation 

Although the structure of the industry, the requirements of the particular firm, 
and economic and political forces in the host country et boundaries on the 
kind of agreement that can be concluded, the information available to each side 
and the negotiating skills and strategies of the parties are nevertheless significant 
determinants of the kind of bargain that is struck within those boundaries. 

Many developing countries have lacked the skilled manpower to do an effec­
tive job of negotiating and administering agreements with foreign investors, or 
they have been unwilling to allocate the requiSite financial and human resources 
to these tasks. And in many cases officials have not formulated adequate negoti­
ating strategies and have not brought together teams capable of effective bar­
gaining. 

Recognizing these weaknesses, some countries have recruited foreign advisors 
to assist in negotiations and in the administration of agreements. In Liberia, for 
example, resident foreign advisors were provided, under U.N. Development Pro­
gram auspices, to assist the Concessions Secretariat, itself the result of recom­
mendations made by foreign advisors in past year. But foreign assistance has 
not, over the long term, been a satisfactory substitute for welJ-trained and orga­
nized local government officials. 

The weaknesses of foreign firms in approaching negotiations have been found 
less in organizational ski lls than in a failure to understand thoroughly the criteria 
used by government officials in evaluating investment proposals. Companies 
have often relied largely on engineers and lawyers as their negotiators. As a re­
sult, many company teams have lacked the critical economic, bUSiness, and 
political data on which the governments of developing countries rely, either 
implicitly or explicitly, in negotiations. For similar reasons companies have on 
occasion been slow to recognize and plan for inevitable change. 

There is no substitute for experience in building a good negotiating team, but 
there are some basic principles of negotiating strategy and technique that can be 
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usefully taught to the inexperienced. This chapter is designed to reveal some of 
the problems that occur repeatedly in the way governments or companies have 
conducted negotiations in mineral concessions, and to suggest some approaches 
to these problems. 

THE GOVERNMENT SIDE 

As foreign investors soon discover, approaches to negotiation vary widely from 
one country to another. The organizational structures of government negotiating 
teams may reflect various local colonial heritages and consequently attitudes 
toward hierarchy. Negotiating postures and ripostes tend to mirror, to some 
extent, the cultural patterns that characterize the legal process, or govern dispute 
settlement, in the local environment. In cultures where direct argument is 
avoided, for example, the approach to negotiation with foreign firms tends to 
avoid confrontation. In other countries the adversary process may be open and 
direct, and much mor~ familiar to many Western negotiators. 

Although the negotiating approach must, no doubt, continue to vary from 
country to country, there are still some techniques and approaches that can be 
adopted successfully by many countries. Care in the way provisions are drafted, 
for example, can help in assuring that the investor understands and fulfills his 
obligations. 

Precision and Completeness 

Concession agreements differ dramatically with regard to what subject matter 
they cover and the precision with which particular issues are handled. In some 
countries, concession contracts state only the general intent of the contracting 
parties and deal with but a few is~ues beyond those concerned with government 
revenue. In other countries contracts spell out in considerable detail the rights 
and obligations of the investor and host government in a wide range of areas of 
concern to the firm and the coun try. 

Often the absence of coverage of particular issues or the failure to deal with 
an issue in a precise manner seems to reflect the host government's inexperience 
in the particular industry and a corresponding failure to perceive the tenns that 
are crucial for the governmen 1's protection. The impact of experience is obvious 
when one compares those agreements negotiated in Liberia in the 1940s, 1950s, 
and 1960s1 with the government's much more clearly defined proposals put 
forth in the early 1970s for dealing with future concession agreements.2 Or one 
may compare the agreemen ts negotiated in the early 1970s in Indonesia for oil 
exploration and development with those for timber. In petroleum, Indonesia 
had considerable experience and had developed a technical staff of high caliber.3 

For timber, experience was limited and the responsible ministry had no person­
nel with training in the in tricacies of the industry.4 

In some cases, vague and at least by Western standards inadequate pro-
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visions stem in part from the legal traditions and legal framework of the host 
country. In a number of jurisdictions codes of law, such as tax and company 
laws, have been of the most general nature , and this style has often been carried 
in to the negotiation of concessions. S In ract it is often the inadequacy of the 
local laws in dealing with the foreign investor that leads to the negotiation of an 
ad hoc agreement. But much or the anticipated gain from an ad !zoe arrangement 
is lost by carrying over the tradition of imprecision into the agreement. 

In countries where local laws tend toward general principles, the legal tradi­
tion of a particular country may be used constructively to generate effective 
concession arrangements. Consider Indonesia again. Although the major legal 
codes of the country have tended to be statements of general policy and in tent, 
these laws have usually been amplified by detailed administrative regulations. 
Conceivably this practice could have been carried over into concessions negoti­
ations. The agreements could have been elaborated with additional regulations 
or the agreements themselves could have been viewed a regulations within the 
framework of the general laws . Neither approach was followed in timber and 
hard mineral agreements in Indonesia. Rather, concession arrangements reflected 
lndone ia's traditional reliance on the concept of good faith in commercial trans­
actions. The central position of this philosophy in Indonesian law has meant that 
Indonesian negotiators have shown less concern with protective clauses drafted 
to deal with specific contingencies than have the Western firms with whom they 
h<lve bargained.6 

In addition, the legal traditions or many developing countries do not call for 
lawyers to play the same role they play in many Western count ries. American 
lawyers, fOf example, see their role, in part, as one of seeking an agreement that 
leads to stability and predictability. Consequently they have sought detailed pro­
visions in concession agreements. Moreover, the adversary system that charac­
terize much of U.S . law practice has placed considerable emphasis on the role 
of the lawyer in maximizing the protection of his client. lie typically makes 
little positive effort to protect the rights of the other party; he expect tile other 
party's lawyer to perform this task. In the domestic setting of the United States, 
where both parties are playing by tile same impliCit rules, this system often 
works tolerably well. Commercial contracts are often characterized by well­
balanced provisions guaran teeing the righ ts of each party and specifying tile 
obligations of each party . In a number of other countries, where the adver ary 
system does not prevail, the lawyer may see his role as one in which he tries to 
work out a satisfactolY arrangement for the two parties, rather than as one in 
which he works primarily for either one. In some ways tili i an appealing sys­
tem. But whatever the merits of such traditional roles of lawyers and the role of 
good faith in commercial disputes in some developing countries, it may be dan­
gerous to carry these trudition into the field of foreign investment where the 
other party subscribes to a different set of rules. 

The case of Indonesia illu hates what can happen when traditions shape a 
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government's negotiations with foreign firms. A number of the mining agree­
ments of the late 1960s in that country allowed specifically for deductions for 
many payments to affiliates (for interest, technical fees, commissions, and the 
like V But most of the same agreements were vague on. the definition of gross 
income. In those agreements where the issue was covered, there were provisions 
that a company "may" use arm's-length ptices for sales to affiliates.8 In many 
agreements the company expressed its "intention" of doing something, or it 
promised that it would "consider" some action such as processing before ex­
port.9 In Indonesia, as in some other countries, the meeting of two different 
legal traditions resulted in very speci fic protection for one party, but vague 
protection for the other's interests. The vague provisions often become the 
subject of later dispute. 

In those relatively rare cases in which disputes reach arbitration, vague pro­
visions provide an insufficient basis for settlement. Since the general laws in the 
host country are typically inadequate to provide guidelines for decisions, the 
arbitral body may turn to legal principles of more developed countries for guid­
ance. These principles might not be those that the host country views as being 
satisfactory . 

Attempts to negotiate precise, balanced provisions have had the advantage of 
testing the parties' good faith at the outset of the arrangement. rf there are dif­
ferences in expectations, efforts to be precise in the agreement will help to nush 
them out early. Moreover, there has probably been a certain amount of self­
enforcement built into provisions that are specific. Companies are almost cer­
tainly Jess likely- even when government administration is poor- to violate clear 
provisions than they are to violate the spirit of provisions that are anlbiguous. 
The same pressure has probably operated on the governmen t side. 

Although there is a strong case for arguing that tbe government should insist 
on precise and complete coverage in concession agreement, the case for dctail­
ing the foreign investor's rights and privileges is less clear from the company's 
point of view. A precise statement of the firm's entitlements and of the host 
country's obligations to the firm may in the long run be more harmful to the 
company than beneficial, especially if the rights and obligations remain un­
balanced. Detailed lists of the firm's rights may make the agreement a tempting 
object of attack by the political opposition in. the host country. And the com­
pany may find the rights unenforceable in any case. The protection may be 
illusory; the irritant may prove to be severe. 

Improving the Starting Offer 
In the bargaining process the terms of the starting offer" have usually proved 

important in determining the outcome of negotiations. Governments have 
found two techniques effective in improving the terms around which the nego­
tiations begin: (I) they have made efforts to provide the first draft agreement 
themselves; and (2) they have opened the concession for general bidding and 
have selected the best offer as the basis [or negotiation. 
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One of the most important job of the government negotiating team should 
be the drafting of provisions to serve as the basis of discussion with the foreign 
firm. Yet the scarcity of persons with the requisite skills and time to prepare an 
effective draft has led some governments to permit the foreign investor to sub­
mi t the draft provisions that serve as the basis for negotia Hon. 

The preparation of the first draft of a concession agreement is unquestion­
ably a long and tedious process. Turning over (0 the prospective investor the task 
of preparing the negotiating document appears to be a useful way of saving the 
time of scarce technicians in the host country. But the real cost may be high. 
First, the preparation of the initial draft document can serve as a vehicle for 
developing a reasoned policy for the particular negotiations. In speaking of nego­
tiations between governments, one observer noted that "too often our demand­
the decision we desire- is vague simply because our own thinking is vague."IO He 
added that "we will almost always have a better chance of getting something we 
want if we know some specific things we would like to have."11 No doubt these 
conclusions apply equally to concession negotiations. 

Inevitably a draft agreemen t, whether the government's or the potential in­
vestor's, incorporates a pint of view. A draft reflects the position of the party 
who prepared it. Where the governmen t has allowed the investor to present the 
initial draCt document, the government has usually found it difficult to negotiate 
away from the general framework and from a large number of specific provision 
that reOect the company's point of view. Starting from a favorable first draft 
is particularly important because the fear of appearing obstructive often makes 
a party reluctant to oppose a series of provisions presented by the other side. 

Our experience in observing actual negotiations suggest strongly that the 
party presenting the first draft begins with a significant edge. la sroom experi­
ments have confinned the pattern. Each class was divided into teams repre ent­
ing government and company ide. For one set of opponents, the government 
side was allowed to write the first draft. For another, the company was given 
this opportunity. The outcome was consistently more favorable to the party 
that wrote the first draft for the negotiations. 

The difficult task of writing the first draft is complicated by Ule fact that the 
preparation involves a good deal more than imply writing the sort of agreement 
the government ultimately desires. There are matters of strategy involved. The 
very nature of the negotiating process suggests tha t each party will have to yield 
on certain issues. Thus, at the very least the initial drafter must prepare back-up 
provisions to be u ed in the likely event that agreement cannot be reached on 
one or more of Ule initial propo al . In the irtitial draft Ule government must ask 
for more than it really wan ts in the final agreement, in hopes that through nego­
tiation it will end up with what it in fact desires and consider reasonable. 

In some coun tries and industries the government combines its first-draft 
agreement with bidding procedure. For the tender, the government prepares a 
draft agreement. It then asks potential inve tors to bid on certain terms, such as 
the tax rate, a royalty rate, and a bonus. Some governments have found Ulis type 
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of approach to be a useful method of beginning negotiations from a set of favor­
able telms. Where successful, the procedure has eliminated a number of negoti­
ating problems. 

Some countries have turned the tender into a general policy. For example, in 
1973 the Dominican Republic adopted the policy of exploring for all mineral 
deposits at government expense and awarding concessions "through a bidding 
process to those individuals or organizations who offer the most favorable terms 
to the state.,,12 

In some situations competitive bidding has not been feasible. The government 
of Indonesia may have been fortunate in 1966 in a ttracting one poten tial in­
vestor to develop a copper mine in the remote area of West Irian. After years of 
Sukarno's policies against foreign investors, many firms would have been re­
luctan t to en ter in to a mining agreement in 1966 in Indonesia. 

Some attempts at using the tender technique may also fail because of the 
structure of the industry. When, after substantial improvement in the investment 
climate, Indonesia attempted to attract interest in the Asahan aluminum smelter 
a number of firms showed some interest. But when the government opened the 
project for tender in 1972, all of the interested aluminum companies joined to­
gether to submit a single bid as a consortium. There was no competitive bidding. 

On the other hand, in instances where an investment appears attractive to a 
number of firms, and where the industry is not characterized by tight oligopo­
listic cooperation, a number of firms may be attracted to bid on a potential 
concession. Pertamina, the Indonesian state oil company, has used bidding 
procedures successfully. In 1969, for example, Pertamina invited 28 companies 
to bid for off-shore exploitation rights, stipulating that each offer be accom­
panied by a check for $10,000 and a complete record of the company's financial 
standing and opera ling history. J3 The response was satisfactory. 

Where a bidding process is used, what a government does with the bids can be 
importan t. [n some cases the field has been narrowed to one finn on the basis of 
the tender. But once a finn is selected, it realizes that the govemment will find it 
difficult to go back to other potential investors should the firm refuse to yield 
on a point. In some cases the selected firm, in a splendid negotiating position, 
has bargained hard on aspects of the agreement not covered by the tender and 
has threatened to withdraw if its demands are not met. 1n other ca es govern­
ments have continued to negotiate with more than one firm after tenders have 
been made. 

A case from Portuguese Angola illustrates the effectiveness of negotiating 
with several companies at once. In 197 J the Angola Diamond Company (Oia­
mang) was due to release about one million square miles of concession area it 
had held for some time. Two U.S. companies held marginal concessions in 
Angola and were waiting to extend their exploration rigl1ts upon the expiration 
of the Diamang contract. The Portuguese government, however, opened negotia­
tions with several potential investors. The concession was ultimately awarded to 
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a consortium formed by DeBeers Consolidated Mines Ltd. and Diamang. The 
government negotiated what were generally regarded as terms favorable to itself 
(including a 50 percent share in profits, a 12.5 percent royalty on the value of 
the production at the mine pit, a premium of $245,000 on the signing of the 
contract, and an annual development contribution of $70,000) in large part 
because of the interest displayed by the American companies. 14 

Apart from oil/ 5 the use of bidding procedures in the allocation of mining 
and timbering rights was not very widespread in the early J 970s. Yet it is clear 
that where a concession area can be opened up to bids from a number of pro­
spective investors, the bargaining position of the host country can be substan­
tially strengthened. 

In some countries "middlemen," often resident foreigners, have taken over 
part of the tender function. Using their government contacts, the middlemen 
negotiate concession arrangements with the host government and tJlen peddle 
their concession rigb ts to the highest bidder. Sometimes these middlemen have 
benefited from the type of bidding tilat the government should have under­
taken. But middlemen1l1ay perform a useful role. Although the costs can appear 
to be high, in some instances they search for and attract investors the country 
would not have discovered on its own. In fact, in some countries the arrange­
ments worked out between middlemen and investors have demonstrated to the 
host government the kinds of agreements the country could negotiate itself ifit 
had a more effective strategy. Some governments, however, have reacted to the 
costs and the affront to sovereignty represented by middlemen and have taken 
steps to reduce their role. J6 

Another approach to obtaining a good starting offer is for the governments 
to wait until the initial uncertainty is reduced before serious negotiations are 
undertaken. A number of countrie have refrained flOm negotiations relating 
to exploitation until after the mining firm has made substantial progress in its 
exploration work, conducted ullder an exploration or survey licen e. These 
governments have assumed that they would be able to negotiate more favorable 
terms if negotiations could be delayed until more infol1113tion was forthcoming. 

In 1973 an exploration contract was concluded between Cobre Panama S.A. 
(made up of a consortium of Japanese firms) and the government of Panama. 
The agreement provided that on completion of exploration and a demonstration 
that the project was commercially viable, the government would give fir t option 
for 90 days to the consortium to negotiate an exploitation contract. The govern­
men t agreed to reimburse the consortium for exploration costs if no agreement 
could be reached. J 7 In 1970 the Malaysian government waited until a Japanese 
group had constructed substantial infrastructure and carried out major explora­
lion work for the Mamu t copper project beCore it even began negotiating major 
aspects f the exploitation agreement. Not only wa more information available, 
but the company already had a considerable amount of investment at take. 

Such a policy has its risks. Some firms have been hesitant to invest the large 
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quantities of money involved in exploration in remote areas un til they have had 
some assurance of attractive terms for the exploitation stage, should it prove 
favorable. In certain cases the grant of the right of first refusal to the exploring 
company has been sufficient to induce the company to undertake the explora­
tion, but where such assurances are given, the flexibility sought by the govern­
ment is at least partially eroded. And, in other cases, only a guarantee of 
recovery of exploration expenses, as in the Panamanian case, is su fficiently 
attractive to the firm. Even then the firm may be hesitant to provide its techni­
cal skills to uncover a source that may be developed by a competitor. Some 
countries have attempted to reduce these problems by having an independent 
agency, such as the United Nations, undertake the initial exploration. 

Priorities and the Agenda 

Top priority should be given to collecting information about the industry 
and the company with which negotiations are to be undertaken. Too often this 
step is not done well enough to allow the kind of analysis illustrated in Chapter l. 
Once industry and company background data have been collected and ana­
lyzed, and once the government's own position on major issues has been deter­
mined, the government's negotiating team is in a position to establish its nego­
tiating priorities. Our experience has indicated that government negotiators 
have too often failed to establish clear priorities. The result has been that they 
risk expending their bargaining strength on issues of relatively minor importance 
in the overall picture. By allowing negotiations to start with minor issues and by 
taking a hard line on these issues, the negotiators have often had to take a softer 
line later on, yielding on important points so as not to appear obstructive. 

Frequently discussion has commenced with the first clauses of the draft 
agreement and then proceeded through the various provisions in the order in 
which they appear in the draft agreement. Yet given the way many conce sion 
agreements have normally been drafted, key provisions may come toward the 
middle or end of the agreement. Consideration of provisions in the order they 
appear in the draft may mean that the requisite time and energy needed for 
adequate discussion of a number of importan t provisions is not available. 

Moreover, the clause-by-clause, beginning-to-end approach as a way of open­
ing up negotiations has tended to distract negotiators from major policy con­
siderations in favor of wording and technical drafting points. Again, our experi­
ence has convinced us that government negotiators (frequently legislative drafts­
men) gain many of their victories on points of language and punctuation at the 
expense of major issues of policy. This behavior is encouraged by the clause-by­
clause approach. 

To elevate the negotiations above discussions of minor technicalities, the 
government may want to use the first sessions [or establishing an agenda to 
govern later sessions. Efforts to construct a detailed agenda may force both 
parties to determine which policies, prinCiples, problems, and issues are worth 
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the IllOst atten tion. Potential arca of serious conniet can be flushed out and the 
opponent' prioritics can be explored. The process of eslabli hing an agenda may 
reveal that one's opponent is more, or less, in tcrested in an issue than one 
assllmed. 

Some negotiators like to establish the agenda in such a way that provisions 
they consider "easy" are placed at the beginning of negotiations. That party 
can make a series of realistic offers with rcgard to those "easy" provisions 
and appear to be conceding many points early in the negotiation. When the 
more difficult issues are approached, that party can say, in effect: "Wc have 
been honest with you on the issues we have discussed so far. Now it is your 
turn to indicate your honest offer on thc ncxt issues." The opponent's suc­
cess on the early issues may put pres ure on him to make concessions of his 
own. 

Strategies at the Negotiation Table 

Once tbe government negotiating team ba established priorities and an agenda, 
and has assembled the critical data on the industry and firm, it mu t determine 
how it will go about achieving its goals. We have already alluded to ollle basic 
strategic problems: the submission of lhe draft agreement on which negotiations 
will be based, and the agenda for the negotiations. The way iJl which these pre­
liminary question of strategy are answered may have erious repercussions for 
the outcome of the negotiations. 

The next stage in the proces should be the [ol11lUlation of an approach [0 

bargaining. There is a substantial body of literature dealing with negotiating 
techniques and strategy.18 Much of the literature is theoretical, drawing on con­
cepts [rom game theory and probability analysis. And much of the literature 
deals with negotiations between government r with bargaining in purely 
domestic situations. Yet many of the basic approaches in that literature can be 
useful in the concession negotiation process. It i a rare negotiation in which a 
party does not adopt some of the technique described in both the practical and 
theoretical literature. Often, however, the technique is invoked in an arbitrary 
and casual manner without regard to the technique's impact on the total negoti­
ation process. It is also frequently invoked as a spontaneous reaction, without 
sufficient con ideration to the general range of techniques that can be drawn 
upon. 

The negotiating team should be aware of tile general armory of technique 
and approaches not only for the purpose of slocking its own bargaining arsenal, 
but also because it should understand the techniques that the other party may 
lise. It is as important to penetrate the other party's negotiating strategies as it is 
to Connulate one's own. 

The general goal of negotiation is, of cour e, to attain the most favorable 
arrangement that can be obtained for one's side. But unle s a party is prepared 
to take the risk of presenting a take-it-or-Ieave-it proposal to the other party, or 
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unless the second party has absolutely no bargaining strength, both parties will 
not usually adopt one party's idea of an ideal agreement. There will be give and 
take on each side. While a party may begin negotiations with a vision of an ideal 
agreement, it will be expected to yield on certain points at the bargaining table. 
There is, of course, a point beyond which neither party is prepared to yield. 
An idea of this limit is importan t to have in mind at the outset wi th regard to 
one's own position and the opponent's position. 

The two basic tactics of concessions bargaining are Simple: to persuade the 
opposing party to accept a provision or principle he finds initially not to be in 
his interests, or to demonstrate that there is a common interest in adopting a 
particular provision or principle. To persuade the other party to accept a term he 
opposes, one must provide the other party with the motivation to accept the 
term. This can be done either by showing the other party that it is in fact in his 
interest to accept the provision (i.e., by showing him a benefit of which he was 
not initially aware) or by offering him an incentive to accept the provision. The 
incentive may involve a trade-off: in exchange for a company agreement to set 
up processing facilities, the government may lower the tax rate for five years. 
The negotia ting process may be partly educa lional: the other party may not be 
aware that there is a hidden benefit to him in a particular provision or may not 
see how the burdens of one provision are related to the benefits of another. 

Some skilled negotiators set ou t to alter the otber party's view of his own 
"settling poin!." Party two, like party one, may at the outset establish in his 
own mind some concept of a point beyond which he is not prepared to yield on 
particular points and in general. The task of party onc may be to alter the 
second party's concept of what this minimal level is. 

It is possible to distinguish many bargaining maneuvers and techniques. 19 The 
opposing negotiator may be forthright in his approach, or he may bluff or lie; 
he may exercise patience or convey the impression that he faces a deadline; he 
may give the impression he has total negotiating authority or he may seem to 
have limited instructions; he may be Ilexible or he may be unyielding. Some of 
these stances may be unplanned and simply natural reactions based on the per­
sonality of the negotiator; others may result from a deliberate decision to use 
one of these approaches as a strategic weapon in dealing with one's opponent. 

A number of techniques tend to recur with some frequency in concessions 
bargaining. They include: (1) seeking the first realistic offer from the other side; 
(2) the bluff to disguise one's own position; (3) the third-party ploy; and (4) the 
fmal authority ploy. A number of these techniques intersect with other maneu­
vers. And they can all be broken down into a number of more refined tactics. 

The problem of the first offer is not simply one of determining who presents 
the working draft. With regard to any particular provision the task may be to get 
the other party to make the first realistic offer, wi thin an established framework. 
One approach is to show the other party an agreement negotiated with another 
party on a similar matter aJld ask him how close he is willing to come to the 
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position stated in that agreement. The bidding process is, of course, another 
approach. 

Negotiators, almost by instinct, tend toward various degrees of subterfuge in 
bargaining rela tionships. Some subterfuge is generally accepted and widely used. 
The bluff ("I f we do not receive this tax concession we will be forced to wi th­
draw;" "If you are not willing to accept the concession on these tenns, there are 
other finns who are waiting in the wings") is generally regarded as an acceptable 
tactic. The so-called false demand ("We mu t have a five-year tax holiday to 
make a profit") and disguising one's true position ("This concession is marginal 
for us; we do not really need it") are common in bargaining situations. While 
some statements of bluff may fall within the grey area of the ethical-unethical 
spectrum, it is generally accepted that both parties are aware that some degree of 
bluff will be employed. 

The danger of bluff in any negotiation is that the bluff may be called. If the 
bluffing party backs down from his earlier position, hi bargaining strength on 
other issues may be quickly eroded. Thi applies with even greater force to bald 
deception (such as the use of false statistics, for example). Lying at any stage of 
negotiation may endanger the total negotiation. 

Recognizing the possibility that a bluff may be called, skillful negotiators 
attempt to make the bluff itself ambiguou . Thus, if the negotiator is forced to 
back down from a bluff, he may save face by pointing out the ubUe qualifica­
tion in his original statement. [n the same way the opponent may seek to avoid 
embarrassing the bluffing party by reading some ambiguity into the bluff. 

There are several ways that negotiators draw on third partie, sometimes as 
a bluff. The government may claim that if this parlicular c I1lpany does not 
accept its terms, another company will. The company may claim that it does not 
need this particular source of raw materials; it has other countries to which it 
can turn. When bids are received, the un uccessful offers may be turned against 
those elected for continuing negotintions. The government say, in effect: 
"Company Two is prepared to go this far on this provi ion. If you are not pre­
pared to approach that offer, we may be forced to turn to someone el e." Occa­
sionally a party can determine whetller this claim is fact or bluff; in other cases 
this may be dirricult. A government may also claim that its bargaining Oexibility 
is restricted because if it yields on a particular point to this company, it will have 
to make similar conces ions to older investors (through revision) or future con­
cessionaires. The government says in effect, "We would like to do this, but the 
cost is too great for us in terms of repercussions for other agreement ." 

In some instances the government may actually be conducting negotiations 
with a third party lIlat intersect with the negotiations in question. Sometimes 
the third party is tile home govenunent of the investor. At the lime that tile 
government of Liberia was examining the po sibility of renegotiating the 
LAMCO agreement in the late 1960 ,it was also preparing to negotiate a double 
taxation treaty with the Swcdi h government. Liberia was prepared to give cer-
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tain concessions to the Swedish government only in exchange for a tightening of 
certain aspects of the LAMCO agreement. The Liberians hoped for pressure on 
LAMCO not only from Liberia but also from the Swedish government. 

A common negotiating technique, used by both company and government 
representatives, is the claim that the negotiator has little or no flexibility in bar­
gaining. The negotiator's bargaining authority, the claim runs, is limited by his 
instructions or his need to consult with others. The limits within which a govern­
ment negotiator can operate may actually be circumscribed by directions from 
his superiors; or he may simply claim such circumscription for bargaining pur­
poses. Similarly, a company's represen tative may have specific orders from the 
company's board of directors; or he may claim to have such orders. Often in 
negotiating sessions a party's representative will stress the amount of time it 
will take to consult with a superior, who may be in another country, or the head 
of another department. A company's representative may argue that a response 
to a letter to his home office would take days or weeks or that it would be dif­
ficult to assemble the board of directors. Japanese firms have been known to 
argue that the steps required to reach a new decision in a Japanese company may 
take months. A government representative may invoke the alleged "inefficiency" 
of his government and stress the time involved in getting a decision out of the 
bureaucracy. He says in effect: "My hands are tied. Either you yield on this issue 
or we will waste a good deal of time." The opposing party must make a calcula­
tion as to whether this claim is true or false and whether it is willing to allow 
more time to lapse in the negotiations if it believes the claim.20 This strategem 
is often employed at the end of long negotiations when both parties are ex­
hausted and when there is pressure to bring the negotiations to a quick conclu­
sion. 

Parties may take actions to restrict their apparent bargaining flexibility in 
other ways. A government, for example, may announce publicly that it is about 
to enter negotiations on a mineral agreement and that it expects favorable re­
sults, some of which might be speJled out in detail in press statements. It may 
then argue that because the public expects the government to negotiate certain 
terms, it can accept nothing less. An example of this occurred in 1973, when the 
government of Papua New Guinea apparently released to the local press the 
recommendations made by one of us for the terms to be reached in a renegoti­
ation of the BougainvilJe Copper Agreement. 

A government negotiator might also claim that while he is perfectly willing to 
accept a particular provision, representatives of certain government departments 
with which he is not associated would not accept it. lIe may say in effect: "This 
would be fine with me, but I know the boys over at the Ministry of Finance 
would be unwilling to accept it. They are adamant on such tax relief.l've tried 
it before." Such positions may also be made public, as happened in connection 
with the BougainviUe renegotiation. The positions of the Minister of Justice and 
one Member of the House of Assembly from Bougainville were tougher than that 
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which one of us recommended. They issued a press release with their demands, 
generating new possible constraints to which the negotiators might appeal. 

A sense of timing is important in negotiations. In many cases of long debates 
in negotiations, the problem is not simply that one of the parties cannot accept 
a particular provision. Jt may be tlla t the party is unwilling to accept it too soon. 
As one observer ha noted, "Coming forward with draft language too soon may 
upset [the other party] which would like to feel that they had more participa­
tion in the formulation of the decision."21 Or the yielding party may have to 
demonstrate to his superiors that he did not yield too quickly on a particular 
poin 1. 

A negotiator can benefit by analyzing the organizational pre sures on the in­
dividual against whom he is bargaining. As we have mentioned, a negotiator 
often feels under pressure to prove to his superiors that he is an effective negoti­
ator. To augment the evidence he carries home he may be inclined to collect a 
few negotiating "trophies," even though UleSe trophies may not be of real eco­
nomic or political importance to the party he represents?2 We have, for exam­
ple, encountered situations where company representatives have bargained long 
and hard for tax holidays, even though the tax credit ystem in the inve tor's 
home country would cancel most of the benefits the company would obtain. [n 

many such cases the negotiator appear to be motivated largely by a need to 
prove his skills and to show that he can strike terms as good as those a previous 
firm in the same country managed to strike or as attractive a those the company 
received elsewhere. In this situation government negotiators may find it useful 
to resist the tax holiday, for example, bu t to offer other less costly concessions 
that the company's negotiator can present to his organization as evidence of his 
bargaining skills. 

The Negotiating Team 
A good deal of the government's uccess in bargaining seem to depend on the 

structure and makeup of the negotiating team. Yet most countries have paid 
little attention to developing an effective team. 

Sometimes a state enterpri e or a single mini try has had Virtually complete 
authority to negotiate agreements with the foreign investor for a particular 
mineral. There are advantages in this. The higher salaries that state enterprises 
have generally been able to pay have enabled some state corporations to attract 
more highly qualified people than would be available to the civil service. For 
example, Pertamina, the Indonesian state oil company, with a large number of 
qualified specialists has acted quite independently of other government agencies 
in reaching agreements with foreign investors for the extraction of petroleul11.23 

On the other hand, such independence is considered by some to be a potential 
disadvantage of the state enterprise device.24 

In other situations negotiating teams have been made up of representatives 
from several governmen t ministries. While some such teams have often oper-
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ated successfully, others often face difficult problems. Their record appears to 
be a function of factors other than whether they are cross-ministerial. 

In fact, probably any of a number of variations in organizational makeup 
can be made to work if certain principles are followed. Our observations of a 
number of negotiating teams in action indicate that the ones most successful 
in negotiating agreements rapidly and in negotiating terms favorable to the host 
country have certain characteristics: (I) their membership, no matter how it is 
made up, does not vary from negotiating session to negotiating session; (2) they 
have a clearly designated chainnan with clearly defined powers; and (3) they 
have unambiguous authority from the government to conclude agreements, 
subject only to executive or legislative approval. 

Lest these simple guidelines sound as if they are self-evident, we would guess 
that the number of countries that have not followed these guidelines exceeds the 
number that have. On many occasions we have attended a series of negotiating 
meetings in which the composition of the host country's negotiation team has 
varied from session to session. Needless to say, the investor, under such circum­
stances, attempts to gain acceptance of those terms that the negotiating team of 
the moment is willing to accept. He attempts to gain acceptance of other terms 
at other negotiating sessions when different government representatives, with 
different priorities and unaware of the implicit trade-offs made in the previous 
meeting, can be dealt with. 

Where individual ministries can erode the authority of the negotiating team, 
the team often fInds the investor negotiating directly with the individual mini­
stries concerned with particular aspects o[ the agreements. Such anegotiatingpro­
cess tends to result in a jeny-built arrangement. If, [or example, each ministry de­
termines that investment by a partJcular company is desirable, each ministry may 
offer all of the inducements it can. The resulting package lllay offer more 
favorable terms than are needed to attract the investor. On the other hand, 
if one ministry does not want the investor, that ministry can block the agree­
ment merely by refusing to yield on an important provision over which it ex­
ercises control. When the investor can negotiate directly with individual minis­
tries, an opportunity for the team to make sophistica ted trade-offs that cross 
ministerial lines of au thori ty may disappear. 

The chairman of the most effective government negotiating team will usually 
designate the members of his team who are to address particular issues on the 
agenda. If members of the team disagree with the presentation of another team 
member's response, the team adjourns for a conference out of the hearing of the 
other party's negotiators. Again, these simple rules have often not been fol­
lowed. Open disagreement has occurred among government negotiators in the 
presence of the foreign investor. When this happens the foreign investor tends to 
select, as his allies, those government representatives who support him on a par­
ticular issue. The strength of the government team can be rapidly eroded. 

Governments frequently encounter two other problems in building effective 
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negotiating teams: (1) difficulty in l1nding negotiators with an understanding o[ 
the technical language and approaches u ed by the companies; and (2) difficulty 
in preserving the lessons [rom one negotiation in a way that they can be used in 
future negotiations. 

When government officials confront the representatives of a large foreign 
firm, they often are faced with technical concepts with which they are not well 
acquainted. The differences between cash flow and profits, the significance of 
depreciation in relation to profits and cash flow, and the techniques of financing 
are far removed from the usual experience of the government negotiators. Yet 
to analyze adequately the proposals of the investor and to formulate creative 
responses, the government negotiator must have a thorough grasp of such con­
cepts. 

In addition, governments have found it difficult to assure continuity in the 
membership of negotiating units from one contract to another, as well as frol11 
one se sion of a particular set o[ negotiation to another. Much is learned 
U1rough experience. But too often government teams have been put together on 
an ad hoc basis without reference to experience in pa t negotiation. And even 
where experience is sought, the experienced negotiators may no longer be with 
the government. Sometimes they have left to work in the private ector because 
of low governmen t sal~ ries. Wha tever the cause, the lack of con tinuily of per­
sonnel means that negotiation begin from stage one, as earlier negotiations did. 

Easing Administration 

Even skilled, experienced negoti,ltors have ometimes faiJed 10 take adequute 
account of the need to draft provisions that can be admini tered by the govern­
ment's staff. In fact, the first teps toward effective administration come at the 
negotiating stage. Some negotiators have helped ensure effective enforcement by 
incorporating in the agreement a number of devices and approaches to simplify 
administration. Recognizing the fact that the manp wer and skills of the ad­
ministering agencies may be limited, they have attempted to gear provisions to 
the administrative capabilities r the available personnel. Efforts of negotiators 
to ease the administrative load have led to agreements that have incorporated 
"guidep ts" to alert administrative officers to problems that might arise at 
particular points; some have utilLled standardized provi ions, to the extent 
pOSSible, [or unifol111ity; some have incorporated provisions allocating to the 
company the burden of carrying out particular acts that other countries have 
required of (he government; and many have developed clear penalties and anc­
tions for the company that [uils to meet its obligation. 

Avoidance of Nonenforceabk Provisions. The limits on the manpower 
and kills available to enforce agreements have led ome countries to avoid 
highly ophisticated and intricate provisions which, while in theory beneficial 
(0 the government, would in practice be too complex to be administered well. 
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One example of simplification for administrative purposes is the handling of 
interest paid on loans. A number of agreements have taken the option of simply 
not permitting deduction of interest paid on loans from affiliates?5 A principal 
reason for such a hard rule has been that the negotiators have recognized that 
the policing of such loans to detem1ine whether they are in fact "disguised 
equity" is a complex and time-consuming process, which the governmen t is un­
able to carry out effectively. The task of administration has held governments 
back from conceptually more attractive approaches, such as the case-by-case 
approach we described for the United States. 

Negotiators have been attracted by many provisions that are attractive or 
reasonable on paper, but would be difficult in practice to administer. Some in­
come tax arrangemen ts for personnel employed by the foreign investor provide 
examples. Since the nominal tax rates for personal income have been rather high 
in some countries, foreign investors have occasionally requested and received a 
provision that a foreign employee would not have to pay taxes in the host coun­
try that would exceed those he would pay in his home country. Stipulations of 
this sort have appeared in a number of Indonesian agreemen ts, for example?6 
To administer this provision properly, the authorities would have to receive com­
pleted tax forms of the sort that would be filed in each employee's home 
country. They would have to understand the regulations in each country and 
make the judgments required in each jurisdiction. This task would simply be 
impossible for the administrative resources available in most developing coun­
tries. 

Accommodations that adequately meet the investor's needs and simplify ad­
ministration can be made on most such points. [n the case of personal income 
tax, agreements with investors could simply include a provision that the local 
tax system applies, but with a guarantee that the total tax would not exceed a 
certain percentage of the employee's gross income earned in the host country. 
Such approximations, although not optimal, can provide a sensible escape from 
an impossibly heavy administrative burden. 

Provisions on auditing of returns have also caused many administrative prob­
lems. Mining agreements in some countries have provided a time limit on the 
right of the government to audit the company's accounts. Some Indonesian 
arrangements illustrate the problem. In one example, the government agreed to 
make its audit within three years of the submission by the company of its 
financial statements. And the government committed itself not to take more 
than two years for the audit once it began. If the government failed to file a 
claim within 90 days following completion of the audit, it apparently could 
never file a c1aim.27 Another indonesian agreement required that the govern­
ment conduct an audit each year, that the audit be completed within lhree years 
of the annual submission of financial statements, and that any tax claims be 
made within five years of the end of the relevant fiscal year?8 

These limits would impose serious constraints on the ability of some develop-
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ing countries to audit the tax returns of foreign companies. Even in the United 
States some states are more than Unee years behind in their tax audits. It would 
be su rprising if the official in many developing countries could make an ade­
quate evaluation of the audit and decide on the steps to be taken on back taxes 
within 90 days following an audit. More realistic in most developing countries 
would be for the government to bind itself to file any claims no later than, ay, 
five years after the end of Ule fiscal year. There should perhaps be no constraint 
on the lime it takes to perform or to evaluate an audit. 

The fiscal provisions of a concession agreement may be affected not only by 
the availability of competent tax admini trator but also by the availability of 
trained personnel in other agencies. The problem is illustrated in Ule report of a 
commission of inquiry in to tile timber industry in the Gold Coast (now Gitana) 
in J 951?9 In recommending the amount of royalties to be assessed in timber­
barvesting operations, the commission noted that it would be reasonable to base 
royalties on the content of the tree in cubic feet or in Hoppus feet. Although the 
approach would give a fair return to both parties, the committee observed that 
there would be several difficulties in applying such a sy tem: 

Perhaps the greatest difficulty of all is the fact tha t all trees would require 
to be measured and that Native Authorities would require a trained staff 
of considerable integrity to carry out the measurement. ... (T] ree mea­
surement would be impracticable at presenl. 30 

The committee thu recommended the retention of the stumpage system 
whereby the same fee would be paid irre pective of the size of the tree. AJ­
though trees of different sizes would clearly have different values, it was felt that 
a rough equity would be achieved if the royalty imposed was "fair and reason­
able for the average tree." Most important, the Simpler provision could be ad­
ministered with the skills available. 

Guideposts. Some negotiators have been able to ease the administrative 
burden resulting from concession agreemen ts by drafting certain provisions in 
such a way as to draw the attention of the government administrators to particu­
lar problems. In tile section relating to calculation of taxable income, some 
agreements have provided, for example, that "on ales to Affiliates the price 
shall be taken to be that which would be receiveci in a sale between non-Affiliated 
parties," or that "on purchases from Affiliates the price shall be taken to be 
that which would have been paid in a purchase from a non-Affiliated party." At 
the same time the con tract has provided a clear, workable definition of" Affili­
ate." Such provisions have at least alerted tax administrators to the possibility 
that a problem in pricing or deductions could exist whenever affiliates are in­
volved. And tiley have served notice on the company that the government is 
aware of the potential leakage of tax revenue through tran fer pricing. 
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Guideposts can also be used to aid in some of the issues that cannot be 
settled at the time of negotiation because their resolution depends on factors 
which will emerge only after exploitation or production activities have begun. 
Rather than ignoring these issues entirely, the agreement can make reference to 
them to alert government administrators at a later date. For instance, even if 
negotiators cannot agree at the outset on criteria for determining the economic 
feasibility of establishing processing facilities at a later date, mention of the 
problem and clear dates for reconsideration may prove helpful in the future. 

Standardization of Provisions. Administrative problems have been increa ed 
when agreements within particular developing countries contain very different 
provisions to cover the same technical issues. Lack of standardization has been 
particularly importan t in provisions that define taxable income. In Liberia, for 
example, where over 100 concession agreements were in existence in the late 
1960s, there were tremendous variations, from one agreemen t to the next, in 
deductions that migh t be permi tted and in the defini tions of particular deducti­
ble items acceptable for tax purposes.J1 

Tax provisions often require a body of regulations or a et of case precedents 
for their interpretation. When contracts vary substantially in their structure 
within a country, regulations and precedents develop far too slowly. No income 
tax department with limited manpower could be expected to cope effectively 
with the administration of contracts with little or no standardization of pro­
visions. 

In some countries the great variety of provisions on the same matter has re­
sulted, of course, from the fact that the first draft of the proposed agreement 
has been drawn up by the prospective investor. Each investor has shaped the 
contract provisions to his own idiosyncracies. Sometimes they have reOected 
the structure of an agreement in some other country in which the company was 
operating. Whatever the origin, the result has been an administrative jungle for 
some governments. A good negotiating team will aim for as much standardiza­
tion as possible. Of course, this does not mean that the tax rates, for example, 
must be the same. 

Self-Regulating Provisions. Some negotiators have taken steps to ea e the 
administrative burden by attempting to shift, to the company, re ponsibilitics 
sometimes held by the government. In contrast to usual provision ., which stipu­
late that the government may require the company "to submit such reports as 
the government deems necessary with regard to exploration and exploitation," 
some agreements have spelled out the contents of reports required by certain 
dates in sufficient detail that the government would simply receive the informa­
tion it needs without having to make any specific request to the company. The 
u ual provisions mean that the government must take the initiative in requiring 
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the reports and must draft reporting form. With changes in government per­
sonnel and a myriad of agreement to enfOlce, many governments have simply 
failed to request the needed reports. 

Similarly, governments can insist that the investor provide lists of firms that 
qualify as affiliates, according to an agreed definition. Or the company may have 
to submit its method of allocating home office overhead, or it calculations of 
deductions to change a c.iJ. price to an Lo.b. basis. Under the assumption that 
mo t companies will avoid outright fraud when they have to provide such de­
tails, the task of administration may be eased con iderably. 

Penalties and Sanctions. Many concession agreements have failed to provide 
for sanctions in the event that a party to an agreement does not carry out one or 
more of its obligations. As a result the investor may have little incentive to con­
form to the concession terms until he is pursued by administrative authorities. 
The problem is especially important when the provisions themselves are vague. 

Sanctions have accompanied many kinds of provisions. Agreements have spe­
cified penalties for late payment of taxes, for failure to inve t stipulated mini­
mum amounts at stated periods, or for failure to e tablish processing facilities 
when economically feasible. In some cases the provisions for penal tie have 
apparently induced the company to make a timely compliance with the teOl1S of 
the contract and have helped to avoid putting the burden on the government to 
request compliance. Somelimes they have helped in leading the company to seek 
clarification of ambiguous provisions, out of fear that it mighl face penalties for 
noncompliance. 

The absence of penalty provisions in concession agreemen ts has been com­
mOil. Under tax arrangements in many agreements, for example, there has been 
no incentive for the company to draw up its tax statements in a way that rellect 
what the company thinks might be the final settlement if the returns were 10 be 
aUdited. The company could choose the methods of calculation that would lead 
to the lowest tax payment and pay up if audits revealed taxes due. Although 
penalties for late tax payment do not remove the necessity for careful auditing, 
they may reduce the incentive for the company to understate its taxes. There 
may be less need for rrequen t audits or less cost in failing to conduct them regu­
larly. 

Regulations and General Laws 
The development of terms covering foreign investment activities i rarely COIl­

fined to the bargaining table. The applicable general laws and the provisions of 
the agreement must usually be amplil1cd and claril1ed by administrative regula­
ti ns. The expected use of regulation should be taken into account in the con­
cessions negotia lions. 

When agreements are silent on a particular i sue, some countries issue regula-
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tions to cover the obligations of the company. For example, if the concession 
says nothing about safety requirements, the issue can be covered by the issuance 
of regulations covering safety in mines. 

Where definitions or meanings have not been made clear, or seem inappro­
priate to a particular case, administrative regulations have often settled the prob­
lem. Where an agreement calls for depreciation, for example, but does not spell 
out rates or state whether it must be taken from the date of acquisition of the 
equipment (under a tax holiday, the company might prefer to postpone depre­
ciation), administrative regulations have specified rates and procedures. 

Two of the most important regulations, if they are not included in the tax 
law applicable to concessions, have covered the right of the government to re­
allocate income among affiliated enterprises to renect arm's-length transactions 
and to specify the criteria for determining whether debt held by affiliates is to 
be treated as disguised equity [or tax (and, if appropriate, for exchange con­
trol) purposes. 

Generally, governments have assumed that they have the right, as sovereign 
powers, to issue regulations on matters such as mining safety and tax. adminis­
tration where agreements are silent and vague. Such regulations have provided a 
powerful tool in the continuing development o[ concession terms. 

[n fact, government negotiators will often avoid including coverage of a par­
ticular issue in the concession so that the matter can be dealt with outside the 
negotiations. The tactic may ease change since regulations and applicable laws 
may be altered outside the context of the agreement. 

Whether an issue is intentionally or accidentally omitted from an agreement, 
the government may decide later to act on the issue. For example, the original 
Bougainville Copper Agreement did not mention withholding taxes on dividends. 
The agreement neither imposed them nor excluded them. After the firm had 
committed many millions of dollars to the project, the government imposed a 
general withholding tax. of 15 percent on dividends. The major impact of the tax 
fell, of course, on this particular project. In this case it is doubtful that the 
government negotiators would have been successful in imposing such a tax pro­
vision in the original agreement. 

The Use of Foreign Advisers 
Recognizing the shortage of skilled government personnel and the importance 

of properly conducted concession negotiations, a number of governments have 
turned to foreign advisers for assistance. Their roles have varied from country to 
country. 

Foreign assistance can be helpful at the negotiating stage. In some instances 
foreign advisers have actually represented governments in the negotiations, but 
by the late 1960s the political processes of most countries would not permit 
such authority to be granted to foreign advisers. In fact, such broad delegation 
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is probably not a good alternative, since it does little to build the needed skills 
in local personnel. 

When negotiations are conducted by local officials, foreign con ultants are, 
in many cases, called in to assist in formulating gcneral policy, to assist local 
staff for a limited period of time for particular negotiations, or to suggest spe­
cific solutions to individual problems that have already been identiued by the 
local staff. Such advisers have provided u eful assistance in helping the local 
negotiators to clarify objectives, to develop a strategy for negotiation, and to 
prepare backup papers and fallback positions. In some cases, they have aided in 
restarting negotiations that have stalled. 

Some governments have continued contact with the same set of advisers so 
that the advisers can as ist, from lime to time, with problems that arise during 
the administration of the agreement and with problems relating to the revision 
of terms that may be required in the futurc. The advantage of a continuing ar­
rangemen t has bcen the advisers' familiarity with tlle agreement and local con­
ditions. Long contact can generate personal trust, easy communication, and a 
recognized willingness on the part of the consultants to retain a low profile. On 
tile otiler hand, new advisers may bring fresh viewpoints to thc process. 

Rarely, however, is a foreigner in the country long enough to be thoroughly 
sensitive to tite local values that will determine the complex trade-offs that are 
important in the final negotiation of a conces ion. And rarely will he be thor­
oughly familiar with the spccial economic, political, and social concerns of thc 
host country. Jlistory suggests that foreign advisers often do not possess thc re­
quisite sensitivity to tile country's administrative limitations. These limitations 
may call for a somewhat less sophisticatcd agreement than the adviser might 
recommcnd in another context. There is also a danger that a country will call 
in consultan ts in the hope it can avoid ome tough decisions. Sometimes the 
government call in one consultant after another until it realizes that the initi­
ative for decisions and actions must rest Oll local officials. In 1973 and 1974, 
for instance, Papua New Guinea hired a string of consultants to advise on a possi­
ble rcnegotiation of the BougainviUe Coppcr Agrcement. The result was a cata­
log of options from which the government officials eventually had to choose. 

Some countries have used foreign adviser on occasion for internal political 
purposes as well as for advice. Sometimes the consultant is called in to bol ter 
one minislly against another. At other times the consultant is used to quict tile 
opposition. After we had advised one government on a mining conccssion, the 
Department of Mines of that country called a prc S conference explaining (it 
was reported) that a "Harvard brain trust" had a sisted in the negotiations and 
that the Harvard team had characterized the final terms as the be t of any agree­
ment for tl13t particular mineral, from the government's point of view. Although 
we had made no such statement, tile political opposition had to take on not only 
the current governmen t party, bu t also the repu tation of Ilarvard Univer ity if it 
wan ted to criticize the terms of the agreemen t! 
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THE COMPANY SIDE 

Foreign investors seldom have difficulty in putting together negotiating teams 
skilled and experienced in certain technical aspects of natural resource develop­
ment. But despite the technical competence, many prospective investors have 
been perplexed and confused by negotiations with developing countries. 

Culture and Standards 
Part of the difficulty is often cultural. We have already alluded to different 

cultural approaches to contracts. Negotiators from certain developing countries 
may be more concerned with establishing general principles than in drafting 
air-tight clauses. These same negotiators may expect to rely on the good faith 
of the other party more than a Western negotia tor would. Bu t the cultural prob­
lem goes beyond this. The representative of a new investor in a particular coun­
try may be in the country only a matter of hours before he begins his first 
negotiating session. Under these circumstances he cannot be expected to be 
familiar with the subtle social, political, economic, and bureaucratic factors that 
may affect the negotiations. Similarly, host country negotiators may be un fa­
miliar with the industry and business "culture" within which the company's 
represen tative operates. 

At the same time, company negotiators may be unfamiliar with the standards 
that governments of developing countries adopt in establishing concessions 
policy. A question frequen tly posed by investors is this: "What does Govern­
ment X consider to be fair terms for a concession agreement?" The question 
suggests that fairness is the predominant criterion invoked by developing coun­
tries in formulating concessions policy. But often it is nol. Nor, indeed, is it a 
standard often invoked by private firms. Rather, most developing countries are 
concerned with: (I) giving the foreign investor no more than the minimum re­
quired to attract or to retain him; and (2) negotiating terms that are no less 
favorable, at least superficially, than those prevailing for comparable contracts 
in neighboring countries. Government negotiators are under severe pressure from 
their constituency to attain these standards. 

Of course, whe1her a particular government negotiating team is able to bar­
gain for an agreement reflecting these standards will depend on the skills, experi­
ence and discipline of that team. In instances where skill or discipline is absent, 
the foreign investor may encounter negotiators who represent the interests of 
their own particular ministries. Officials of a mini try of finance, for example, 
are likely to evaluate project proposals according to the project's contribution 
to government revenue, while the central bank is likely to weigh heavily the 
earning of foreign exchange. The ministry of manpower may be concerned wi th 
projected labor utilization more than with projections of tax revenue or foreign 
exchange effects. 

Some investors, faced with an undisciplined govern men t bargaining team, 
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have been surprised and confu ed by the diversity of criteria invoked by differ­
ent government officials. Other have turned the diversity to their advantage 
by seeking alliances with certain members of the government team. 

Company negotiators may be unfamiliar not only with the general social, 
political, economic, and bureaucratic factors that enter into host country policy 
development, but also with the techniques used by government technocrat in 
evaluating project proposals. While familiar with private financial analysis, com­
pany negotiators may be unfamiliar with social cost-benefit analysis and such 
concepts as explicit exchange rate and effective rates of protection often in­
voked by government analyst. Puzzled by the purpose of questions posed by 
government officials, business negotiators are reluctant to ask why the data 
are needed. As a result of not under tanding the purpo e, they may fail to 
provide the relevant data or may modify their data to fit their erroneou ideas of 
what the informatioll is being u cd for. As a re ult of their not understandillg 
the analytic techniques, they are frequently unable to re pond adequately to 
questions about the elTect of their proposed investment on the host country. 

The techniques of project analysis are not precise, and the criteria for evalu­
ating a project frolll a social benefit per pective, rather than a private per pec­
tive, vary. But within a wide range of types of investment there is a growing 
standardization of approach. While an investor need not be familiar with the 
esoteric literature on matters uch as the calculation of shadow rates for labor 
costs and foreign exchange, he should be familiar with the general principles 
involved in turning a private income statement into a social statement involving 
shadow prices [lnd costs and benefits external to the project itself. And he 
should understand the basis of calculation of the effect ora project on national 
income and the balance of payments. Otherwise he risk a major misunder­
standing in the negotiations. 

Negotiating Techniques 
Allhough the discussion of technique ' available to government negotiators 

is applicable to company negotiators, a few special warnings should be sounded. 
C mpany negotiators occasionally underrate the skill and experience that 

government representatives bring to the bargaining table. Sometimes they adopt 
an attitude that appears neocolonial or patronizing to the government, a they 
talk down to their potential hosts. Familiar with only the superficial aspects of 
the country and culture, company negotiators run tlte risk of offending ho t 
country negotiators. Even seemingly minor mistakes can cause serious irritation. 
We have een, fOi example, a negotiation that almost broke down in a Southeast 
Asian country because the potential investor tactlessly inquired about the 
average wage for "coolie labor." 

In addition, it is tempting for the foreign investor to carry to the negotiating 
table the techniques that get him bargains in the local bazaar, pa aI, or mercado, 
where ridiculou Iy low offers and threats of breaking off negotiations are ac-
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ceptable techniques. Yet in a number of countries the rules of the street markets 
do not apply in government circles. In some cases the differences simply reflect 
the norms of the elite as compared with those of tile common people. As the 
humor and style of the elite Britisher differs from that of the London Cockney, 
so the negotiating customs of the elite Indonesian differ radically from those of 
the traders on the street. 

Moreover, the government negotiator may be influenced by his colonial heri­
tage. In the past, "final offers" from tile colonial authority may have indeed 
been final. A government negotiator may accept a "final offer" at face value, 
putting an end to negotiations before a successful conclusion is reached. 

Cultural misunderstandings can begin on either side. In some cases the govern­
ment negotiator may attempt to mimic the culture of the foreign investor. Hav­
ing heard that Westerners do not generally bargain in tensely, and un familiar 
with the used car or antique markets of most Western countries, he may adopt a 
technique with which he thinks the Westerner is at home, while tile Westerner 
adopts a technique with which he thinks his opponent is familiar. The result may 
be similar to the two camel trains that pass in the night, as the two parties adjust 
right past each other. 

Investors have frequently misunderstood delays, when the reasons were not 
immediately apparent. Often the conclusion reached by tile potential foreign 
investor has been that someone was seeking a bribe. The reasons for the delay 
may, however, lie elsewhere. We have seen cases in which delays result from the 
need for government officials to settle their differences and to test the possible 
political consequences for a set of proposed terms. But someone was quile will­
ing to accept a contribution from the foreigner. And, wonder of wonders, the 
contribution was followed by new successes in the negotiations. or course, the 
bribe had little to do with the new progress. The time delays simply allowed the 
internal problems to be resolved. 

Some firms have been able to use local contacts to analyze the bargaining 
environment for them. The con tacts may be local citizens; they may be for­
eigners with long experience in the country. Frequently, useful "interpreters" 
of the negotiating culture have been found among the lawyers, consultants, and 
accountants in the local business community. Sometimes the resident foreign 
middleman, who negotiates complete concession agreements and then transfers 
them to foreign investors, has saved the investor the problems of negotiating 
in an unfamiliar culture. Ilis role may be of value to the investor, as well as to 
the host country. In other cases, however, middlemen have been unscrupulous 
profiteers whose agreements are likely to be subjected to particular scrutiny 
when their contacts in government have lost power. 

A REMINDER 

Much discussion of concession agreements deals with the bargaining relationship 
as "distributional," or as a "zero-sum game." The view is based on the assump-
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tion that there is a fixed package of benefits from the investment that are to be 
parcelled out between the investor and the government. To an extent this is 
true. But for many of the bigger issues and for some of the smaller ones it is 
completely misleading. 

An important but difficult task for the negotiator is to keep in mind in the 
heat generated by spirited bargaining the possibility that it may be better to 
reach some agreement short of the ideal rather than having the negotiations 
break clown. It is even possible that retreat on a particular point may not cost 
one's side anything, but may benefit one's opponent, who may be willing to 
yield on another point in exchange. 

The nature of the bargain that can be struck between investor and host coun­
tlY depends, to a significant extent, on the economic and political factor dis­
cussed in previous chapters. But relative bargaining powers establish only a range 
of possible outcomes. Within that range, much depends on the negotiating skills 
of the parties involved. ) n the past, even the best of negotiating skills in the de­

veloping c untrie could be ineffective due to the paucity of information avail­
able to the government teams. As the developing countries attempt to cooperate 
with other developing countries to obtain stability in raw material markets, 

many are gaining access to a quantity of information never before available to 
them.32 
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Chapter Seven 

The Search for Stability 

To this point, we have viewed mineral negotiations primarily in terms of a single 
foreign finn bargaining with a single government. Although this simple model 
provides a useful way of examining the concessions process, the model does not 
reflect all of the relevant facts. An understanding of the problems facing the 
minerals investor and mineral producing countries requires a more complex 
construct. The number of parties making their interests fell in any concession 
arrangement is now seldom limited to two. 

lt is true, of course, that for the host government and for the investor the 
basic issues of structuring a suitable agreement, of shaping appropriate financial 
and development provisions, of developing adequate mechanisms for settling 
disputes, and of organizing an effective negotiating team remain mueh as in the 
past. But major change is occurring as producing countries search for new ways 
of increasing their bargaining power. The successful efforts of some oil-produc­
ing countries to increase their bargaining powers through OPEC has generated 
attempts on the part of countries producing other minerals to join forces. More­
over, in a search for stable prices, producing countries are extending their 
interests into the markets of consuming countries. Involvement in processing and 
marketing abroad appear to offer benefits to countries that in the past have 
limited their activities to extracting raw materials at home. At the same time, 
and partly in response to the actions of the producing countries, the govern­
ments of the consuming countries are increasingly reluctant to rely entirely on 
private finns for supplies of critical raw materials from abroad. Previous at­
tempts to stockpile essential materials and to rely on national companies to de­
fend the national interest are being augmented by efforts to organize the 
consuming cowltries. The goal is to ensure regular supplies of raw materials at 
reasonable prices. 

These moves by producing countries are reminiscent of the earlier trans­
formalion of the private raw material firm into multinational enterprises. In 
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the quest for inexpensive and regular sources of materials to supply manu­
facturing or distribution facilities at home, private firms ventured abroad. 
The first successful efforts at finding foreign sources led to other attempts; 
managers were anxious lest their fortunes be dependent on only a few sup­
ply points. But since sources for many minerals came in large units, espe­
ciaUy in those days when a concession might cover half a country, success ill 
obtaining multiple sources frequently generated the need [or more outlets to 
dispose of the vastly increased production. Thus, firms began to seek markets 
in other countries. The attempts to reduce risk and to balance supply and out­
lets, coupled with the need to counter moves made by competitors in poten­
tially attractive areas, led to the multinational thrust or the raw material firms. 

Early in the process, firms in some industries began to join together in con­
sortia to share the risks incurred in developing large deposits of raw materials. 
The consortia played an important role in addition to that of risk-sharing; 
membership in a consortium could ensure that a firm could keep an eye on 
competitors. In the years before World War [I, the firms fOIDled explicit car­
tels in some industries. Even later, when the cartels had been challenged by anti­
trust action, the opportunities to observe each other's actions firsthand in a 
network of joint projects reassured each member that its competitors were not 
bidding aggressively on new sources, not developing new technologies that would 
not be available to all, and not pricing in ways that could upset stability in the 
markets. 

The goals or mineral-producing coun lries in the 1970s are, in many respects, 
similar to the goals of the private firms in earlier decades. In the search for stable 
markets, some producing nations are moving toward increasing involvement in 
the processing and distribution of their raw materials. In some cases tIus move­
ment is leading them, as processors or marketers, into the countries that provide 
the principal outlets for their raw materials. 

Involvement in processing and distribution is not the only route foUowed by 
producing countries in their search for stability. In some industries a number of 
producing governments are joining together in attempts to cooperate in the sale 
of their raw materials. The consortia of producing countries seek to exercise 
some joint control over the price and volume of the raw materials that they sell 
to other countries. They aim to increase the bargaining power of producing 
governments in dealing with the international raw material firms. Their efforts 
are geared toward capturing some of the benefits of oligopoly that have accrued 
to the private enterprises in the past. 

The efforts of producing-country governments to reach outside national 
boundaries to gain stable outlets and higher priccs will inevitably result in 
changes in the relationship between host country and foreign investor in extrac­
tive industries. Results from steps taken thus far suggest that the efforts will 
have some success in some industries. Stability may be cnhanced, at least tempo­
rarily, and bargaining power may shift even more to the producing countries. 
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The successful arrangements will almost certainly be copied by other countries 
and in raw material industries where they have not yet been attempted. But the 
chances of success are not equal in all industries. And some of the promised 
stability Illay be elusive. 

COOPERATION AMONG THE 
PRODUCING COUNTRIES 

Much of the history of efforts of producing countries to cooperate in selling 
theu: raw materials offers little promise that such arrangements can do much to 
improve the bargaining power and market stability of tile producing countries. 
But the success of OPEC and the limited accomplishments of the International 
TUl Council and the International Coffee Agreement in the 1960s and early 
1970s have raised the possibility that such organizations may indeed be able to 
attain at least some limited goals.1 

Most cooperative efforts among the producmg countries have had as their 
original aiJns the reduction of variance in the price and demand for their raw ma­
terials or the increase m revenues earned from exports. Some, such as the inter­
national tm agreements, have attempt.ed to use a buffer stock to stabilize prices. 
In the tin agreements, the buffer stock was backstopped by export quotas . Other 
attempts at influencing tile market, such as the coffee agreement have relied 
heavily on export quotas as a mechanism to influence price by restrictiJlg sup­
ply. till other arrange men ts uch as ClPEC, the copper-producing coun tries' 
organization, did not originally rely on quotas or bllffer stocks, but served 
primarily as a vehicle for the exchange of information among member coun­
tries particularly in their negotiations with multinational firms.2 Better infor­
ma tion, it was hoped, would improve tile bargainmg position of individual 
countries. 

Although producing countries have had some success Witil cooperative 
arrangements for petroleum, coffee, and tin, it is difficult to conceive of more 
differently structured industries. The intergovernmental organizations reflect 
these differences . Despite tile differences, t.he successes of tile petroleum- and 
coffee-prod ucing coun tries have probably resulted to a great extent from one 
common feature: the willingness of tile raw materials purchasers to cooperate 
with the govenlJllents of the produciJlg countries. 

Agreements anl0ng producers, be they the commodity agreements arranged 
by governments or cartel agreements estabJi hed by private companies, all have 
Ule same Achilles' heel. If the incentive r r a member to break the agreement is 
not counterbalanced by an equally strong penalty and enforcement mecha­
nism, the life of the agreement is likely to be short. For exports to be controlled 
Successfully, control over capacity may, in some cases, also be essential . If one 
member has excess capacity, there may be an overwhelming temptation to 
undercut the prices of the other members in order to take advantage of the high 
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prices that result from the cartel. The periodic crises of the international cartel 
of scheduled airlines, [AT A, point to the problems of maintaining a cartel based 
on price, but without capacity controls. 

In theory, at least, export and capacity controls for raw materials would be 
relatively easy to institute and to police if the number of producing countries 
was very small. But a small number of producing coun tries seems to be neither 
an essential nor a sufficient ingredient for success. Among industries where 
successful arrangements have been concluded, only in the tin industry can the 
producers be counted on the fingers of both hands. Four tin supp'liers- Malay­
sia, Indonesia, Bolivia, and Thailand- account for the majority of free-world 
production? In contrast, the number of Significant oil exporters has grown to 
at least fifteen countries. OPEC itself had thirteen members in 1975. 

The tin industry, where the number of major suppliers was small, was an 
unusual one. If cooperative efforts were to be successful, most arrangements 
would have to include a large number of producing countries. But even in the 
rare cases where there were few producers, success was not guaranteed; for 
years the many attempts to organize cocoa producers failed, although only four 
countries produced over 70 percent of world exports.4 

The International Coffee Agreement has provided encouragement that some 
success can be obtained in industries where there is a large number of producers. 
Significantly, from the first effective agreement in 1962 the coffee arrangement 
was based on the explicit cooperation of the importing countries. Initially, it ap­
peared that the reluctance of the United States to join the agreement might lead 
it to falter, but in 1963 that country cooperated by ratifying the agreement. 
When the world's most important importer of coffee agreed to help enforce the 
terms of the arrangement, a critical element of success was added and the agree­
ment went into effect. 

Until 1973 the agreement relied on quotas to limit the coffee exports of each 
of its producing members. The producers and the consumers met yearly to 
determine the overall quota for the coming twelve months. This quota was then 
allocated among the exporting countries. Adjustments were made in the quar­
terly quotas to reflect new market and production information. 

The coffee arrangements called on the importing countries to help enforce 
the restrictions on supply. The importers agreed to limit their purchases of 
coffee from nonmember countries and obligated themselves to demand cer­
tificates of origin for coffee they purchased. The importers were enlisted to con­
trol the direct shipping by exporting countries of coffee beyond their quotas and 
the transshipping of coffee from one country to another to avoid the quota 
restrictions. As long as the consuming countries cooperated in policing the 
arrangement, a country that decided to break away from the agreement or 
violate the export quotas would have found it difficult to obtain markets for its 
coffee. For a number of years, cooperation from the consuming countries pro­
vided the adhesive that held together the arrangement among a large number of 
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producing countries with divergent interests. The enforcement mechanism on 
the part of the consuming countries was sufficiently strong to counteract the 
weak restrictions that the agreement placed on production capacity in the pro­
ducing countries. 

To be sure, the apparent success of the coffee agreement often disguised 
Some serious internal stresses. From time to time the meetings of producing and 
consuming countries to determine quotas generated major crises for the agree­
ment. Disputes developed among the producing countries as to who was to get 
what proportion of the quota, and disputes were common as the exporting and 
the importing countries disagreed about the size of the overall quota . These 
conflicts thrca tened periodically to pull the arrangement apart. A further series 
of threats to the agreement arose over the exports from producing countries of 
soluble coffee, since these exports appeared to provide an escape from the quo­
tas and posed a threat (0 the processing industries in tlle consuming nations. 

The 1968 version of the coffee agreement collapsed in late 1972 , with less 
than a year to run. Afterwards it was questionable whether conflicting interests 
could again be accommodated to permit the renegotiation of some kind of effec­
tive arrangement. The usual disputes about quota size and allocations were 
intensified by the problems of instability and the uncertainties created by the 
changing relationship of some of the countries to the European Common Market 
as that organization was enlarged. The nature of the basic disputes was under­
lined by the membership in a London-based sales organization, Cafe Mondial , 
Ltd., that was established following the breakdown of the agreement. This orga­
nization represented Brazil, Colombia, Angola, and the Ivory Coast. I t appeared 
for a time that the Central American producers might join, but the hopes came 
to naught and the other African growers were threatening to cut prices to find 
new markets.s 

Despite the ciifficulties, the 1962 Agreement and its successors must be rated 
as reasonably successful. As one observer noted "Ten years of a commodity 
agreement is a long time ."6 During the period of the agreement , the income of 
the producing countries was almost certainly hjgher and more stable than it 
would have been had the agreemen t not existed. 

The OPEC arrangements were very different from the International Coffee 
Agreement. Not only had OPEC not succeeded in establishing export quotas by 
1975, but also the explicit cooperation fro111 the importing countries , which had 
been the key to success in the coffee agreement, was missing. The structure of 
the oil industry in the period around 1970 was such, however, that the produc­
ing countries did not need the signatures of the consuming COWl try governments. 
The needed cooperation [rom the "consumers" was actual and implicit, through 
the international oil Orms. 7 

O[ course, the structure of the coffee industry differs dramatically from that 
of the petroleum industry. Although the coffee industry has been characterized 
by many independent growers and little vertical integration on the part of in-
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ternational companies, the international oil industry has been dominated for 
most of its history by a relatively small number of vertically integrated multi­
national firms. To the producing countries, these multinational enterprises have 
been the "consumers" of the crude oil that the countries supply. To have ties 
to the consumers, the producing countries needed only the implicit cooperation 
of the international firms that extract, process, and sell their oil. This they ob­
tained in the late 1960s and held into the early 1970s. 

The cooperation of the international oil firms did not have to be made ex­
plicit, since such cooperation was a natural result of interests shared with the 
producing countries. The integrated oil companies found cooperation more 
attractive than alternative actions that would divide the oil producers. This 
cooperation was forthcoming from the firms for a number of reasons. 

First, the vertically integrated structure of the firms and the low marginal 
costs associated with oil production reduced the temptation of the oil rums to 
respond to the offers of an oil-producing country willing to undercut OPEC's 
terms. Unlike an unintegrated coffee roaster, an oil firm with production and 
transport facilities in place in particular countries might not be tempted to 
accept crude oil offered by a rcbellious supplier at a discount. 

For the petroleum firm, a shift in sources may result in little savings whcn the 
discounted price of the new crude oil is compared to the marginal costs in 
existing facilities. The slow response of the main integrated finns to discounts 
would leave the oil-producing countries relatively little incentive, at least in the 
short run, to offer the companies terms that are slightly below those which the 
organization of producing countries was supporting. 

But the more important reason for impliCit cooperation on the part of the 
international oil firms is probably the search for stability on the part of man­
agers of the firms. In an oligopoly such as the international oil industry, a 
major threat to a firm is the possibility that some member of the oligopoly may 
obtain a source of oil cheaper than the others and begin to cut prices. If the 
price elasticity of demand facing the industry is low, the manager of a particular 
firm is much more anxious to ensure that he face a cost structure similar to 
those of his competitors than he is that the overall cost structure be the lowest 
possible. After all, higher costs can Simply be passed on to the customer, at least 
within wide limits. Thus, an arrangement such as OPEC, which promises an 
equalization of costs among the companies, need not be viewed as a serious 
threat to the companies. Managers in search of stability are not likely to oppose 
a new deal, as long as the producing countries do not demand so much that sales 
fall precipitously. 

The established oil companies thus found no reason to oppose the OPEC 
policy that all producing countries negotiate similar terms with the oil com­
panies. As a tool toward this end, OPEC developed model petroleum agreements. 
When new producers appeared on the horizon, OPEC eagerly provided negoti­
ating assistance to ensure lhat those countries did not seriously undercut the pre-
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vailing terms in the industry. In tllis way, OPEC provided assistance to Liberia 
when its government was negotiating offshore exploration rights in the late 
1960s. For perhaps the first lime in its history, Liberia was able to negotiate 
contracts that were up to international standards for the industry. A possible 
result, of course, is that Liberia may not quickly gain a large share of the inter­
national market if commercial oil is discovered there. But the government will 
get a good return on any oil it does export. The security of the oil companies 
has also bee a ured. Tn Liberia, where non-oil firms were bidding to enter 
the oil business, none would receive terms dramatically more favorable than 
those faced by oil firms elsewhere. The traditional firms retained their stable 
environment without having to follow the successful concessionaires into the 
new area, as has been so common in other industries when a new area has been 
opened, especially when some of the entering finns have been outsiders to the 
oligopoly. 

From efforts to promote standardization of agreements, OPEC moved to 
collective bargaining with the oil companies. The response of the American­
based international oil companies to a possible united front among the pro­
ducing countries was to seek permission from the U.S. government to 
negotiate with competitors in a bloc against the host governments. In 1971 
the American government granted the firms immunity from antitrust actions 
to allow the companies to collaborate among themselves in negotiations with 
OPEC. Relief [rom an liteust re tfaint probably assured tha t the in terests of 
the companies and OPEC were even closer than before. As long as the finns 
could negotiate together, no one company was likely to reach a secret deal to 
the cietriment of the other firms. After a round of negotiations, all firms would 
be saddled with similar costs. [f the result was higher payments to the pro­
ducing countries, they could within limits simply be passed on by the oil com­
panies to the consumers. 

Unlike the members of the International Coffee Agreement, the OPEC 
members by 1975 had not attained their original goal of agreeing on export 
quotas. Until the eady 1970s the production levels in the individual producing 
countries had been determined almost entirely by the deci ions of the indi­
vidual finns. The political demands of the 1973 Middle East War led Arab oil­
producing countries to impose restrictions on the output of the firms. In J 974 
Some non-Arab oil-producing countries began to experiment with restrictions in 
oil production. Others did not cooperate in the restrictions, and allowed their 
production to expand to fill lhe gap. Whether the sporadic efforts 011 the part of 
Some countries, after 1973, to withhold oil from the market would be uccess­
ful was doubtful. WiUlOut a quota system, OPEC could do little to control 
supply. For the moment, output levels in many producing couotries continued 
to be determined by the decisions of the private firms. 

The OPEC arrangement, as limited as it wa , has not been invulnerable. Per­
haps the greatest threat, paradoxically, was a further reduction in the strength 
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of the vertically integrated oil companies. Should oil again be in surplus after 
the "crisis" of 1973 and 1974, the appearance of major new buyers who are not 
driven ioward vertical integration could tempt some member countries to offer 
cheap oil to increase their sales. Such buyers, without huge production facilities 
in place, would presumably respond to offers of low-priced oil. The temptation 
to expand output at lower prices by seiling more to outsiders at a discount could 
break the unity of interests between the 011 companies and producing countries. 
There was, it is true, not much temptation for some of the producing countries 
to expand output immediately after the 1973-74 price rise and before these 
countries were able to absorb new revenue. But the surplus years of the 1960s 
witnessed such moves as countries began to experiment with lower prices to 
independents along with taxing structures designed to reward producing COm­
panies that increased their output in the particular country. A crack in the 
solidarity of the OPEC countries appeared in the fall of 1975, when Ecuador 
announced that its oil sales would not be governed by OPEC's prices. As with 
coffee, the potential for quarrels over each country's share of the market could 
develop if export quotas were to be sought within OPEC. Much would depend 
on the actions of Saudi Arabia and [ran, whose reserves were sufficien tly large 
that either could easily drive down prices or, by withholding oil, support prices 
in the short run. 

In addition, the adven t of cheaper nuclear power, or energy from other 
sources, or oil outside of OPEC could lead to an increase in the price elasticity 
of demand for OPEC oil. In fact, the decline i.ll demand as prices for oil rose in 
1973 and 1974 indicated that demand was more responsive to price than many 
observers had assumed, even though substitution is not quick and easy. If higher 
prices for oil should mean serious loss of sales to the companies, continual 
pressure for more host country revenue would mean that this money would 
come out of the purses of the international companies rather than out of the 
pockets of consumers. Again, the community of interests between producing 
country and company would be broken. 

There were other threats to unity, as the oil producers began to disagree 
among themselves. Some of the oil-producing countries had, in 1974, become 
concerned about the impact of high oil prices on the poorer nations, largely in 
response to complaints from these poorer countries. Members of the Organiza­
tion of African Unity had hoped that their support of the Arab cause in the 
Middle East War of October 1973 would have guaranteed them oil at a reduced 
cost. The Arab coun tries refused to sell at reduced prices bu t agreed to establish 
a $200 million fund for soft loans to black African states at about 1 percent 
interest.8 Saudi Arabia, in an open conflict with other OPEC members, ex­
pressed concern abou t the d isru pUve effect of high oil prices on the economies 
of Western European countries and Japan, as well as developing countries in 
Asia, Latin America, and Africa. Saudi Arabia urged a reduction of prices; 
other OPEC members favored price increascs.9 
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Until one of the potential threats materializes, the pattern of implicit co­
operation between producing countries and the vertically integrated companies 
will probably mean th 'Jt OPEC can succeed even if the shortage of oil of 1973 
and 1974 turns out to be a temporary phenomenon. But the threats to OPEC's 
stabiUty appeared major. 

In contra t to the complexities of oil and coffee, the International Tin Agree­
ment is, on the surface , a model of simplicity . Even though all major consuming 
countries except the United States have been members of the agreement, tin has 
provided a case in which the explicit or implicit cooperation of the raw ma­
terial purchasers has probably not been a critical ingredient for success. 

The special feature of the tin industry is, 3S noted previously , the small num­
ber of important producing countries. Four producers account for the bulk. As 
of 1975 an agreemen t needed to include only Malaysia, Indonesia, Bolivia , 
Australia, Nigeria, Thailand, and Zaire to capture practically all the world's 
supply of tin. With so few producers it has been feasible [or the producers them­
selves to police tlle arrangement, without the need for cooperation from con­
suming countries. In addition, the small total value of all the tin traded (lI1d the 
ease of storing tin without spoilage and within reasonable physical con traints 
has permitted the financing of a buffer stock UUlt could exercise a significant 
influence on supply, and thu prices. 

But even the tin arrangement has been subject to internal disputes. The costs 
of production in the various member countries have been very different. Bolivia , 
for example, has been a higher-cost producer than Malaysia. When quotas have 
been used to restrict production, the agreement has called for them to be al­
lotted among the producers on the ba is of recent production levels . Low-cost 
producers were always aware of the possibility that they would probably gain a 
larger share of the tin market if they were to leave the agreement rather than 
submit to quotas. Still, in 1973 the tlueat or unstable prices without the agree­
ment appeared to be sufficient to keep all the major producers within the 
arrangemen t. 

Commodity agreemen ts among the prod ucing coun tries have been fragile, and 
it appears tllat most will inevitably fall apart , to be renegotiated another day 
under new rules. Probably in no industry are all the conditions of a really stable 
prod ucer's cartel met. To hold together an arrangement that would assure high , 
stable prices, the producing countries would perhaps have to be few in number 
and have similar prod uction cost . The demand for the prod uct would probably 
have to be fairly price inelastic, with few close substitutes. 1O And the product 
Would come in only a rew landard grades to case price-setting. Tin probably 
comes as close as any prod uct to meeting these criteria. Where all these condi­
tions are not met, the cooperation of consumers can help to hold together an 
agreement. Yet the interests of Ule ultimate consumers tend to diverge from 
those of the producers. Alliances er de as the governments of importing coun­
tries respond to the interest of their consumers or as Ule industry structure 
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shifts, changing the position of the international firms. The divergence of in­
terest adds to the instability of arrangements such as those for coffee, and may 
shorten the period during which agreements such as OPEC can be effective. 

Yet even though dramatic success may be possible onJy under very special 
conditions, or with the cooperation of consumers, producing countries may 
accomplish a good deal under less favorable conditions. Take copper as an ex­
ample. In the early 1970s there appeared to be little chance of explicit coopera­
tion on the part of importing countries toward developing a quota system, or 
indeed toward developing any rigorous arrangement among producing countries. 
In the 1930s there had been sufficient strength on the part or the oligopolistic 
private firms to sustain prices through a cartel of private enterprises. During this 
period the companies themselves agreed on quotas, but the producing countries 
had little strength. The company cartel did not last. Although in the 1950s the 
number of major exporters was smail, this was changing rapidly by the 1970s. 
New technology, especially large-scale equipment, made possjble the exploita­
tion of many ore deposits that were previously uneconomical. As a result, many 
new producers were entering the market. 

In the 1970s a number of other conditions made a strong agreement among 
the copper-producing countries difficult. The firms were not sufficiently verti­
cally integrated, and the cross-elasticity of demand between copper and alumi­
num was too high for there to be a clear community of interests in high prices 
between the producing countries and the internatioM11 copper firms. In addition, 
high prices appeared to increase considerably the role played by reclaimed scrap 
copper. At the same time the consuming country governments Saw little reason 
to support an agreement thaL would lead to high prices for sllch an important 
industrial input. Moreover, like the interests of the coffee prod ucers, the inter­
ests of the various copper-prod ucing countries differed considerably. The many 
countries that were discovering that they had usable copper ores in the late 
1960s and early 1970s were eager to attract investors and to obtain a share of 
the market. The traditional producers wanted to retain their old shares. Any 
single formula for quotas or for common terms with the companies was likely to 
be rejected by one group or the other. If the formula left the traditional pro­
ducers with their markeLs, the new producers would view the share they received 
as unjust. The new producers would realize thaL they would be gaining markets 
without an agreement. Similarly, the traditional producers would fight quotas 
that resulted in any signiDcant reduction in Lheir shares. At best, only a very 
unstable alliance appeared possible. 

In fact, in late 1974 four copper countries appeared poised Lo go it alone, 
with a buffer stock and production cutbacks. Bul tile cooperating countries, 
with 65 percent of world copper exports, represented a declining portion of 
world trade in copper, and other countries, such as Papua New Guinea, had 
indicated that they would not join in the production cuts. 

Even tllOugh an arrange men t such as those for coffee, tin, or oil appeared 
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not to be in the cards for copper in the early 1970s, an organization of copper­
prod ucing countries could never1JleJess serve some needs in the producing 
coun tries. As we noted earlier, the terms of agreements in the new copper 
regions differ from the norms established in the traditional copper-producing 
areas. Part of the difference was a result not of a conscious attempt to undercut 
the traditional suppliers but of ignorance on the part of the newly entering 
countries. In the late 1960s in Indonesia, for example, the government nego­
tiators did not have detailed information on terms in other countries. In 1971 
in Malaysia the government called in consultants who brought with them de­
tailed descriptions of the terms in nearby countries and in the traditional copper­
producing nations only after the negotiations for a copper mine in Saball had 
been going on for months. An effective organization of producing countries 
could have reduced the erosion of terms created in the new producing countries. 
The OPEC model could have been followed, at. least in helping the Ilew entrants. 

CIPEC, the organization of copper-producing countries created in 1967 had 
as members, in 1973, Chile, Peru, Zaire and Zambia. Even though it tried to play 
a minor role in encouraging suppliers not to fill the copper gap that resulted 
from the efforts of some European co un tries to block the sale of Chilean copper 
from expropriated mines, CIPEC had generally not been aggressive in assisting 
the negotiating teams of new copper-producing countries. This is so even though 
it would have been in the interests of the traditional producing countries to pro­
vide this assistance. Despite the failure of the organization to assist new pro­
ducers, some of CIPEC's individual members offered help when asked. Peru, 
for example, sent a team to Papua New Guinea in 1973 to assist the government 
with an evaluation of Kennecott's proposals in preparation for negotiations for 
deposits near the West Irian borderY The as istance being provided in J 974 by 
an economist associated with CIPEC to Papua New Guinea in connection with 
the renegotiation of the Bougainville Copper Agreement suggested that CIPEC 
might soon pursue a more active role in the new producing nations. 

The role that an organization such as CIPEC can play in assistance is impor­
tant to the producing cOllntries. The information gap on the part of new pro­
ducers has been only partly filled by consultant who operate independently. 
Good ones who are willing to work at the relatively low fees offered by the 
producing countries or international organizations are rare. Even they have 
difficulty in assembling agreements from oUler countries. Intergovernmental 
organizations, such a CIPEC, could help lubricate the mechanism fOf tills form 
of information-transfer with foster of available consultants and detail of ar­
rangements in other countrie . OPEC has succeeded in Ulis area; few other Of­
ganizations of raw-material producing countrie have done well in this role. 

In fact, most organizations of producing countries must depend on exchange 
of information and assistance rather than the more dramatic quotas, buffer 
Slocks, and united fronts. Although the appeal of OPEC's increase in oil prices 
was leading governments of countries producing other commodities to attempt 
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to emulate OPEC's strategy, the conditions required [or success were typically 
absent. [n 1974, for example, bauxite producers joined forces with a view to [01-

lowing OPEC's model. Unlike lhe oil prod ucers, however, the integrated alumi­
num firms had little incentive to cooperate with the producers. The high cross­
elasticity of demand between copper, aluminum, and plastics meant that cost 
increases could probably not be easily passed on by the firm to the consumer. 
And there were many alternative sources of aluminum. In fact, the companies 
took steps to demonstrate that they were developing technologies [or making 
aluminum from ores other than bauxite. 12 Should the cost of bauxite be in­
creased, they were suggesting, the bauxite producers just might find themselves 
without a market. And the governments of consuming countries had little 
interest in increased prices for aluminum products. It is not surprising that the 
increase in royalties imposed by Jamaica and Guyana in 1974 were, in the end, 
only a small percentage of the price of most final products. 

There have been suggestions that existing international organizations, such 
as the United Nations, should step in to fill the gap in information and assis­
tance that the producing countries have so frequently [ailed to provide each 
other. Such a unit is unlikely to be successful until the developing countries 
recognize the importance o[ providing such information to each other. The 
weakness of organizations such as CIPEC and the iron ore prod ucers' organiza­
tion suggest that recognition of the value of assistance has not yet grown sum­
ciently. Although the benefits to the producing countries from arrangements 
that provide only assistance are not likely to be as great or as drama tic as those 
that derive from arrangements that involve customer cooperation, they are 
still likely to be significant for the prod ucing coun tries. This is true whether 
initiative comes from among organizations of producing countries 
or from international agencies such as the United Nations. 

DOWNSTREAM INTEGRATION 

Although participation of customers may allow cartel arrangements among 
prod ucer countries to be effective, cooperation is not forthcoming in many 
industries. In some cases, to accomplish similar goals, producing country gov­
ernments have themselves begun to undertake processing and marketing so 
that they can control their outlets. Through such extensions of their activities, 
countries have attempted to reach the stage of the industry where prices are 
relatively secure and to obtain outlets that can be tied to using the products 
of the particular producing country. In some cases they have hoped to break the 
control of the international firms over outlets. This integration has taken vari­
ous forms, but the aim of stable markets has, as we have noted, been similar to 
that of private firms driven to integrate vertically. 

Some of the most dramatic steps have been taken in the oil industry, where 
some national oil companies from the producing countries have integrated for­
ward into refining and distribution without the participation of the private inter-
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national rirms. The Iranian national oil company, NIOC, reached an agreement 
with the Indian government for participation in a refinery located in India. The 
Indonesian oil company, Pertamina, has negotiated a join t venture in distribu­
tion in the country's major market, Japan. Saudi Arabia, in a more complex 
proposal, suggested that it invest in facilities in the United States in exchange 
for exemption from the U.S. oil import quotasY And, in 1973, Iran announced 
its intention to obtain a share in an international oil company's refining, petro­
chemical, and service station operations in the United States. 14 Although the 
efforts had not succeeded by late 1975, they were continuing. 

To the extent that a country can supply its products to a tied facility, it 
may avoid the vagarie of a fluctuating market for the raw material. Oligo polis­
tic pricing based on brand loyalty, restriction of outlets, location of distribution 
facilities, and so on may lead to more stable markets for the processed product 
than exist for the raw material. With controlled oullets, even in times of surplus 
the prod ucing country may be able to retain its export volume. In many cases 
vertical integration may lead to sales that are more constant in volume and price 
than would obtain if Ule producing country had to sell the raw material on an 
open market. 

The attempts of the national oil rirms of the producing countries to ftll the 
role of the international firms have other effects. The consuming countries have 
thus far tended to look favorably on efforts of the producing countries to inte­
gra te in to the market. Presumab.ly the ties would decrease the willingness of the 
producing country to cut off oil frolll the particular onsuming country in times 
of scarcity or political conflicts. Should the oil flow be cut, the aggrieved con­
suming country would have a hostage, in the form of the downstream invest­
men t. 

While attempts of producing governments to integrate downstream into the 
consuming countrie have been limited and have been principally in the oil 
ind ustry, attempts on the part of some govern men ts to capture processing fa­
cilities in their own countries have served similar ends, in addition to increasing 
local val LIe added . 

If the processed raw material has a broader market or a less price-sensitive one 
than the unprocessed product, the country with processing facilities within its 
borders may [ace a potentially more stable market thall the country that is 
dependent on facilities located abroad and perhaps closely held by a few com­
panies. 

Most efforts to attract processing facilities have focLi ed on foreign private 
companies. More ambi tioll have been the plans of Jamaica, Trinidad and Tobago, 
and Guyana, which in 1974 were beginning efforts to build two aluminum 
smelters one in Trinidad and Tobago and one in Guyana to be jointly owned 
by the governments. The goal was to break the bargaining power held by the 
international firms that controlled most of the smelters in which bauxite from 
Guyana and Jamaica had to be processed. 

The a ltempt of prod ucing coun tries to reach downstre,un has not been lim-
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ited to direct investment in processing facilitie , at home or abroad. For a few 
raw materials the extension of interests to downstream operations has been 
based on an attempt to innuence the preferences of the customer. The strategy 
of olombia with regard to coffee provides an example of a country that ha 
attempted to undertake part of the marketing effort for its products. 

To differentiate its coffee in the minds of the final consumer, Colombia 
undertook an advertising campaign to convince the U.S. coffee drinker that he 
or she should specify olombian coffee when buying coffee. To the extent that 
the strategy is successful, Colombia faces a lower cross-elasticity of demand for 
its coffee than it did as an undifferentiated supplier. Its product could be priced 
higher, even if subjected to export quotas under the coffee agreement. 

Although such a strategy may work for consumer products like coffee and 
bananas, the opportunities are probably rather limited for most minerals. True, 
it appeared possible that the torch and lion of Iran's national oil company might 
ny over some New York service stations, or the mythical garuda of Indonesia 
over some of Tokyo's. But it does not appear feasible 10 convince a buyer of 
copper wire, for example, to specify that his wire should be made out of Peru­
vian copper. Still, promotion can be undertaken urprisingly ucces fully for a 
number of minerals, as the efforts of the Bismuth Institute suggest. JS Brand 
names appear to play some role even for ra ther dull metals, perhaps especially 
where the particular metal accounts for only a small portion of the cost of 
some final product. Some Southeast Asian tin, for example, has long been 
marked with the brand of the smelter from which it came. Some brands have 
commanded a market premium as an assurance of predictable purity, even for a 
product for which objective standards of quality are available. The premium ap­
peared to be worthwhile for buyers who did not want to be concerned wilh 
comparative shopping, experimentation, and assaying. The effort of seeking a 
cheaper alternative of similar quality did not seem worth the tJme and risk. 

The attempts of the producing countries to integrate downstream, whether 
through control of processing or through efforts to create a differentiated prod­
uct, are likely to present a challenge to the management skills of host govern­
ments. The problems of obtaining capital and technology arc usually recognized. 
Whether the efforts to create regionally owned smelters in the Caribbean could 
overcome these barriers was uncertain in the mid-1970s. But less widely recog­
nized is the fact that integration into downstream operations is likely, in many 
cases, to involve the producing country in the marketing function in some way 
or other. For successful downstream integration, the national company must 
be able to develop programs that will be effective in marketing the output of 
the processing facility. In some cases this will involve advertising to differentiate 
the product. With oil in surplus, the consumer must be loyal to the torch and 
lion rather than the tiger in the lank, or must value brand over price. In other 
cases service to the customer may be the key to success, as in sales of nickel, 
where technical assistance seems to be a part of the sales effort. With vertical 
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in tegration, the demands placed on the management skills of the national 
enterprise from the producing country will be of a very differellt kind from 
those they have faced in the past. The need will be for broad-gauge managers 
who are able to deal with problems that have heretofore been left to the foreign 
firms. Negotiating skills will not be sufficient. Whether many governments will 
be able to obtain the management skills for themselves remains to be seen. If 
they can, the stability and bargaining power Uley can create will be significantly 
greater than at any time in the past. 

ROLE OF CONSUMING COUNTRIES 

Recognizing Ule importance of raw materials to their economies, goveflUllents 
of the consuming countries have been represented from time to lime in the 
history of concessions. rn the heydays of colonialism, the grand geographical 
designs of the European powers were augmented by the more mundane needs 
for raw materials. Gunboat diplomacy was not unknown in connection with 
efforts to obtain raw materials. 

Occasionally the inf1uences of governments from the consuming countries 
werc more subtle. One weapon was the pocketbook rather than the sword. Fire­
stone and the U.S. government had a common interest in developing sources of 
rubber other than those under the control of Ule British and Dutch in the 1920s. 
A loan to the Liberian governmen t, with technical policing by U.S. government 
officials, was a part of the package that enabled Firestone to obtain large acre­
ages in Liberia for rubber plantations. And the colonial powers were not averse 
to givillg preference to their OWll companies over those from other countries 
when it came to concessions, as the struggle of American companies to gain 
concessions for tin in British-controlled Malaya demonstrated. 

The postwar period saw a general retreat by the consuming countries from 
involvement in the concessions process in the developing nations. True, the re­
treat was not universal. Several European countries supported the development 
of national raw material firms to represent their interests. On the other hand, 
stockpiling provided a measure of security for countrie such as the United 
States, and a means of influencing world prices of raw materials. From time to 
lime, local embassies have defended the investors from the home country. The 
extent of the inf1uence of consuming countries has varied. The French, [or 
example, have been remarkably sllccessful in retaining for French companies 
the rights to the raw materials in the ex-French colonies of Africa that have re­
mained in the French orbit. Jt i notable that every major mining project in 
Gabon and Mauritania includes at lea t one French firm a a shareholder. 

On the other hand, the occasional efforts of the U.S. government to inter­
Vene in recent years app ar to have had limited succe s. Threats to cut off aid 
to governments that expropriate American property have been less than COlll­

pletely effective in stopping the practice.16 Although American embassies have 
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sometimes in terfered in local negotiations, this interference has been more in 
the nature of assistance to American business firms lhan as a parl of a broadly 
conceived strategy to develop or protect the nation's sources of raw materials. 
And when national stralegy has been involved, as in lhe assistance to the major 
oil companies by the State Department in lheir Middle East negotiations, it is 
not obvious that the efforts reflected a clear idea of the national interest. l

? 

While on the whole most of the postwar period was marked by a reluctance 
on the part of the governmen ts of consuming countries to involve themselves 
deeply in the concessions process, there were signs in the early 1970s that the 
consuming countries' growing concern about their raw material sources would 
bring their inf1ucnce to the negotiating table. Japan had .initiated major efforts 
in the 1960s. Its reentry as a major buyer of raw materials had been associated 
with government participation. The availability of finance and foreign exchange 
permits [or raw material development was clearly conlrolied by the Japanese 
government. And many developing countries can identify Japanese development 
assistance that was tied to the construction of infrastructure for a particular 
Japanese investor. The Japanese encouraged the formation of cartels to secure 
raw materials, such as iron ore from Australia, and investment consortia for gain­
ing access to raw materials abroad. In both Malaysia and Ecuador, copper for the 
Japanese market was developed by a consortium of Japanese companies that 
included all the major Japanese smelters. Such activity would almost certainly 
have been illegal on the part of U.S. companies. 

The in terest of consuming countries was strengthened by the seeming scarcity 
of raw materials and the rising prices for those that were available in the early 
1970s. A number of European governments had taken an interest earlier in de­
veloping national champion finns to secure reliable sources of raw material. 
These efforts could be reinforced as the reluctance of private firms to explore in 
"risky" areas continues to increase. In 1974 an economist with a major oil com­
pany expressed the problem clearly. He said that his company would no longer 
drill in areas where the likelihood of a quick contract renegotiation was high 
following a successful discovery. Tn his view, in many of the potentially attrac­
tive regions for drilling, the profits alJowed after the renegotiation would not be 
large enough to provide an adequate return on the capital invested tJ1ere, plus 
that required for unsuccessful wells in other countries. If that perception of the 
risks becomes widespread in private firms, two responses are possible. The pro­
ducing countries may react to the slow-down in development by trying to assure 
the investor that his fears are unjustified. More reliance on laws of general ap­
plication rather than ad hoc agreements could be one of the tools to be experi­
mented with. However, if potential investors still consider the prospects too 
risky, the governments of consuming countries may take steps to insure con­
tinuing investment in raw material sources. The steps might include direct sup­
port of the private firms, funds to the potential producing countries so that 
they can develop the resources, or further development of national enterprises 
that do not have to show a market return on investment. 
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In the early J 970s some subtle shifts in the tone of international negotiations 
were taking place that were also influencing consumer-country investment. A 
number of industrial countries appeared to be less intent on representing some 
broader concept of the general good and had taken a few steps backward toward 
a narrow concept of self-interest in their dealing with other nations. During this 
period the success of the producer oil cartel on the price and political fronts 
led to proposals for a countervailing cartel of major consuming countries. IS 

llowever, the new environment was proving to be a difficult one in which to 
promote cooperative efforts. And it was unclear that success in forming a united 
front would do more than freeze prices at their current levels, when the alterna­
tive might be lower prices in the future. 

In 1973 lhe U.S. government sought to encourage efforts ofOECD members 
to establish oil-sharing arrangements as insurance against threatened cutbacks 
in oil supplies from Arab nations. Because of significant variations in oil policies, 
and the hope of some consuming countries to do better alone, the agreement 
among OECD members was not forthcoming during the crisis. 19 Only after the 
crisis passed was Ulere an agreement on how future cri es would be handled. The 
feasibility of Ule terlll were, of course, untested. 

Important to attempts to coordinate consumer countries was the fact that 
one of the major consumers, Japan, was still struggling to establish raw material 
supplies as ecure as Ule other major consuming countries had obtained. Its 
earlier efforts to rely heavily on long-term supply contracts had not proved 
satisfactory; as a result Japan was struggling to gain footholds with direct invest­
ment. Until Japan could feel that it was an equal, its interests might make it 
hesitant to support an arrangement alllong the consumers. Yet Japan's participa­
tion was essential to any united front. 

Success of the consuming countries in establishing a united front in petro­
leum negotiations might lead to similar attempts in connection with other indus­
tries. Negotiations could increasingly involve the interests of the consuming 
countries as a group, [IS welJ as those of the finns and the producing countries. 
But it appeared in early 1974 that Ule interests of the con umers was to be 
represented not by a united front in mo t industries but rather by much more 
active participation or individual importing countries in the concessions process. 

Examples of consumer-country involvement expanded rapidly in the early 
1970s. In 1973 the Saudi Arabian government indicated that increased oil pro­
duction might depend on the extent of industrialization of the Saudi economy. 
The government suggested that one condition for increased Saudi production 
might come to be major American aid in developing and diversifying the Saudi 
Arabian economy so as to increase the nOll-petroleum inull trie ' share in the 
gross national product.2o An agreement e tabIishing a joint c01l1mis ion on 
economic cooperation was signed in mid-1974. While oil prou uction was not 
mentioned in the accord, it was cleur that U.S. authorities hoped that the agree­
ment would provide an incentive to Saudi Arabia to increase oil production.2o 

A sOJ1lewhat similar arrangement was being contemplated between Iraq and 
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Japan in 1974?2 And the French government was actively courting the favor of 
oil-producing countries. The tables were being turned. Rather than the United 
States threatening to withdraw aid from the producing countries, a producing 
country was threatening to withdraw oil, or at least not to provide more, unless 
increased aid was forthcoming. 

In 1974 a bill was proposed in the U.s. Senate that would involve the U.S. 
government even more closely in the concessions process. The proposed act 
would require the registration of all oil concession agreements of firms engaged 
in U.S. commerce. They would be subject to the approval of the Federal Energy 
Administration no matter in which country the agreements were concluded?3 

Whatever the form of involvement on the part of the governments of COil­

suming countries multilateral or unilateral, direct or through a state enter­
prise that involvement appeared likely to grow as long as raw material supplies 
appeared expensive and chancy. No longer were the governments willing to let 
the price and security of their raw material supplies be determined by nego­
tiations between the governments of producing countries and private firms. 
The cooperation of producing countries presented a challenge to which the 
governments of consuming countries felt obligated to respond.24 The traditional 
policy of leaving the matter to private firms was no longer sufficient as it be­
came increasingly clear that the private firms prescnted ncither the power nor 
the convergence of interests with the consumer necessary to permit the firms 
to serve as bargaining intermediaries. Moreover, the entry of the government of 
one consuming country into the process generates a response from others. 
Governments have responded to each other's moves much as private firms have 
responded to each other's moves. Initiatives by the government of one consum­
ing country are countered by othcr governments out of fear that a failure to re­
spond would leave them exposed to higher prices or less reliable supplies. 

THE ELUSIVE STABILITY 

The concessions process promises to become more complex as the producing 
countries attempt to band together, as they extend their interests downstream, 
and as the consuming countries again become more active in asserting their 
interests. The arrangements for the extraction of raw materials will undoubtedly 
come to reflect these developments. 

The attempts of the producing countries to extend their interests downstream 
may well result in a period of stable prices and markets in some industries. In 
many cases, however, the efforts to establish a vertical oligopoly in the hands of 
the producing country are probably coming too late. The attempts to establish 
stability represen t efforts to reconstruct an oligopolistic position similar to that 
long held by the multinational firms. But oligopoly has to be built on barriers 
to entry. The international firms have relied on closely-held technology, control 
over markets, and access to large sources of investment funds. For many raw 
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material ind ustries, the barriers to en try in the downstream stages have been con­
tinually eroded. As the first chapter pointed out , technology that was once 
closely-held can become generally available, capital can be borrowed, and mar­
kets can open up with the entry of new firms. In fact it has been the erosion of 
the barriers that h::ls increased the bargaining power oftlte producing countries. 
It is also their continual erosion that will liJllit the ability of the producing coun­
tries to establish themselves in many industries in the positions of power pre­
viously held by the international firms. For some governments, downstream 
integration will bring them into a highly competitive market. In these cases 
much of the purpose of integration will be frustrated. Stability appears always 
to be just beyond grasp. 

Of course , the barriers to entry remain high at certain stages in some indus­
tries. The diamond marketing cartels are still effective , as is the hold of the 
aluminum firms over smclting operations. Where the producing countries have 
little cllance of entering the downstream stages without dcstroying the bar­
riers to entry that maintain the price structure, their interests may be better 
served by continuing to cooperate with the private finns. A ignificant piece of 
a larger cake may be worth more, at least in economic terms, than a very large 
portion of a much shrunken cake. Diamond-producing countries, for example, 
have generally found it more advantageous to cooperate with the private market­
ing cartels than to try to take over this function themselves.25 Whether the 
politics of the developing countrie will allow for arrangcments that build on 
COlllmon interests between producing country and private fInn, when such 
intercsts do indeed exi t , is difficult to forecast. 

The involvemcnt of more parties in the concessions proce 's offers both perils 
and promises to the stability of concession agreements. Negotiations among 
many parties rapidly become complex. The divergent intercsts and the politi­
cal needs of cach party multiply the po ibilitie of a breakdown in negotiation. 
Even Ihough, in most cases, the private firm, the host government, and the con­
suming country are aJl served hy conclusion of an agreement, the overlapping 
interests were easier to decipher in the simple negotiations between fIrm and 
government. 

On the other hand, if thc cOIllmitments of the pm·ties become ufficiently 
complex, the arrangement may turn out to be stable simply bccuuse of that 
complexity. I r the prod ucing coun tries place facilities in the consuming coun­
tries that counterbalance those of the con uming countries in their own borders, 
threats to the arrangements that have been e tablished may be perceived as un­
desirable by both parties. The situation may be an<1logou to international 
invcstmcnt in oJigopoli tic manufacturing industries. Moves by one p<1rty again t 
the interests of another member of the arrangement may bc perceived as leading 
to unpredictable responses by the aggrieved member. Each member may be un­
willing to disturb a working arrangement in ways that might generate an unfore­
seen result. 
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Within some such structures, private firms may find a comfortable home. 
Governments may be content to leave a part of the system in the hands of 
efficient managers who can handle the complex logistics. And the private firms 
may play other roles useful to governments. During the] 973 oil embargo, they 
were able to give a cloak of anonymity to oil that enabled untraceable supplies 
to continue to the embargoed countries. And if they could be encouraged to 
enter side-deals, with cut prices, the secrecy could create suspicions among the 
producing countries that could weaken the cartel. In such an industry, however, 
the private firms are unlikely to be the powerful, profitable enterprises of the 
days when the barriers to entry were high. They will, to an extent, be the pawns 
in moves made by the governmen ts concerned. Allhough they wiiJ probably not 
be driven out of the oil business, their role in an industry dominated by govern­
ments will be less allractive than before. But there still appear to be bits of 
power left, such as in the technology of deep-sea drilling. On tbe whole, steps 
taken by some oil firms to diversify their interests out of petroleum while their 
cash flow is high may be a wise reaction to the threat of such developments. 
Whether they can find other energy or raw-material-based industries in which 
they can establish a new position of power is uncertain. Some seemed to be 
heading toward investments in other ind ustries where the position of the private 
firms was eroding as rapidly as in petroleum. And some, especially ill the United 
States, appeared to be running up against antitrust barriers. 

In the mid J 970s, private firms in industries other than oil were not yet sub­
ject to the same pressures. Some would probably not be subjected to such forces 
for years. In fact new developments could restore advantages to some private 
firms. As the copper companies began to lose control in the traditional produc­
ing countries in the late J 960s, a new source of power developed) at least tempo­
rarily, as large-scale mining technology could be applied in new producing 
countries with low-grade ore. For aluminum firms a serious threat did not appear 
imminent in 1975. Despite the inten tions of some prod ucing countries, smelters 
owned by developing countries appeared to be a number of years away. If the 
moves of the bauxite countries drove the firms to alternative sources of alumi­
num, it appeared as if the firms' advantage in technology for developing laterite 
ores just might keep them in a position of some power. In fact, new develop­
ments such as deep-sea mining could restore a great cieat of strength to milling 
firms. Those enterprises with the required new technology and with sources 
of capital could indeed turn out to be in a strong bargaining position again. But 
deep-sea mining negotiations are apt to be complex, involving new parties. 
Regardless of which organization turns out to be responsible rOf the ocean 
resources, it could have the weak negotiating skills of a developing country new 
to the field. Or it may tum out to be a powerful counterweight to companies 
with money and knowledge. 

Even for the firms that retain some degree or strength, the future promises 
little stability. The rapid shifts in bargaining power, the involvement of 1110re 
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parties in the concessions process, and the new-found confidence of the produc­
ing countries guarantees some exciting days for government officials and busi­
ness managers concerned with the minerals industry. 
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Appendix 

III ustrative Agreement 

The agreement set forth below is intended to be illustrative of the type of 
contract that might be negotiated for the development of hard minerals. It 
indicates solutions that policymakers, negotiat rs, and drartsmen have formu­
lated when faced with the problem of preparing a hard-mineral agreement. 

It should be clear from what has been said before in this book that it is 
impossible to develop a model agreement that can be used at all times, in all 
places, for all minerals. In Chapter I we argue that the divi ion of rewards 
will depend on the structure of the industry involved and the relative bargaining 
positions of the host country and the company. Chapter 2 proposes that the 
agreement may take one of several forms, depending in large part on the political 
decision as to how much the host country must exercise control over or partici­
pate in the company's operations. 

Yet many of the basic policy c nsidcrations of both major and minor im­
portance tend to emerge irrespective of the industry involved, the relative bar­
gaining positions of the parties, or the form 0 r agreement that the host country 
desires. The purpose of our illustrative agreement is to provide a starting point 
for the consideration of the issues that should be dealt with. If it serves merely 
as a checklist of provisions and policy considerations and an illustration of the 
interrelationship of various provisions, it will have served an important function. 

We hope that this agreement will enable those charged with writing conces­
sion contracts to save valuable time in the drafting or provisions so that more 
attention can be paid to matters of policy rather than to the task of simply 
putting something on paper. And, indeed, there are at least some provision 
sllch as those reJating to the submission of reports that can be regarded as 
more or less standard and do not merit much further creative draftsmanship. 
Ln fact, no actual agreement is likely to be as long as our illustration. We have 
attempted to err on the side of covering many issues so that the negotiator can 
view the range o[ possibilities. The length of a particular agreement would re-
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flect the state of the laws of general application in the host country and, to 
an extent, the legal traditions of that country and perhaps the home country 
of the investor. In many cases ten pages will suffice; in others, twenty or thirty 
may be required . 

In structuring the agreement we have begun with an essentially standard 
form of concession, as opposed, for example, to a production-sharing or manage­
ment contract format. We have, however, incorporated a number of innovations 
in the standard form which reOect recent trends in concession arrangements 
and which indicate the way in which concepts of principal-contractor, govern­
ment participation in ownership of the operating company, and government 
participation in elements of the mineral development decision process can 
be melded together in a relatively simple fashion. The agreement deals with 
the various contractual relationships in such a manner that the implications 
of these relationships should become clear to all parties. 

Since it is difficult to draft an agreement appropriate for all minerals, we 
have elected to take copper as the subject mineral and to assume that the host 
country is a new entrant in the copper industry. The agreement should be read 
in the light of comments on developments in the copper ind ustry set forth in 
Chapter I. 

The model is structured on the assumption that the authority to enter min­
eral development agreements has been vested by the government in a state 
corporation (which we have termed here the National Mineral Development 
Corporation or NMDC) in which the government owns all the equity. This 
governmental arrangement is similar to that existing, for example, in Indonesia, 
where Pertamina- the state oil company- has power to enter into petroleum­
development agreements with private companies, or in Lesotho, where tile 
Lesotho National Development Corporation has the authority to carry out 
projects [or the development 0 f natural resources. 

We have also assumed that, in accordance with national policy, the National 
Mineral Development Corporation has a 25 percent interest in United Copper 
Associates Joint Venture Company (UCAC), the locally incorporated company 
that will carry out the actual operations on behalf of NMDC, and that the 
balance of shares in UCAC is owned by a foreign corporation, Foreign Overseas 
Investors, Inc. 

NMDC will receive dividends from UCAC in accordance with rights attaching 
to its equity ownership and will have representation on UCAC's board of direc­
tors. Provisions relating to NMDC's dividend rights and board represen talion 
might more usually appear in a separate contract, lhe NMDC- Foreign Over­
seas Investors, Inc. joint venture agreement. For convenience, and because the 
issues involved in the righ ts attaching to equity ownership and representation 
are of peculiar importance, we have included provisions relating to these issues 
in Part IV of the contract. 

Although the power to grant mining rights is vested in NMDC, the govern­
ment is made a party to the agreement so that provision can be made for direct 
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payment of taxes to the government treasury, and also because there are certain 
rights and obligalions that attach to the government as dislinct from NMDC 
(whether NMDC is to pay taxes on its income will normally be dealt with in 
the law establishing the state enterprise). 

Figure A-l diagrams the relationships among the parties involved in the 
illustrat.ive agreemenl. 

Variations on this structure are, of course, possible. A payment in lieu of 
taxes could be made to NMD . This has heen the practice in oil contracts in 
Indonesia, where payments have been made to Pertamina rather than to the 
government treasury. As another variation, the rights and obligations running 
to and [rom the government could be made the subject o[ an independent agree­
ment between lhe government and UCAC. The 1971 Lesotho Mahtti diamond 
concession arrangement, for example, is structured on: (1) a basic agreement 
between the government of Lesotho and Maluti Diamond Corporation (the 
operating company)- including such matters as income tax, employment, 
infrastructure, and repatriation of profits; and (2) an "Operating Agreement" 
between the Lesotho National Development Corporation and Maluti Diamond 
Corporation. 

We have characterized the relationship between NMDC and UCAC as one 
between principal and contractor. The contractor label, as we have noted earlier, 
has some political appeal in that it reinforces the appearance, at least, of the 
government's control over its natural resources. The contractor characteriza­
tion is one to which a number of countries are moving. Possible variations are: 
(I) the straight grant or concession (in which the concessionaire is given a right 
to the minerals in the ground as opposed to our format in which the company 
has a right to the minerals only after extraction and subject to the righ t o[ the 
government to take payment in kind); and (2) the use or a management contract 
whereby the contractor receives not the profits from tile sale of the minerals 
but a commission based on net profits. The straight grant form is found in 
Ethiopian and Liberian agreements and is widely used elsewhere. The manage­
ment contract device is used [or copper contracts in Zambia and Zaire . 

Part TV of the agreement incorporates provisions relating to stock owner­
ship in the joint venture company (UCAC), representation of NMDC on the 
board of directors of U AC, provision for the unanimous vote of the board 
of directors on certain matters, and provision for increasing ownership of equity 
over the 25-year term of the agreement. 

Part V of the agreement includes provisions relating to income tax: and 
other payments to the government. As we have structured the agreement, no 
royalty or tax payments will be made by UCAC to NMDC. NMDC will, of 
course, have a right to dividend payments from UCAC in its capacity as a share­
holder in UCAC. 

Several fiscal provisions deserve emphasis: 

1. Special pricing provisions are included for the calculation of gross income. 
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It is assumed for the purposes of this agreement that all or most of the com­
pany's sales of concen trates will be to afftJiated parties. (t has been necessary, 
therefore, to: (I) establish the principle that the sales price hajl be deemed 
to be that which would govern transactions between independent parties; 
and (2) define how the independent or market price is to be established. 

2. It has also been necessary to establish the principle that the costs of pur­
chases from, and charges by, affiliated entities shall be deemed to be prices 
that would have been charged by independent parties. These costs relate 
not only to purchases of equipment, and payment of interest, rents, commis­
sions, and fees, but also to the calculation of smelting and refining charges 
in the calculation of gross income. "Affiliate" is defmed in Part 1. 

3. A special formula is included for calculating an acceptable debt-to-equity 
ratio [or the purposes of allowing an interest deduction on loans. It is as­
sumed, for the purposes of this agreement, that all or most of company's 
capital (excluding NMDC's contribution) will be fr0111 affiliates. 

4. We assume for purposes of this agreement that the general income tax law 
does not deal sufficiently with problems of calculating gross and net income, 
and that some special provisions for the definition and calculation of gross 
and net income are necessary. It is al 0 assumed Ulat the general law (whether 
it is the income tax law or the mining concessions law) permits the inclusion 
of such special provisions in the contract. As developing countries adopt 1110re 
sophistica ted income tax laws, the need for special provisions becomes less 
acute. At least, however, those involved in the concessions process should 
determine that the various provisions in our Part V of the agreement are 
dealt with either in the general law or the agreement itself. 

5. No provision for a general tax holiday or other investment incentive relating 
to mining activities is included in the agreement, since such matters are 
normally covered by an investment incentive act that defines the limits of 
offering tax incentives. We do, however, uggest a po ible provision for 
granting tax incentives for the establishment of processing facilities, since 
this raises special problems of calculating the gross income from the process­
ing operation. It is clear that tax incentives should not, in any case, be offered 
automatically (unle s this is required by general legislation). (See the discus­
sion below page 228.) L1ch matters as tax and royalty rales are also beyond 
the scope of the agreement, because they will either be established by general 
legislation or will be the subject of negotiations. It should be noted that, for 
reasons set forth in Chapter 3, deduction should not normally be the subject 

of negotiation. 

TllIl~e types of dispute-settling and conOict-avoidance provisions are included. 
Provisions for relinquishment of land area and increasing equity participation 
by NMDC over time operate automatically. With regard to the tax and royalty 
structure, provision is made for review at periodiC intervals. If unresolved con-
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nict arises concerning revision or the economic feasibility of the establishment 
of processing facilities, these matters are subject to arbitration. Finally, provi­
sion is made for the traditional review of questions of interpretation and en­
forcemen t by an arbitral tribunal. 

Comment on the content and [unction of various sections is included, in 
italics, at the beginning of each Part. 
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INDEX TO CLAUSES 

Preamble (Parties to Agreement) 

Part I: Definitions 

1. Meaning of Expressions in Agreement 
(a) Affiliate, Affiliated Party or Affiliated Parties 
(b) Agreemen t or this Agreement 
(c) Agreement Period 
(d) Associated Minerals 
(e) Contract Area 
(f) Control 
(g) The Company 
(h) Date of this Agreement 
(i) The Government 
Q) Income Tax Act, 19-
(k) Market Value of the Ore 
(I) Mining Prod uction Day 
(m) Mining Rights Act , 19 
(n) The Minister of Mines or the Ministry of Mines 
(0) MNDC 
(p) The Project 
(q) The Project Facilities 
(r) Smelling Production Day 

Part II: Grant of Operating Rights 

2. General : Appointment of Company as Sole on tractor 
3. Exploitation of Other Minerals or Other Natural Resources 
4. Third·Party Agreements 
5. Government Right to Access 
6. Report of Discovery of Other Minerals 

Part If!: Company Obligations 

7. Responsibility : Scientific Exploration and Exploitation 
8. Overburden and Tailings 
9. Use of Subcontractors 

lO . Cooperation by Government 
11 . Commencement of Program 
12. Working Obligations and Minimum Expenditures 
13 . Relinquish men t 
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14. Processing Facilities: Economic Feasibility Te t 
15. Reports 

Part IV: The Joint Venture Relationship 

16. Equity Ownership in the Joint Venture Company 
17. Changes in Ownership Structure 
18. Payment [or Shares 
19. TransferorShares 
20. Direction and Management of the Joint Company 
21. Technical Committee 
22. Dividends Policy 

Part V: Taxation 

23. Taxation Based on Income 
24. Government Election to Take Payment in Kind 
25. Gross Income and Net Income: Pricing, Deductions, Transactions with 

Affiliates 
26. Other Taxes, Charges and Fees 
27. Tax and Duty Exemption 
28. Tax Returns and Accoun Ling Procedures 

Part Vi: Other Financial Obligatio/ls 

29. Premium 
30. Security Deposit 
31. Land Rent 
32. Royalties 

Part ViI: Project Facilities; Project Management 

33. Project Facilities 
34. Contro] of Operations 

Part V!IJ: Occupation olSUlface and Other Rights 

35. General 

Part IX: Additional Infrastructure alld Other FacWties 

36. Medical Facilities 
37. Employee Accident Compensation 
38. Schools 
39. Local and Regional Benefits 
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40. Government's and Third Parties' Righ ts to Use Company's 

Facilities 

Part X: Local Purchasing: Promotion of National Interests 

41. Services and Supplies 
42. Shipping 

Part Xl : Employment and Training of I host country/Nationals 

43 . [Host country] Manpower: Employment of [host country] National 
44. Training 
45 . Non-[host country] Personnel 

Part XU: Financing 

46. General 
47. [Host country] Bank Loans: Right of First Refusal 

Part XIU: Imports and Exports 

48. Imports 
49. Exports 
50 . Cooperation 

Part XIV: Suspension of Operations 

51. General 

Part XV: Default by Company 

52. Governmen t's and NMDC's Power of Revoca lion for Cause 
53. Notification and Remedy 
54. Penalties 

Part X VI: Termination by Company 

55 . Removal of Property at Termination 
56. Continuation of Rights and Duties 
57. Infrastructure 

Part XVII: Force Majeure 

58. General 
59. Notice 
60. Disputes 
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Part XVI!J: Settlement of Disputes 

6 J. Method of Dispu te-Settlemen t 

Part XIX: Review of Contract Terms 

62. Fiscal Provisions 
63 . General Review 

Part XX: Domicile; Service of Process 

64. General 
65. Notices 

Part XXI: Assignlilent 

66. General 

Part XXII:Agreement Period 

67. General 

Part XXIII: Right of Renewal of Agreement 

68. General 

Part XX[V: Governing Law 

69. General 

lAdditional Provisions: Comment] 

SCHEDULES 

First Schedule- Contract Area . 
Second Schedule Map or ntract Area. 
Third Schedule- Reports to Be Submitted. 

1. Reports to the Government and NMDC and Records to be Maintained 
2. Reports to be Con f1dential; Cost of Reports 
3. Inspection 
4. Exploration and Exploitation Reports 
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COPPER DEVELOPMENT AGREEMENT -[--­
COPPER PROJECT 

This agreement is made this day of __ , 19_ between the Government 
of and the National Mineral Development Corporation, 
parties of the first part, and Foreign Overseas Investors, Inc., and United Copper 
Associates Joint Venture Company, parties of the second part. 

Whereas 

(A) The United Copper Associates Joint Venture Company (hereinafter 
referred to as the Company) has applied to the National Mineral Development 
Corporation (hereinafter referred to as NMDC) under the (I9- Mining Rights 
Act) for a copper development agreement in respect of certain lands specified 
in the First Schedule to this Agreement and has f.tJ.ed with NMDC a security 
deposit, assuring the due and faithful carrying out by the Company of the 
Company's obligations under this Agreement; and 

(B) The Government and NMDC have agreed to enter into a copper develop­
men t agreemen t with the Company, 

The parties agree as follows: 

PART I: DEFINITIONS 

[Part I includes definitions of terms that are used frequently throughout the 
agreement or demand special attention. 

Since many of the company's transactions may be expected to be with af­
filiated entities, a special definition of Affiliated Party is provided, together 
with a special definition of Control (which forms part of the Affiliated Party 
definition). The term Affiliated Party is used particularly ill Part V with refer­
ence to the power of the Department of Finance to reallocate income and 
alter deductions for the purpose of calculating net taxable income. 

The Agreement Period is defined as the term of the agreement set forth in 
Part XXII (twenty-five years), with the provision that the company's obligations 
extend beyond the term as defined in Part XXII if it has any obligations out­
standing. It should be noted that, while the Agreement Period extends for 
twenty-five years, there are provisions for: (1) NMDC to gain total control 
of the company over the twenty-five-year period through increasing share 
ownership (Part IV); and (2) for review of fiscal and other provisions at stated 
intervals (Part XIX). Without these particular provisions, the host country 
might prefer to have a shorter agreement period with rights of renewal on re­
negotiated terms. 

The Associated Minerals definition is important in restricting the types 
of minerals that can be mined under the agreement. In effect, the company is 
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restricted to mining copper, gold, silver, and such millor minerals as are com­
monly associated with copper. The term Associated Mineral is used in Part IT, 
relating to the grant ofrights to lI1ine. 

The Date of the Agreement is the starting point for mallY of the company's 
obligations and for the term of the agreement. The agreement extends for 
twenty-five years from the Date of the Agreement. Minimum working and 
expenditure obligatiolls extend from the same date. If parliamentary or other 
approval is needed after signing before the contract becomes effective, the 
parties may wish to use the date of contract approval as the threshold date for 
obligations and rights. 

Since this agreement involves the rights and obligatiolls of the government 
and NMDC, special care must be given ill specifyillg the agency that is to per­
form particular acts or to which the company owes particular duties. III some 
cases the liost country draftslIlen //lay wislt to specify particular departments or 
millistries ill place of the general term Govemmel1l. III particular the agreement 
should specijjJ the departments to wliicli reports must be submitted'; 

1. Meaning of Expressions in Agreement 

In this Agreement the following expressions (except where the context 
otherwise requires) shall have the following meanings: 

(a) AjJiliate, Affiliated Party, or Affiliated Parties 
(i) Any corporation in which the Company holds 5% or more of 

the stock or which holds 5% or more of the Company's stock. 
A corporation affiliated by the same deHnition to an affiliated 
corporation of the Company is itself considered an Affiliate 
of the Company for the purpose of this Agreell1en t; 

(li) Any company which, directly or indirectly, is controlled by 
or controls, or is under common control with the company; or 

(iii) Any shareholder or group of shareholders of the Company or 
of any Affiliate and any individual or group of individuals in 
the employ of the Company or any Affiliate . 

For the purposes of Ulis paragraph and the definition of 
Control, below, "company" and "companies" shall include cor­
porations, partnerships, unincorporated associations, firms , and 
companies. 

(b) Agreernent or this Agreement: This contract, the Schedules thereto 
and any amendments agreed upon by the parties. 

(c) Agreement Period: The term as set forth in Part XXIl of tllis Agree­
ment subject to the continuation of rights and obligations provided 
for in Part XVI of this agreement. 

Cd) Associated Minerals: those minerals of minor commercial signill­
cance commonly found in association with copper ore. In the event 
of disagreement between the Company and the Federal Govern-
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ment as to what constitutes an Associated Mineral, the Govern­
ment's judgment shall prevail. 

(e) Contract Area: That land area described in the First Schedule to this 
Agreement. 

(f) Control: The possession, directly or indirectly, of the power to 
direct or cause the direction of the management and policies of a 
company exercised by any other company where a series of com­
panies can be specified beginning with the parent company or 
companies and ending with the particular company, in which each 
company of the series, except the parent company or companies, is 
directly or indirectly controlled by one or more of the companies 
in the series. 

(g) The Company: The United Copper Associates Joint Venture Com­
pany organized under the laws of [the hos1 country] , or its succes­
sor in interest. 

(h) Date of this Agreement: The date on which this Agreement is signed 
by the parties. 

(i) The Government: The Government of [the host country] . 
G) Income Tax Act, 19- : The Income Tax Act, 19- (or its successor) 

as from time to time amended and in effect. 
(k) Market Value of the Ore: The price ruling of the users' market, as 

defmed in Section 2S(c). 
(1) Mining Production Day: the first day of commercial production 

from the mine. 
(m) The Mining Rights Act, 19- : The Mining Rights Act, 19- , (or its 

successor), as from time to time amended and in effect. 
(n) The Minister of Mines or Ministry of Mines: The Minister of Mines 

or Ministry of Mines of [the host country]. 
(0) NMDC: The National Mineral Development Company of [tlle host 

country] , organized under the National Mineral Development Com­
pany Act, 1970. 

(p) The Project: The Company's total operations under this Agreement. 
(q) The Project Facilities: Facili ties defined in Part VlI of this Agree­

ment. 
(r) Smelting Production Day: The first day of commercial production 

from the smelter. 

PART II: GRANT OF OPERATING RIGHTS 

{The company is made a contractor to NMDC. Other possible relationships are 
discussed in Chapter 2. 

The agreement grants the right to exploit only "copper and gold and silver 
and other Associated Minerals. " Associated Minerals is defined in Part I. The 
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company must report the discovery of allY other minerals alld must make a 
special application for the right to exploit these minerals or timber. 

Note that Part VIII grallts the company tIle right to use timber, water, stone, 
gravel, sand, and clay free of charge for purposes of the project. 

Under this Part the company has a right offirst refusal, in effect, with regard 
to exploiting other millerals (under new terms), but the government reserves 
the rigllt to grallt a lease to alld/or ellter illto an agreement \Vith another com­
pany if all agreement is not reached with this company. Tile government also 
reserves its own right of access to the contract area to make its own investiga­
tions.} 

2. General: Appointment of Company as Sole Contractor 

(a) In consideration of the Company's obligations under this agreement, 
NMDC hereby appoints the Company as the sole contractor for NMDC 
to conduct all or the operations hereinafter described, [or the term 
set forth in Part XXII, and in relation to the Contract Area described 
in the First Schedule and in relation to such other areas as may be 
approved by NMDC. 

(b) The Company shall, as sole contractor, (i) search for and mine copper 
and gold and silver and other Associated Minerals within the Contract 
Area, (li) concentrate, melt, and otherwise process slIch mineral 
within the Contract Area or elsewhere as specifically approved by 
NMDC and the Government, and (iii) subject to Section 25, relating 
to the determination of the prices of copper, gold, and silver, Sec­
tion 42 relating to shipping, and Section 24 relating to the right or the 
Federal Government to the payment in kind, transport or sell or other­
wise dispose of such minerals abroad. 

3. Exploitation of Other Minerals or Other 
Natural Resources 

In the event that any other mineral or natural resource is discovered in the 
Contract Area and the Company wishes to mine, develop, or otherwise exploit 
such mineral or other natural resource, the Company shall apply to NMDC [or 
an additional agreement, or amendment to this Agreement to develop such 
mineral or other natural resource. Provided, however, that if, after six 1110ntilS 
from the date of such application, NMDC and the Company fail to reach an 
agreement with regard to the exploration and exploitation of such mineral or 
other natural resource, NMDC shall have the right to negotiate and conclude 
such an agreement with a third party. 

4. Third-Party Agreements 
In the event that NMDC enters into an agreement WiUl a third party for the 

exploration and exploitalioll or some mincful or other resource within the 
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Contract Area other than those which are the subject of this Agreement, NMDC 
will exercise all reasonable precaution to minimize the impact of such third­
party activities on the activities and operations of the Company under this 
Agreement. NMDC will also require that such third party or parties make fair 
and reasonable compensation to the Company for any loss of property rights 
sustained as a result of the establishment of additional operations and for any 
unamortized development costs to the extent that such development costs can 
be reasonably related to the discovery of such other mineral or other resources. 

5. Government Right of Access 

The Government and NMDC reserve the right of access to the Contract Area 
for the purpose of any subsoil investigation (or other reasonable investigation) 
they wish to make, provided that if damage results to the Company's property 
from such investigation, the Government and NMDC agree to provide fair and 
reasonable compensation to the Company for such damage. 

6. Report of Discovery of Other Minerals 

The Company shall, forthwith on the discovery of any mineral of economic 
value other than those minerals for which titis Agreement is made, report in 
writing the discovery of such mineral to the Chairman of the NMDC . 

PART III: COMPANY OBLIGATIONS 

[This Part sets forth the company's major obligations relating to: 

1. Scientific methods of development. 
2. Use of safety devices flnd precautions. 
3. Fire prevention. 
4. Pollution control (disposal of overburdens and tailings). 
5. Commencement of operations. 
6. Minimum expenditures. 
7. The delivery of a guaranty bond if the company fails in its obligations re­

lating to expenditures. 
8. Submission of a performance bond at the outset of the agreement. 
9. The relinquishment of sections of the contract area. 

10. The establishment of a smelter if such establishment is economically 
feasible. 

11. The submission of detailed reports (as specified in the Third Schedule). 

Note that Section 12, relating to minimum expenditures, does not permit 
inclusion of general ollerhead expenses that might be incurred in the home 
office. 
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In agreements where activities are divided into several distinct phases, it is 
usually appropriate to have minimum working obligations alld expenditure 
obligations for each stage. Some agreements divide stages as follows: prospect­
ing, construction, mining operations, processing. 

Section 14 includes a test for determinillg the economic feasibility of es­
tablishing processing facilities, and requires that the standards for such tests, 
as set by an international agency, be used. Note that Part V includes all optional 
tax holiday provisioll relating to the establishment of smelting operations. (See 
Part XIII, Section 49, relating to the use of local processing facilities.) The test 
for establishing economic feasibility is discussed ill Chapter 4.] 

7. Responsibility; Scientific Exploration 
and Exploitation 

(a) The Company accepts the rights and obligations to conduct operations 
and activities in accordance with the terms of this Agreement. The 
Company shall conduct all such operations and activities in a good and 
technical manner in accordance with good and acceptable international 
mining engineering standards and practices and in accordance with 
modern and accepted scientific and technical principles applicable to 
mining copper ore and to beneficia ting, smcl ting, and manufact uring 
operations. All operations and activities under this Agreement shall be 
conducted so as to avoid waste or loss of natural resources, to protect 
natural resources against unnecessary damage, and to prevent pollu­
tion and contamination of the environment. 

(b) The Company shall take all necessary measures to prevent' and control 
fires and shall notify immediately the proper governmental authorities 
of any fire that may occur. 

(c) The Company shall take measures to prevent damage to the rights and 
property of the Government or third parties. In the event of negligence 
or carelessness on the part of the Company or its agents or of any sub­
contractor carrying on operations or activities for the Company under 
this Agreement, they shall be liable for such injuries in accordance 
with the laws of [host country] generally applicable. 

(d) The Company shall install and utilize such internationally recognized 
modern safety devices and shall observe such internationally recognized 
modern safety precautions as are provided and observed under condi­
tions and operations comparable to those undertaken by the Company 
under this Agreement. 

(e) The Company shall likewise observe internationally recognized modern 
measures for the protection of the general health and safety of its em­
ployees and of all other persons having legal access to the area covered 
by this Agreement. The Company shall comply with such instructions 
as may from time to time be given in writing by the Chief Inspector 
of Mines. 
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(f) Insofar as such obligations are not otherwise covered by the terms of 
this Agreement, the Company shall comply with the terms of The Min­
ing Rights Act , 19- and all other mining laws and regulations, from 
time to time in effect in [host country] . 

8. Overburden and Tailings 

(a) The Company shall not dispose of any overburden removed in the 
course of, or any tailings produced as a result of, its operations under 
this Agreement in an area or in a manner not previously approved for 
that purpose pursuant to the provisions of this Section, it being intend­
ed that such overburden and tailings shall be disposed of in a manner 
which is reasonably safe and results in as little damage or disturbance 
to the environment (having regard always to the need for the Company 
to carry out its said operations efficiently and economically) as possi­
ble. 

(b) The Company may at any time and from time to time hereafter submit 
to the Ministry of Mines a proposal for the disposal of such overburden 
and tailings, se tting out the area or areas and manner in which it is 
proposed to dispose of the same. Forthwith upon receipt of such pro­
posal the Ministry of Mines shall consider the same (having regard to 
the factors mentioned in paragraph (a) of this Section) and shall with­
in two months of such receipt either-
(i) notify the Company that its proposal has been approved either 

without modification or with such modifications as are set out in 
the notification; or 

(ii) submit to the Company an alternative approved proposal for the 
disposal of the said overburden and tailings , setting out the area 
or areas and manner in which the same are to be disposed of 
thereunder . 

(c) In the event that the Ministry of Mines does not approve the Com­
pany's proposal without modification, the Company may at any time 
thereafter refer to arbitration as hereinafter provided in this Agreement 
the question of the disposal of the said overburden and tailings. Upon 
such arbitration the arbitrator or arbitrators shall have regard to the 
factors mentioned in paragraph (a) or this Sectioll and shall either ap­
prove the Company's proposal or approve that of the Ministry of 
Mines in either case with modifications as he or they consider proper. 

(d) Notwithstanding that the same may have been disposed of in an area 
and in. a manner approved as hereinbefore provided in this Section, 
the Company shall make compensation for any loss suffered by any 
indigenous or other local inhabitant resulting from any damage done 
(whether to land, anything on land, wat.er, or otherwise) or any inter-
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ference with any right to use land or water caused by the disposal by 
the Company of any overburden removed in the course of, or tailings 
produced as a result of, its operations under this Agreement. 

(e) The Company shall not, save as is hereinbefore provided in tItis Section, 
be liable for any loss , damage, disturbance, or interference caused by 
the disposal of tile Company of any of the said overburden or tailings 
and, save as aforesaid, neither the Government nor any governmental 
authority or person shall be entitled to any remedy in respect thereof. 
Nothing in Utis paragraph shall exclude any liability for negligence. 

(f) In addition to complying with the present provisions of Mining Rights 
Act , 19- , as amended and other laws of general application relating 
to safety 31ld protection, the Company : 
(i) shall, when any dump for overburden and tailings established by 

it [or the purpose of its operations under this Agreement ceases 
to be utilized [or such purpose, ensure that in order to facilitate 
the rapid regeneration of vegetation thereon such dump is left 
with a reasonably Oat upper surface; and 

(ii) hall, within a reasonable time after any sucil dump ceases to be 
utilized as aforesaid, carry out experiments for the determination 
of whether vegctation can be established thereon and use its best 
endeavours to e tablish thereon vegctation of a typc which can 
be so established. 

But the Company shall not be required to do any furthcr or other acts 
or carry out any furthur or other works for the rehabilitation or restor­
ation of any of the arcas affected by its operations under tItis Agree­
ment. 

9. Use of Subcontractors 

The Company will have control and management of all of its activities under 
this Agreement and will have full responsibility therefor and assumc all risks 
thereof in accordance with the terms and conditions of tltis Agreement. Without 
in any way detracting from the Company's responsibilities and obligations here­
under, the Company may engage subcontractors, whether or not Affiliates of 
the Comp311Y, for the execution of such phases of its opera Lions as the Company 
deems appropriate. The records of such subcontractors shall be made available 
to the Governmcnt and NMDC inspectors as provided in Schedule Three . 

10. Cooperation by Government 

NMDC, the Government and all its agencies will cooperate fully with tIle 
Company and will grant it all necessary rights and will take such oUler action 
as may be desirable to acJtieve the mutual objectives of Htis Agreement. 
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11. Commencement of Program 
The Company shall begin a program to commence as soon as possible follow­

ing the Date of this Agreement, but no later than six months from the Date of 
this Agreement, to consist of construction of facilities for the project, exploita­
tion activities, and operation of the project. 

12. Working Obligations and Minimum Expenditures 
(a) The Company shall, within (three) years of the Date of this Agreement, 

spend in [host country] not less than $ __ per acre of land held in 
the Contract Area for expenses directly connected with the Company's 
operations and activities under this Agreement. Such expenses may 
not include general organizational overhead and administrative ex­
penses incurred abroad. 

(b) If at the expiration of (18 months) from the Date of this Agreement 
or any time thereafter it appears to NMDC that the Company has 
seriously neglected its obligations with respect to minimum expendi­
tures as provided in this Section, NMDC may require the Company 
to deliver a guarantee in the form of a bond or banker's guarantee in 
a sum which shall not exceed the total outstanding expenditure obliga­
tions remaining unfulfilled. Such guarantee may at the end of the said 
three-year period be forfeited to NMDC to the extent that the Com­
pany may have failed to fulfill its expenditure obligations. 

(c) In connection with the Company's obligations under this Part, the 
Company shall submit to NMDC within two months from the expira­
tion of (eighteen months) from the Date of this Agreement a report 
setting forth the items and amounts of expenditures during the said 
eighteen-month period. In addition, the Company shall submit to 
NMDC within two months from the expiration of (three) years from 
the Date of this Agreement a report setting forth the items and amounts 
of expenditures during the said (three) year period. The Company shall 
support such reports with documentation. 

(d) The Company shall submit to NMDC as security for performance 
of its obligations under this Agreement a bank letter of credit in the 
amount of (Five hundred thousand U.S. dollars) (U.S. $500,000) 
within 30 days of the Date of this Agreement. 

Fifty percent of said security deposit shall be released and put 
at the disposal of the Company after the expiration of twelve months 
from the Date of the Agreement if NMDC is satisfied that the Company 
has satisfactorily performed its obligations under this Agreement. 

The remaining 50 percent of the security shall be released and 
put at the disposal of the Company at the expiration of the second 
twelve-month period from the date of this Agreement if NMDC is 
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satisfied that the Company has satisfactorily performed its obligations 
under this Agreement. 

In the event that the Company defaults in the making of minimum 
expenditure or in undertaking its working obligations or prematurely 
terminates its operations, or fails to make payments required under 
this Agreement to NMDC or the Government, or oUlerwise defaults 
in its obligations, all or part of such security deposit shall be forfeited 
to the Government or NMDC , a the ca e may be , in accordance Willl 

the penni ty provisions of Pnrt XV of this Agreement. 

13. Relinquishment 

(a) Subject to the Company's obligations and liabilities under this Agree­
ment, the Company may by written notice to NMDC relinquish all or 
any part of the Contract Area at any time during the Agreement 
Period. 

(b) The Company shall, after consultation with NMDC, relinquish, within 
one year of the Mining Production Day, all land within the Contract 
Area which the parties determine is not needed by the Company for 
its exploration and exploitation activities under this Agreement. 

14. Processing Facilities: Economic 
Feasibility Test 

(a) Within -- years from the Date of this Agreement the Company shall 
establish processing, melting, and manufacturing facilities. hereinafter 
referred to as Processing Facilities, in [the host country] if then found 
economically feasible. The parties agree to consider jointly this eco­
nomic feasibility at the end of each three year period following the 
Date of this Agreement. If and when any of such processing facilities 
are constructed, the parties agree to discuss thereafter and consider, 
in good faith, the feasibility of subsequent additional processing facili­
ties which may be in the form of increases in the capacity of then 
existing facilities or the establishment of facilities previously not in 
existence. 

The test for establishing the economic feasibility of establishing 
Processing Facilities in [the host country] shall meet the standards for 
such tests as set by [the World Bank] [the U.S. Agency for Inter­
national Development]. In considering the economic feasibility of 
establishing Processing Facilities, the parties shall consider the eco­
nomic viability of establishing such facilities, including a fair rate of 
return on investment to the Company, and the potential contribution 
Ulat the establishment of such facilities may make to the economic 
development and general welfare of [the host country] . [n no event 
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shall the test for economic feasibility be limited to a comparison of the 
projected profitability to Foreign Overseas Investors , Inc. of the invest­
ment in such facilities in [the host country] with investment in such 
facilities in another country. 

(b) Every three years following the Date of this Agreement, the Company 
shall submit to NMDC copies of studies relating to the feasibility of 
establishing processing facilities in the [host country] . Such studies 
shall meet the standards set by [the World Bank] [the Agency for 
International Development] [or such feasibility studies made by inde­
pendent evaluators. 

15. Reports 
The Company shall submit reports as provided in the Third Schedule to this 

Agreement. 

PART IV: THE JOINT VENTURE RELATIONSHIP 

[This part includes provisions conceming the joint venture relationship betweell 
NMDC and Foreign Overseas Investors, Inc. As noted earlier, these provisions 
might more appropriately become part of a separate, and more detailed, joint 
venture agreement between these two parties. Included here are provisiOlls relat­
ing to the proportional equity ownership to be held by the two parties and the 
methods by which payment for the shares is to be financed. Section 16 suggests 
the following modes of payment for NMDC's shares: 40 percent to be granted 
NMDC outright as a premium for the granting of the contract to the company; 
20 percent to be paid for by NMDC in cash within a fixed number of months; 
and 40 percent to be paid for out of future dividends. 

Section 17 provides a schedule for increasing equity oWllership for NMDC 
over a twenty-five-year period. Section 18 defines the process by which the price 
of shares is to be determined. We have opted here for a formula based on actual 
market value as determined by an independent arbitrator. Other fixed stalldards, 
such as book value or cost of assets, could be used. Each formula, of course, has 
dIfferent cost implications. Section 20 provides for proportiollal board represen­
tation and includes a list of subjects requiring the vote of a special majority. 

Only a few of the more important provisions that might appear in a full­
fledged joint venture agreement are included here.} 

16. Equity Ownership in Joint Venture Company 
(a) The initial equity capital in UCAC shall be owned in the following 

proportionsNMDC: 25 percent; Foreign Overseas Investors, lnc. : 
75 percent. 

(b) The cost of NMDC's initial shares in the Company shall be paid for as 
foliows: 



Illustrative Agreement 225 

(i) 40 percent of NMDC's initial 25 percent sharehoJding shall be 
granted to NMDC in consideration of its granting the mining and 
exploitation rights referred to in this agreement. 

(ii) 20 percent of NMDC's initial 25 percent shareholding shall be 
paid for by NMDC within __ months of the signing of the 
agreement. 

(iii) 40 percent of NMDC's initial 25 percent shareholding shall be 
paid out of future dividends received by NMDC from the Com­
pany's operations under this agreement. Provided, however. that 
at least 75 percent of NMDC's dividends each year shall be used 
for the purpose of paying [or said shares until the cost of tile 
shares is fully paid. 

(c) The cost of the initial shares to be held by Foreign Overseas investors , 
Inc. shall be paid for as foHows: 
(1) cash in the amount of U.S. $ __ _ 
(ii) equipment valued at U.S. $ __ _ 

17. Changes in Ownership Structure 

The parties agree that it shall be the policy of the Company that at the end 
of (25) years, or before, J 00 percent of the equity owner hip of the Company 
shall be 11eld by NMDC and/or Ule Government, and/or [host country] nationals. 

To Ulis end, the parties agree that Foreign Over ea lnve tor shall transfer 
its equity shares to NMDC or its nominee so that total authorized equity shall 
be held in accordance with the following schedule : 

Initial share ownership 
8 years from date of incorporation 

15 years from date of incorporation 
20 years from date of incorporation 
25 years from date of incorporation 

First Party 
25% 
30% 
50% 
70% 

100% 

ecolld Party 
75% 
70% 
50% 
30% 
0% 

With regard to the foregoing provision , it is agreed that, if the NMDC is un­
willing or unable to purchase shares as scheduled , such shares shall be offered to 
[host country J nationals. 

I For joint velltures in which tile foreigll partner //lay contillue to provide 
access to overseas markets or /!lay contilllle to provide technology (neither of 
which tlte local partller can otherwise obtaill access to) rite follolVillg provision 
might be used: 

The parties agree that it shall be the policy of fhe CompallY tllat at the elld 
of (J 5) years, or before, 49 percent of the equity oWllership of the Company 
shall be held by NMDC alld that NMDC shall at the elld of (15) years have 
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the option to purchase additional shares from the Second Parly in accordance 
with the following schedule: 

initial shares ownership 
5 years from date of incorporation 

10 years from date of incorporation 
i 5 years from date of incorporation 
20 years from date of incorporation 

First Party 
25% 
30% 
49% 
70% 

100% 

Second Party 
75% 
70% 
51% 
30% 

0% 

Provided, however, that should NMDC exercise its option, after the 10lh 
year from date of incorporation, to purchase shares in excess of 50 percent, 
the Second Party shallltave all option to require that tlte First Party purchase 
the Second Party's total equity ownership'; 

18. Payment for Shares 
(a) NMDC shall pay [or shares purchased from Foreign Overseas Inve tors 

in cash or out offuture dividends received from the Company. 
(b) If NMDC elects to pay for the shares from future dividends, [75 per­

cent] of the dividends to which NMDC is entitled each year shall be 
used as a credit against its outstanding obligation to Foreign Overseas 
Investors until such shares are fully paid for. 

The price of shares sold by Foreign Overseas Investors to NMDC 
shall be [the actual market value] as determined by an [independent 
accountantj [arbitratorj selected by mutual agreement by the parties. 
In determining the actual market value o[ sllch shares tile [arbitrator] 
shall take into account, as one element, a price formula based on 10 
times the pro-ra ta annual profit based on the previous [3] year's 
earnings. The prices of shares shall be paid in the currency of __ _ 

f Other possibilities include a price based on tlte book value of the shares or 
the original cost of the assets'; 

19. Transfer of Shares 
Neither party shall sell, pledge , or otherwise dispose of its shares in tile Com­

pany to other parties without the prior written consent of the other party to 
this Agreement. 

20. Direction and Management of the 
Joint Company 

(a) The Company shall have a Board of Directors conSisting of __ direc­
tors. Initially __ of the directors shall be nominated by the NMDC 
and -- of the directors shall be nominated by Foreign Overseas In­
vestors. Each party shall vote all of its shares [or the election and main-
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tenance in office of the persons so nominated and for persons nominat­
ed by the two parties at subsequent elections. The Chairman of the 
Board of Directors shall be elected by the directors jointly. 

(b) The initial representation of the parties on t he Board of Directors shall 
reDect the initial proportions of equity owned by each party. 

(c) Representation on the Board shall always be proportional to the owner­
ship of shares held by each party, provided, however, tha I neither party 
shall ever have less than __ representatives on the Board. 

(d) All decisions of the Board of Directors, other than the categories of 
decisions listed in paragraph (e) of this section, shall require an affirma­
tive vote of at least 51 percent of the directors. 

(e) All decisions relating to the matters listed below shall require an affirm­
ative vote of a special majority of the total number of the members of 
the Board of Directors. Such special majority shall be at least __ . 
[This figure will be the total number of directors representing the party 
with the largest number of nominees on the Board plus one.J 
Decisions requiring the vote of a special majority are those relating to: 
(i) increase or decrease in authorized capital; 
(ii) transfer of shares; 
(iii) the sale of a sub tantial portion of the as cts of the Company; 
(iv) the issue of new shares; 
(v) the choice of and terms of employment of auditors for the 

Company; 
(vi) appointment and terms of employment or officers of the Com-

pany; 
(vii) dividend policy; 
(viii) changes in this Agreement; 
(ix) contracts with any shareholder or any Affiliate of a shareholder; 
(x) the borrowing or lending of money or the guaranteeing of the 

debts of others. 

21. Technical Committee 
The representatives of NMDC on the Board of Directors of UCAC will be 

assisted by a Technical Committee selected by NMDC. uch Committee shall 
have the same access to information relevant to the operations and activities of 
UCAC as members of the board of directors have. In particular. the Teclmical 
Committee shall have the same access to reports and account, and right of 
inspection, as provided for NMDC in the Third Schedule to this Agreement. 

22. Dividends Policy 
[Tile govemmellt alld NMDC //lay wislz to illclude here a provision requiring 

tile company to pay oul a certain percentage of profits each year as dividellds. 
Tile wisdom of such a provisioll will depend ill parI OIZ busilless judgments and 
whether pro/its in early years sllould be used for expallsion or a/he/wise.] 
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PART V: TAXATION 

[It is assumed in this part that the Company's income tax liability is governed 
by an Income Tax Act. Note that the Income Tax Act is dejlned in Part I as 
"the Income Tax Act, 19- as from time to time amended and in effect." This 
means that the tax rates alld provisions governing this Agreement are not frozen 
and may be altered to the extent that the general income tax law is amended. 
Practice in other countries varies as to whether the income tax rates and terms 
are frozen for the whole or part of the term of the contract. Increasingly, at a 
minimum, contracts are including provisions requiring the parties to renegotiate 
financial provisions after the lapse of a certain period. (See Part XIX of this 
agreement). No attempt is made here to spell out the various deductions that 
might be taken from gross income. This problem is discussed in detail in Chap­
ter 3. 

There is a provision that allows the government to take payment of taxes 
in the form of ore. The value of this ore is to be calculated at a value no higller 
than would result from the methods used by the company in the preceding 
year. Thus, if the company prices ore at low prices to its affiliates, the govern­
ment can also receive ore at that price. So there is an incelltive for the company 
to use fair prices. 

In addition to the income tax, provision ;s made (1) for the imposition of a 
copper tax of general applicability to the copper industry, should such a tax be 
enacted; and (2) an export tax on net income before tax. In part VI we suggest 
the possibility of imposing additional financial obligations: a nOllrefundable 
premium (see Part IV, Section 16(b)(i) for one possible premium device); a 
security deposit (see Part 1//, Section 12( d) for a suggested use of a performance 
bond in connection with minimum work and expenditure requirements); lalld 
rent; and royalty. 

In connection with the determination ofgross income and net taxable income 
we include special provisions relating to affiliate transactiolls (Section 25). With 
regard to the fictitious debt problem, we suggest a provision to cover the compli­
cated situation in which affiliation is virtually impossible to decipher and include 
an optional provision for disallowance of interest paid to affiliates. The principle 
established is that the debt-to-equity ratio will not exceed common practice 
in the area. Then a specific limit is set. Olher altematives are discussed in Chap­
ter 3. 

ft is assumed that the general income tax law includes appropriate provisions 
relating to the method of payment of fax and the documentation that must 
accompany tax payments (see Section 28). 

While in Chapter 3 we recommend a careful consideration of the tax holiday 
problem, in some cases tax incentives for establishing processing facilities may 
be appropriate. In Section 27 we suggest one way of dealing with this problem. 
The section indicates how profits are to be divided between mining and smelt-
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ing operations so that profits are /Jot ullfairly shifted into tI,e tax-free melting 
operatiolls. 

As !loted earlier, this Part might more appropriately be ,Ire subject of a 
separate agreement between the governmellt and the cOlllpany.] 

23. Taxation Based on Income 
(a) The Company shall , for the Agreement Period, pay to the Government 

an income tax in accordance with the provisions o[ this Agreement 
and the Income Tax Act, 19-; an export tax in accordance with the 
provisions o[ Subsection (b) below; and any other tax generally appli­
cable to the copper industry which the Government may frol11 time 
to time enact. Provided , however, that all such taxes shall be nondis­
criminatory within the copper industry within [host country] . All such 
taxes shall be payable in respect of the Company's income arising 
from all mining, concentration, smelting, and refining and other opera­
tions carred out in [host country] or elsewhere in relation to the 
Company's activities under this Agreement. 

(b) The Company shall , for the Agreement Period, pay to the Government 
an export tax in the amount of [10 percent] of the Company's net 
income before tax, received [rom the sale or ther disposal of copper 
and all Associ1lted Minerals. Such net income before tax shall be calcu­
lated in accordance with the provisions of the Income Tax Act, 19 , 
and this Agreement in the ame manner a the calculation of the tax 
provided for in paragraph (a) above. 

(c) Subject to the provision of Section 24 relating to payment in kind, 
payment of the export tax shall be made at the al1le time, and under 
the same terms and conditions, as provided [or the payment of income 
tax under the Income Tax Act, 19- . 

24. Government Election to Take Payment in Kind 
(a) The Government may, in lieu of any or all of the taxes pre cribed in 

this Part , elect to receive a part of the copper concentrate mined by 
the Company. Such election may be made by the Government giving 
not less than four calendar months' notice t the Company, and when 
made shall continue for uch period as was stated in the notice given 
by the Government. Delivery of copper whicll the G vernment has 
elected to take shall be effected at such times and points of delivery 
as may be agreed upon by the parties. 

(b) When Ule G vernment takes payment in kind, the Company shall 
be deemed to have paid taxes in an amount equal to the value of 
the ore delivered to the Government. The value of the ore delivered 
to the Government shall be calculated on the basis of the Market Value 
of the Ore where that market value will not exceed the market value 
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arrived at by using the same principles that the Company used in cal­
culating the market value of ore sold to its Affiliates during the taxable 
year preceding the year in which the Government takes payment in 
kind. 

(c) Any balance of taxes due with respect to the tax period in question 
shall become due and payable on the date set for payment of income 
tax under the Income Tax Act, 19-. 

25. Gross Income and Net Income: Pricing, 
Deductions, Transactions with Affiliates 

(a) In the calculation of gross income under this Agreement and the In­
come Tax Act, 19 ,the income from the sale or other disposal of ores, 
Or concentrates or other products therefrom, shall be deemed to be the 
income obtained from the sale of such ores, or concentrates or other 
products when the price agreed upon is not less than that prevailing in 
the users' market for transactions covering similar qualities, quantities 
and time periods, less expenses, namely freigh t, in urance, and other 
shipping expenses and customs d ulies, necessary to place the products 
in the foreign markets. 

(b) If the price agreed upon should be below that ruling in the users' mar­
ket, the latter price shall be appJied to determine the income, less the 
expenses sta ted in the preceding paragraph. 

(c) The price ruling in the users' market for contained copper in ores, 
concentrates or other products, shall be based on the price at which 
the principal copper producers in non-Communist countries sell their 
principal production of electrolytic copper wirebars on period con­
tracts, on the basis of delivery c.i.f. main European port to the major 
non-Affiliated European fabricators and consumers of copper (which 
price, as of the date of this Agreement, is the official London Metal 
Exchange cash seller's price for electrolytic copper wirebars), or, if 
wirebars cease to be the principal shape in which such producers sell, 
as aforesaid, their electrolytically refined copper, then the price at 
which they sell as aforesaid their principal production of the new 
principal shape plus or minus such premium or discount if any as is 
appropriate to adjust prices based on the new principal shape to prices 
based on wirebars. 

(d) The price ruling in the users' market for contained gold or silver shall 
be based on the price of gold or silver received by the principal smelters 
in __ or on the basis of the gold and silver prices quoted on the 
free bullion market in London, whichever is higher. 

(e) To determine the value of the unit of ore or concentrate or other 
product ruling in the users' market, the contained copper, gold, and 
silver will be valued at the prices indicated in the previous two para­
graphs, calculated as the average of the daily prices for the 3D-day 
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period immediately following the dale of delivery of the ore, concen­
trate, or other product to the smelter. Such value will be reduced by 
the costs of smelting and/or refining required to convert the ore, con­
centrate, or other product to electrolytic copper wirebars. 

(I) Smelting and refining charges shall not be in excess of the charges 
which would have applied had the tran acU n or transactions occurred 
between non-Affiliated parties. 

(g) The burden of showing that the charges do not exceed the charges 
which would have applied between non-Affiliated parties shall be on 
the Company. As evidence of the appropriateness of the charges, the 
Company may ubmit copies of sales contracts under which major 
___ smelters purcha e from non-Affiliated suppliers ore, concen­
trate, or other products of comparable quality and quantity and under 
comparable conditions. 

(h) Pursuant to the right of the Director General of Income Tax under 
Section __ of the Income Tax Act 19 ,to reallocate income and 
to alter adju ted income with regard to transactions between persons 
one of whom ha Control over the other, the Director General shall 
have the right to disallow, for the purpo es of calculating net taxable 
income, payments made by the Company t AfTiliate Partie. Such 
payment shall include, but shall not be limited to, payments of inter­
est, rents, cOIl1missions, and fee . 

/Tlie follulVing provisiolls impose restrictions 011 the rate alld amount 
of hl/erest tllat may be deducted. Re/erence should he made to the 
discussion, ill Chapter 3, 0/ illterest paYlllents to affiliates and the 
problem of/icli/iolls debt. III //lost cases the policy 0/1101 recogllizing 
debt paid to a/filiales is lite 1I10st appropriate olle fbI' delleloping COllll­
tries. The fa 110 willK provisiolls cover lite somewllat ullique and cOll1pli­
cated situatioll where, as ill tile case of Japallese illJ'estlllellt, the 
cleKree 0/ afj'ilialioll all10llg compallies and ballks is sucII Illat afflliatioll 
is diffICUlt 10 trace. III tile case o/sucll illlles/ors, a policy Illal differell­
riales betlVeell debts /0 affiliates alld OIlier debts lIlay be impossible to 
adlJ1illister.) 

(i) For the purpose of this Agreement, interest paid by the Company on 
loans will be allowed as a deduction fr m gross income in the cal ula­
tion of adju ted income. Provided, however, that a deduction for tile 
payment of interest shall be permitted only to the extent that the rate 
of interest docs not exceed the rate that would have been paid in a 
comparable transaction between non-Affiliated Parties. In no case 
shall the interest and other charges connected wit h the loan exceed 
the Central Bank discount rate in plus 2.5 percent. 

Provided further, that a deduction for interest shall be allowed only 
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to the extent that the corresponding debt does not cause the ratio of 
debt to debt plus equity to exceed the ratio of senior debt to total 
indebtedness plus equity which is customary for the fU1ancing of 
comparable copper mining operations in [Southeast Asia and Oceania.] 

G) The parties agree that the ratio of senior debt to total indebtedness 
plus equity which is customary for the financing of comparable copper 
mining operations in [Southeast Asia and Oceania] is, at the Date of 
this Agreement, [two to threel. 

(k) In exercising his power to alter adjusted income, the Director General 
of Income Tax may, if similar services or goods could not normally be 
provided or sold by non-Affiliated parties, allow as ded uctions only 
the actual costs of the goods or services. The Company shall submit 
the calculation of such costs, with a description of the method em­
ployed in allocating overhead or other fixed costs to the goods or 
services. 

26. Other Taxes, Charges, and Fees 
The Company shall be free from all other taxation, charges, and fees payable 

to the Government or to any governmental authority in [the host country] in 
relation to such mining, concentration, smelting, or refining and other opera­
tions carried out in [host countryj in relation to the Company's activities under 
this Agreement, excluding the following : 

(a) any premium, land rent, royalty, or other payment due to NMDC or 
the Government in accordance with the provisions of this Agreemen t; 

(b) taxes, charges, and fees for services rendered by governmental authori­
ties on request or to the public or commercial enterprises generally, 
provided that such taxes, charges, and fees are reasonable and non­
discriminatory; 

(c) subject to the provisions of Sections _ and , taxes, fees, and 
charges of general application including, but not limited to, custom 
duties applicable under the Customs Act of J 9 ,as from time to time 
amended and in effect, stamp duties, registration fees, and license fees 
provided that they are at rates no higher than generally applicable in 
[the host country] . 

27. Tax and Duty Exemption 
(In Chapter 3 we warn agaills/ the unllecessary use Oj'lax incenlives. If the 

host government, aj'ter careful analysis, decides that SOllie incelltive is necessary 
in connection with the establishment oj' processing facili! ies, the following 
type of provision might be used./ 

The Company shall be exempt from the following payments for the period 
specified for each exemption: 

[Pursuant to the Investment Incentives Act, J 9 ,] income taxes 
payable in respect of income resulting from any smelting and refming 
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operations carried ut in [the host country] in relation to minerals 
produced under this Agreement or any other mineral so processed in 
[the host country J, for a period of [3] years commencing with the 
Company's Smelting Production Day. 

rn calculating tile income resulting from any smelting or refining operations 
carried out by the Company in [the host country] , the following formula shall 
be u Wized : 

The gross income from the smelter shall be based on the price of the con­
tained commercial metals in the users' market less the cost of refining required 
to convert the product of the meJter to the fInished metals and less the freight, 
insurance, and other shipping expenses and customs duties neces ary to place 
the products in the foreign markets. 

The net income from the smelter shall be the gross income less the value 
of the copper concentrate as calculated in Section 25 (a) through (d) and less 
the costs directly associated with the operation of the smelter. In calculating 
the costs directly associated with the smelter, there shall be assigned a propor­
tional part of the total overhead connected with the operations of the Project 
Facilities provided for in this Agreement that shall not be less than the propor­
tional part that the investment in the smelter represents in the total investment 
in the Project Facilities provided for in this Agreement. 

28. Tax Returns and Accounting Procedures 
(a) The Company shall submit accounting and income tax returns for 

the full term of this Agreement, including any periods of tax exemp­
tion, in accordance with the provisions of the Income Tax Act, 19- . 

(b) Unless otherwise provided in this Agreement, the provisions of the 
Income Tax Act, 19 , shall govern the Company's liability for pay­
ment of income tax and export tax to the Government. 

(c) rn determining the Company's net taxable income as defined in the 
Income Tax Act, 19 , sound, consistent, and generally accepted ac­
counting principle as usually used in the copper mining industry shall 
be employed, provided, however, that where more than one accounting 
practice is found by the Government to prevail with regard to any 
item, the Government sha1l determine which practice is to be applied 
by the Company with regard to the particular item. 

(d) The Company sha1l maintain books of account stated in 
currency in accordance with generally accepted accounting principles. 
All payments to the Government sha1l be calculated in [United States 
dollars] and paid in [United States dollars] or in such other currencies 
as may be mutually acceptable to the Company and the Mini try of 
Finance or any Government agency which is a succes or in function 
thereto. The Company shaJJ within a period as provided by the prevail­
ing law and regulations furnish annually to the Government. audited 
financial statements consisting of a balance sheet and statement of 
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income prepared in accordance with generally accepted accounting 
principles together with production statistics in rea onable detail. The 
accounts shall be audited by a firm of accountants acceptable to the 
Government. 

(e) The Company shall permit the Government, through a duly authorized 
representative, to in pect at all rea onable times the books of account 
and records of the Company relative to any shipment, ale , utilization, 
or other disposition of any ore . The Company shall take reasonable 
steps to satisfy the Government either by certificate of a competent 
independent party acceptable to the Government 01 otherwi e to the 
satisfaction of the Government as to all weights and analyses of ore. 
Due regard shall be given to any objection or representation made by 
the Government as to any particular weight or a say of ore or other 
matter which may affect the amount of tax payable under this Agree­
ment. The books of account and records of the Company referred to 
in this Section shall be maintained in the Company's office. 

(f) otwithstanding any provision in the general company or tax law to 
the contrary , the Government shall have l7] years in which to COIll­

plete its audits of Company accounts. 

PART VI: OTHER FINANCIAL OBLIGATIONS 

f Provision mig/If be made here for olle or more 0/ the /ollowillg: a nonrefund­
able premiulll to he paid to NMDC (ill cOllsideratiOIl 0/ the grallt 0/ tlte collces­
sion); a security depo it (to he FJr/eited If certaill obligat iOlls are not lJIe't or 
to he credited agaillst future tax or royalty obligatiolls i/ obligatiolls are //let); 
a land rent based Oil a cerlaill slim per acre; a royalty, hased Oil value or unit 
0/ production or some other stalldard, to be /laid to NMDC or the governlllellt. 
The feasibility of such payments, and their amollnts, will Jlar)' frolll case to 
case. For olle type 0/ premium payment, see Part IV, Sectioll /6(b)(i) ahOl'e 
See reference to a security deposit ill the preamble alld in Part 111./ 

29. Premium 

30. Security Deposit 

31. Land Rent 

32. Royalties 

f Parts VI!, VI/I, alld IX (Sectiolls 33 ·40) define the compallY 's project facilities; 
provide for tlze company's access to public alld private lal1c1 (with cOlllpensatioll 
to owners i/ necessary); provide FJr the company's right to establish accessor)' 
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works; guaralltee the compallY's right to take alld lise water, gravel. sand, clay, 
stolle and timber; require the establishment of medical facilities alld schools and 
the coordil1ation of the project with state alld regiollal plallilillg authorities; alld 
guaralltee fILe right of the govemment (flld third parties to access fa certain of 
the company's facilities.] 

PART VII: PROJECT FACILITIES; 
PROJECT MANAGEMENT 

33. Project Facilities 

(3) Project facilities shall include the mines, processing facilities, port 
facilities, aircraft landing facilities, and transportation, communication, 
water supply and other necessarily related facilities as set forth below, 
for which the Company is, subject to the rights of third parties, here­
by granted all necessary licenses and permits to construct and operate 
in accordance with such reasonable safety regulations relating to de­
sign, construction, and operation as may be in force and of gelleral 
applicability in [host country] . 
(i) the mine and other operating facilities: development of mines 

will require opening of roads, bridges, and storage areas, and may 
entail construction of aerial tramways, conveyor belts, pipelines, 
and other transportation facilities; 

(ii) port facilities: these facilities will require docks and torage areas 
and possibly, in addition, piers, jetties, harbors, breakwaters, 
terminal facilities, loading 3nd unloading equipment, and ware­
houses; 

(iii) additional roads: these will include road t provide access to 
hOll ing for Company personnel and to port and aircraft landing 
facilities; 

(iv) a communications system: communications between points in 
the Contract Area may include radio, telephone, and telegraph 
systems; 

(v) water supply: provision for water supply may require pumping 
stations, purification system, and distribution lines; 

(vi) in addition, the project may require other buildings, workshops, 
warehouses, storage areas, sewage-treatment systems, systems for 
tailings, plant waste and sewage dispo ai, foundries, machine 
'hops, repair shops, nnd all uch additional or other facilitie , 
plant and equipment as the Company shall consider necessary 
for its operations or to provide service or to carryon activities 
ancillary or incidental to such operations. 

(b) All Project Facilities shall be the property of the Company and may be 
mortgaged, pledged or otherwise encumbered by it ubject to the provi-
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sions of Part XXI relating to Assignment and Part XVI relating to Ter­
mination of the Contract. 

34. Control of Operations 
The Company shall have full and effective control and management of all 

matters relating to the operation of the Project including the production and 
marketing of its products in accordance with sound, long-term policies. The 
Company may make expansions, modifications, improvemen ts, and replacemcn t 
of the Project Facilities, and may add new facilities, as the ompany shall con­
sider necessary for the operation of the Project or to provide ervices or to carry 
on activities ancillary or incidental to the Project. All such expansions, modifi­
cations, improvcments, replacements, and addition shall be considered part of 
the Project Facilities. 

PART VIII: OCCUPATION OF SURFACE 
AND OTHER RIGHTS 

35. General 
(a) Right to use land. 

(i) Subject to the provisions of this Agreement, the ompany shall 
have the right to enter and occupy any land within the Contract 
Area for the purpose of undertaking operations and activities 
under this Agreement. Provided, however, that with regard to 
land within the Contract Area which is privately owned, the 
Company shall comply with the provisions of subsection (iv) 
below. 

(ii) Subject to the provisions of subsections (iii) and (iv) below, the 
Company shall have the right to occupy and utilize for the dura­
tion of this Agreement, or for a lesser period, the surface of uch 
suitable areas outside the Contract Area as may be necessalY for 
the construction and operations of roads, ports, railways, and pipe­
lines necessary for its activities and operations under this Agree­
ment. 

(iii) With regard to public lands lying outside the Contract Area, the 
Company shall apply to the Government for the right to use uch 
land. The right to use such land shall not be unreasonably denied 
by the Governmen t. The Company shall apply to use uch public 
lands by making application to the Ministry of Mines which 
shall conclude with the Company the terms and conditions under 
which the casement or other rights sought may be exercised, in­
cluding the annual land rental to be charged. 

(iv) With regard to private lands lying either within or without the 
Contract Area, the Company may, in the event that it is unable 
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to reach a satisfactory agreement with the private owner or own­
ers as to the terms on which it may enter and occupy the land in 
question, bring the matter to the attention of the Ministry of 
Mines by filing a petition. Such petition shall set forth the facts 
of the case and shall specify as exactly as possible (i) the land it 
req uires, (ii) the name or names of the owners and/or occupants 
of the land if this can be reasonably ascertained, (iii) the use to 
which the Company intends to put the land, and (iv) the type 
of occupancy (lease, right-of-way, or easement) which the Com­
pany seeks. 

The Ministry of Mines shall issue a notice to the owners 
ruld occupants of the land to present themselves on a day and 
at a time to be specified therein. Such day shall not be more 
than sixty (60) days or less than thirty (30) days from the date 
of said notice. On the appointed day the Minister of Mines or 
his representative shall hear the ComprulY and the owners and 
occupants of the land and, after considering proofs and argu­
ments on both sides, shall determine and assess the amount to 
be paid to the owners and/or occupants of the land for loss of 
the right 'to use the land for the period of the lease, right-of-way 
or easement and for damages arising out of the loss or destruction 
of goods and property because of rights granted to the Company. 
In the event of any dispute as to the nature and extent of the 
interests in or owner hip of the land or the amount of compensa­
tion payable by the Company or if the cleci ion of the Minister 
of Mines or his representative is unacceptable to any of the 
parties cOllcerned, the case may be brought before a court f 
competeJlt jurisdiction in (ho t country). In such case, the Com­
pany may file an indemnity bond, in an amount deSignated by the 
Minister of Mines, and may enter upon the land immediately 
subject to later determination by the court of competent juris­
diction of the exact amount payable. 

(v) Provided, however, that no lease, right-or-way, or easement shall 
be granted if it substantially interferes with operations of another 
previously granted contract. 

(vi) No blasting or olher dangerous operations may be conducted 
within ( ) feet of any public works or permanent building 
without the previous consent of the ( ) and subject to such 
condition as he may impo e. 

(b) Accessory works and ins lalla lion. 
(i) Subjecl to the provisions of section (a) above and the prompt 

paymenl of adequate compensation to any per on whose rights 
are thereby affected and to the approval of lhe appropriate 
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authority, the Company shall have the right to construct, main­
tain, al ler, and operate 
(1) industrial buildings and installations including mining, crush­

ing, milling, ore refining, leading and pumping stations, ware­
houses, storage places and storage tanks; 

(2) subject to the prior approval in writing from tile Minister of 
wharves, shipping terminals, ports, or port sites; 

(3) facilities for shipping and aircraft; 
(4) living accommodation and amenities, including hospitals, 
(5) schools and recreational facilities, for the Company's em-

ployees and workmen; 
(5) other buildings, installation, and works necessary or useful 

for the effective carrying out of the Company's operation 
and activities under this Agreement. 

(li) The construction of any railroad or electric power generating 
facilities shall require the prior approval of the Ministry of 

which approval shall not be unreasonably denied. The 
Company shall submit the proposed plans for such railroad or 
electric power generating facility to the Minister of __ _ 

(iii) In the case of lands required for sidings, stations, yards, and other 
rail transportation installations, the right-of-way of the Com­
pany's railroads shall be in accordance with rules laid down by 

(c) Right to take and use water. Subject to the approval of the Minister 
of previously obtained in writing and to sLich conditions 
(other than conditions imposing a charge for the use of water) as he 
may impose, the Company may appropriate and usc, free of charge, 
any water found within the Contract Area and any water within the 
public domain within three miles of the Contract Area for purpo es 
necessary or useful to the Company's operations and activities under 
this Agreement. Provided, however, that the Company shall not de­
prive any lands, vilJages, houses, or wa teling places for animals of a 
reasonable supply of water insofar as such water has, through custom, 
been utilized for such lands, villages, hOLises, or animals. Nor shall 
the Company interfere with any rights of water enjoyed by any per­
sons under the law of [host country J . 

(d) Right to take and use gravel, sand, clay, or slone. Subject to the approv­
al of the Minister of previously obtained in writing and to 
such conditions as he may impose, the Company may appropriate and 
use, free of charge, gravel, sand, clay, or stone found within the Con­
tract Area for purposes necessary and useful to Company's operations 
and activities under this Agreement. Provided, however, that such 
gravel, sand, clay, or stone shall be sold only with the prior approval 
of the Minister of Mines and subject to such conditions as he may 
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impose (including conditions relating to fees to be paid to the Govern­
ment) and provided further that upon termination of tllis Agreement 
any excavation shall be filled in or l.eveJed and lert by the Company 
as far as may be reasonably practical in its original condition and, if 
so required by the Minister of Mines, fenced or otherwise safeguarded 
as circumstances may require. 

(e) Right to take and use timber. The Company shall have the right to cut, 
appropriate and use the brushwood, undergrowth and timber (except 
protected trees) which may be found within the public d main witllin 
the Contract Area, subject to the general forestry laws of [host coun­
try]. Such cutling, appropriation, and use hall be permitted only to 
(he extent necessary to the operations and activilie of the Company 
under this Agreement. 8ucll cutting, appropriatioll, and use may be for 
the purpose of facilitating ingress and egress into and from the Con­
tract Area, for tile purpose of clearing land for the erection of rnaclline­
ry, plant and buildings cOllnected with Company's operations and ac­
tivities, and for the purpose of construction required for Company's 
operations and activities. 

Provided, however, that such timber shall be sold by the Company 
only with the prior approval of the Minister of __ and subject to 
such conditions as he may impose (including conditions relating t 
fees to be paid to the Government). 

PART IX: ADDITIONAL INFRASTRUCTURE 
AND OTHER FACILITIES 

36. Medical Facilities 
The Company hall furnish such free medical care and attention to all its 

employees and families of employees and to all Government officials working 
in the area covered by this Agreement as is reasonable and shall establish, starr, 
and maintain a dispensary, clinic, or hospital which hall be reasonably adequate 
under the circumstances. Provided, however, that whenever the Company em­
ploys more than [150] laborers in anyone region it shall maintain a dispensary 
or hospital headed by a medical doctor. 

37. Employee Accident Compensation 
The [Workmen's Accident Com pen alion Law] of [host country] shall 

apply to accidents occuring to employees of the Company. 

38. Schools 
The Company shall provide, free or harge, primary and secondary chool 

education for the children of all employees. Rules, regulations, and standards 
established by the Ministry of Fducation shall be followed. 
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39. Local and Regional Benefits 
To maximize the regional economic and social benefits which the Project 

can generate, the Company shall also: 
(a) coordinate aU of its studies of the Project's infrastructure requirements 

with local and Government infrastructure studies undertaken by the 
national and local Governments and in terested local, foreign, and inter­
national public and private entities with a view toward integration of 
the infrastructure of the Company's operations with that of the state, 
region, and coun try; and 

(b) assist and advise the Government in its planning of the infrastructure 
and regional development which the Company may deem useful to 
the Project and to existing and future industries and activities in the 
region of the Project. 

40. Government's and Third Parties' Rights 
to Use Company's Faci lities 

(a) The Company shall: 
(i) transport the passengers and carry the freigh t of the Govern­

ment and aU mail of the public and Government on its railroads 
to the extent that such transport and carriage does not unduly 
prejudice or interfere with Company's operations hereunder; 

(li) transport the passengers and carry freight of third parties on its 
railroads to the extent that such transport and carriage does not 
unduly prejudice or interfere with Company's operations here­
under. Provided, bowever, that the transportation and carriflge of 
such third-party passengers and freight shall be on such reasonable 
terms and reasonable charges as the Company may impose; 

(iii) allow the public and the Government to use free of charge any 
roads constructed and/or maintained by the Company, provided, 
however, that such use shall not unduly prejudice or interfere 
with the Company's operations hereunder; 

(iv) allow the public and the Government to use the Company's 
wharf and harbor installations, machinery, equipment services, 
and facilities on such reasonable terms and reasonable charges 
as the Company shall impose. Provided, however, that such use 
shall not unduly prejudice or interfere with the Company's 
operations hereunder; 

(v) allow the Government and third parties to have access over the 
Contract Area, provided that such access does not unduly preju­
dice or interfere with the Company's operations hereunder; 

(vi) allow the Government to place, free of charge at its own expense, 
telegraph and telephone wires on the poles of the lines of the 
Company, provided that such installation does not unduly inter­
fere with the Company's efficient use of such po les and lines; 
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(vii) allow the Government and third parties to explore for and ex­
ploit minerals and other substances within the Contract Area 
in accordance with Part 11 of this Agreement. 

(Parts X, XI a/ld XII (Sections 41-47): Parts X alld XI suggest ways a/maxi­
miz ing the economic development impact 0/ {he agreement. Parts X alld XII 
require the compallY to use local goods and se1"l!ices (il/cluding shippillg and 
bank loalls) where they are available on terms generally comparable to ternlS 
lor goods and se1"l!ices from abroad. (See Part XIII, Section 49, relating to the 
use of local processing facilities.) Part Xl establishes a schedule for the training 
and elllployment a/local /lationals. Eco/lomic developmel/t provisions are dis­
cussed ill Chapter 4.; 

PART X: LOCAL PURCHASING: PROMOTION OF 
NATIONAL INTERESTS 

41. Services and Supplies 

The Company and its subcontractors shall purchase goods and ervices in [host 
countryJ if there are available in Iho t country] goods and services of suitable 
and reasonably comparable quality, and at no higher price than goods available 
from abroad, provided tiUlt in comparing prices or goods available in rho t 
country] to the prices of imported goods there shall be added customs dutie 
not to exceed 20 percent and oUler expenses incurred lip to the lime the im­
ported goods are landed in [host country] . 

42. Shipping 

The Company shall use ships or [host country] ownership and registration 
for tlte transport of all ore or concentrates or other product leaving [host 
country] to the extent available. 

PART XI: EMPLOYMENT AND TRAINING OF 
[HOST COUNTRY] NATIONALS 

43. [Host Country] Manpower: Employment of 
[Host Country] Nationals 

(a) The Company shall employ [host country] personnel, to the extent 
available, and upon terms which are acceptable to the Company, in aU 
classifications of full-time employment, for its operation in [host 
country]. Provided, however, lhat the following percentages of alJ 
positions in each employment cJas ificalion shall be held by [host coun­
try 1 nationals within the periods sta led beginning with the Date of this 
Agreement. The c1assiGcatiotls of employment for the purpose of litis 
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Part shall incl ude the following: managerial, leclu1ical, pro fessional, 
administrative, clerical, skilled labor, and unskilled labor. 

3 years 5 years 8 years 
Unskilled labor 100% ]00% 100% 
Skilled labor 50 75 100 
Clerical & supervisory 50 75 90 
Technical 50 75 85 
Management; Profes-

sional 50 75 85 

The Company's failure to achieve said percentages will be considered 
a breach of contract in accordance with Part XV of this Agreement 
except where the Company can justify such failure on grounds accept­
able to the Government. It is further understood that the Company 
shall not be restricted in its employment, selection, assignment, or dis­
charge of personnel; provided, however, that subject to the foregoing 
requirements, the employment and the terms and conditions of such 
employment and the discharge or diSCiplining of [host country] per­
sonnel shall be carried out in compliance with laws and regulations of 
[host country] which at the time are of general application. 

(b) The Company shall provide direct [host country] participation in the 
Project through the inclusion of [host country] nationals in the man­
agement of the Company and among the members of its board of 
directors in accordance with Section 20 of this Agreement. 

44. Training 

(a) The Company shall provide for the training of suitable persons of [host 
country] citizenship in order to qualify them for skilled, clerical and 
supervisory, teclmical, and management and professional posts in the 
Company's operations and activities in [host country]. 

(b) Education Grants. The Company shall establish and cooperate in a 
program of scholarships for [host coun try] nationals and grants to ed u­
cational institutions of [host country] . 

45. Non- [Host Country 1 Personnel 

(a) Subject to the provisions of Sections 43 and 44 of this Part, the Com­
pany and its subcontractors may bring into [host country] such non­
[host country] personnel as in the Company's judgment are required 
to carry out the operations efficiently and successfully, and at the 
Company's request (which shall be accompanied by information con­
cerning the education, experience, and other qualiricalions of the 
personnel concerned), the Government shall cause all necessary per-
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mi ts (including entry and exit permi ts, work permi ts, visas, and such 
other permits as may be required) to be issued without delay and with­
out hampering the continuous and efficient performance of the Com­
pany under this Agreement. In this connection the Company shall have 
the right periodicaJly to submit manpower requirement plans and the 
Government will thereupon issue the necessary permits for all personnel 
covered by any such plan ubject only to completion of the required 
security checks. 

(b) There shall at all lime be equal treatment, facilitie ,and opportunities 
for all employees in Ole ame job classification regardless of nationality. 

PART XII: FINANCING 

46. General 
The Company shall have ole responsibility for financing the project and 

determining the terms on which aid financing shall be obtained, including the 
extent to which the financing shall be accomplished through issuance of shares 
of, or borrowing by, the Company. 

47. [Host Country] Bank Loans: 
Right of First Refusal 

Provided, however, that for the purpose of financing the Local Currency 
costs of any of the operation of the Company or its subcontractors, [host 
country] banks shall be given a right of first option to grant such loans at 
rates and on conditions no less favorable than the rates and conditions ofloans 
available from other sources. 

PART XIII: IMPORTS AND EXPORTS 

I This part exempts tile Company from tax on imports of materials necessalY to 
tile project. Tile exemptio/l does /lot apply if call/parable goods are available 
ill tile host cOLintry all gelwrafly cOlllparable tenns. The CompallY is also ex­
empted from export dulies, (except for the export tax provided for ill Part V). 
The CompallY must use local processing facilities if they are available 01/ terms 
generally 'art/parable to terms available abroad./ 

48. Imports 
(a) This Agreement shall con titut a license for the Company and it sub­

contractors to import free from all import duties and other customs 
levies, by any route and any means of transport, into and for use in 
[host country] all equipment and materials, such as machinery, sup­
plies, and equipment, nece sary for the operation of the Project. Without 
lil11i talion, the f"orogoing shall also include all machines, machine-units, 
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tools or appliances, and their parts, vehicles (except sedan cars), air­
craft, vessels, and other means of transport, raw ma teriaJs (for export 
production), ancillary supplies, office equipment, building material 
for plants, office buildings, employee housing, schools and hospitals, 
and other machinery, supplies, and equipment needed for the operation 
of the Project. Tills license shall extend on the same terms to personal 
effects (including household and living equipment and goods) belong­
ing to foreign personnel (and their dependents) employed in the Project 
and especially provided from abroad, to the extent that such personal 
effects have been in use prior to importation; such use shall be not less 
than for the period required by the prevailing customs regulations. 

(b) Re-exports. Any items imported by the Company or its subcontractors 
for use in connection with the Project and no longer needed for such 
use may be sold outside [host country] and re-exported free of all 
customs duties and levies. No imported items shall be sold domesti­
cally except after compliance with customs and import laws and regu­
lations which shall at the time of such sale be in effect and of general 
application throughout [host country] . 

(c) The exemption from import duties and the license to import set forth 
in this part shall not apply to any goods which are available in [host 
country] of suitable and reasonably comparable quaHty, and at no 
higher price, provided that in comparing prices of goods available in 
[host country] to the price of imported goods there shall be added 
customs duties not exceeding 20 percent ad valorem and other expenses 
incurred up to the time the imported goods are .Ianded in [host coun­
try] . 

(d) The decision of the [Director of Customs] as to whether any article 
comes within the import duty and licensing exemption set forth in 
this part shall be final, subject, however, to the Company's right to 
submit any dispute to arbitration in accordance with Part XVlIJ of 
this Agreement. The Government, through the [Director of Customs] 
or his agent shall have the right to inspect and inventory any articles 
imported by the Company for which the Company claims import 
duty exemption. 

(e) Articles which are dutiable under laws and regulations governing 
customs and not exempted from duty under this Article shall be sub­
ject to the payment of the appropriate duty in accordance with the 
Custom Act, 19- as from time to time amended and in effect. 

(f) If the Company or any contractor or subcontractor, as the case may be, 
intends to sell or transfer any articles which have been imported free 
of duty under this Part, a declaration shall be made to the [Director of 
Customs] before such sale or transfer is effected, and, unless such 
goods are sold or transferred to another company or contractor entitled 
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to the same exemption, uch import duty shall be paid as may be as­
sessed by the [Director of Customs] in accordance with the customs 
laws and regulations as from time to time in effect. 

(g) ]f the Company applies any article which has been imported free of 
duty under this Article to a nonexempt purpose, a declaration shall be 
made to the [Director of CustomsJ within thirty days of such initial 
use of nonexempt purposes and such import duty shall be paid as may 
be assessed by the [Director of Customs] in accordance with the laws 
and regulations governing customs. 

(h) In order to enjoy the benefits granted by tills Part all articles which are 
imported and for which a duty exemption is claimed must, as far as 
possible, be marked with the name or marks of the Company in a 
manner difficult to delete. 

49. Exports 
(a) The Company shall, subject to the conditions set forth in Part V, 

have the right to export and seU free of customs duties all products 
obtained from the opera tions under this Agreement subject to its 
prior fulfillment of the needs of [host country] purchasers, and its 
customers may take such products out of the country. 

Provided that the Company shall, in accordance with Se tion 41, 
use existing processing facilities in [host country], if the charges, 
recoveries and services therefor are competitive, after due regard 
has been given to any savings in transportation costs that would result 
from processing in [host country]. In the event that such recoveries 
and services are not competitive, then the Company shall have the right 
to process abroad, it being understood and agreed, however, that the 
Company will not so process abroad if it is economically feasible to 
con truct the requisite facilities therefor in [host country] pursuant to 
Section 14 of this Agreement and thereafter process it products on a 
basis which would be competitive with charges, recoveries, and services 
which would be competitive with those processing facilities abroad 
which it otherwise would have used, after due regard has been given to 
any savings in transportation costs that would result from processing 
in [host country]. 

(b) It is underst d and agreed that exemption [rom customs duties shall 
not liberate Ole Company, its contractors and subcontractors, or its 
agents and personnel from the obligation to fulfill aU customs formali­
ties necessary for statistical verification and other purposes. 

50. Cooperation 
All imports and exports of articles under this Agreement shall be handled 

simply and expeditiously and the Government will, at the Company's request, 
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cooperate with the Company in making appropriate arrangements between the 
Company and the customs authorities to this end. 

[Parts XlV, XV, XVI and XVII (Sections 51-60) relate to the cOlllpallY's 
right to suspend operations in certain circumstallces; the government's power 
to revoke the agreement for cause (with defillitions of what constitutes default); 
the company's rights and obligations on termination of the agreement; alld the 
definition of force majeure (justifying tell7porary curtailment of company 
ac t iv flies). 

The company may suspend operatiOlls for short periods if economically 
justifiable, but suspension of activities beyond two months call be considered a 
breach of obligations, and the government can consider tit is a default under 
Part Xv. Part XIV must be read in connection with Part /II Section 12 relating 
to working obligations and millimum expenditures, and Part XV Section 52 
relating to the government's power to revoke tlte COil tract if the company does 
not produce a minimum tonnage of copper concentrate a year, after the first 
commercial shipment. 

It should be noted that since provision is made for NMDC to obtaill 100 per­
cent ownership of operations ajier 25 years, all Compal1Y property will become 
the property of NMDG. Section 55(b) (allowing the company to withdraw 
normal stockpiles and liquid assets) would become operative ollly If the cOl1tract 
terminates before NMDC gaills substantial oWllership. 

Since the problems of default and termination are /lot dealt with specifically 
in the text; reference is made here to the following: C.R. Delaume, "Excuse for 
Non-Performance and Force Majeure in Economic Development Agreements, " 
Columbia Journal of Transnational Law 10 (Fall 1971): 242; and Peter Eigen, 
"Default, Tem1inatioll and Surrender," paper prepared for tile Interregional 
Workshop on Negotiation and Drafting of Mining Development Agreelllellts, 
dated 12 October 1973 (U.N., ESA/RT/AC 7/15). / 

PART XIV: SUSPENSION OF OPERATIONS 

51. General 
At any time and from time to time after the Date of this Agreement, the 

Company may notify NMDC that the Company is suspending, in whole or in 
part, its operations because in the Company's judgment economic or other 
conditions make it necessary to do so. The Company may then suspend opera­
tions and may continue such total or partial suspension of operations until, in 
the Company's judgment, such conditions no longer exist, provided, however, if 
the Company continues a total suspension of operations for longer than a period 
of two months, which is not made necesary by force majeure, the Government 
may treat such suspension as a default to be governed by the provisions of Sec­
tion 52 of this Agreemenl. Tn any event, the Company will consult with NMDC 
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and keep them fully informed regarding any suspension of operations under 
this Part. 

PART XV: DEFAULT BY COMPANY 

52. Government's and NMDC's Power of Revocation for Cause 
In the event that 

(i) the Company fails to commence operations within six months as 
required by Part m of this Agreement or fails to meet its expendi­
ture obligations within the period specified in Part III of this Agree­
ment, or 

(ii) no cOnlmercial shipment of ore is made within [four] years of the 
Date of this Agreement, or 

(iii) any tax or other payment payable by the Company under tllis Agree­
ment or the laws of lhost country] shall be in arrears or unpaid for 
a period of six calendar months next after any or the days on or before 
which the same ought to have been paid, or 

(iv) the Company assigns to a third party the whole or part of the rights 
held by it under this Agreement without the previous written consent 
of NMDC as provided in this part, or 

(v) the Company has knowingly submitted to the Government or NMDC 
any false statements which were a material consideration for the 
execution of this Agreement, or 

(vi) the Company intentionalJy extracts any minerals other than copper 
ore, gold, silver, or Associated Minerals without express authorization 
by NMDC or 

(vii) the Company fails to export __ tons of copper concentrate or its 
equivalent in smelted or refined product in any year after the first 
commercial shipment, or 

(viii) the Company fails to comply with any final decisions by the arbital 
tribunal in a controversy arising with either the Government or NMDC 
under this Agreement, or 

(ix) there be any other breach or nonobservance by the Compoany of any 
of the terms, obligations, or conditions of this Agreement, or of any 
law of [host country] not superseded by this Agreement, or 

(x) tlte Company shall make or enter into any agreements for compo ilion 
with its creditors or shall go into liquidation, whether compulsory or 
voluntary (other than for the purpose of reconstruction), or if a re­
ceiver is appointed, or 

(xi) the Company fails to establish processing facilities in accordance with 
Section 14 of this Agreement. 

The Government 3nd/or NMDC may, ubject to the provisions of 
this Part, revoke th is Agreemen t. 
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53. Notification and Remedy 
(a) In the event that the Government or NMDC deems it desirable to 

revoke this Agreement pursuant to this Part, the Government or NMDC 
shall give to the Company notice in wriling specifying the particular 
breach or nonobservance complaint of and requiring the Company, 
within three calendar months of such notice (or within such extended 
time as the Government or NMDC may deem fair having regard to the 
circumstances of the particular case), to remedy the same or make 
reasonable compensation to the Government or NMDC, as the case 
may be, in a manner acceptable to the Government or NMDC. 

(b) If the Company shall fail to comply with said notice, the Government 
or NMDC may, after the expiration of said thIee calendar months 
or extended time, revoke this Agreement, provided, however, that 
where there is any dispute between the parties as to: 
(i) whether there has been any breach or nonobservance by the 

Company of any term, obligation, or condiLion of this Agree­
ment, or 

Oi) whether any breach or nonobservance is remediable or as to the 
manner in which it should be remedied, the Company may, 
within the above-mentioned three-month period refer the dispute 
to arbitration, and neither the Government nor NMDC shall 
exercise its power of revocation until the result of arbitration 
is known, and then subject to the terms of the award. Provided, 
however, that if the Company elects to refer the dispute to arbi­
tration, it shall be diligent in prosecuting its claim before the arbi­
tal tribunal. 

(c) Upon the revocation of this Agreement by the Government or NMDC 
all rights granted to the Company hereunder shall terminate, subject 
to, and without prejudice to, any obligation or liability imposed or 
incurred under this Agreement prior to the effective date of revocation 
and subject to, and without prejudice to, the rights and obligations of 
the parties under this Part. 

54. Penalties 

(a) Unless otherwise specifically provided for in this Agreement or any law 
referred to in this Agreement and notwithstanding NMDC's right of 
revocation under this Part, the penalty for any breach of this Agree­
ment shall be damages which shall be fixed by agreement, or, if agree­
ment cannot be reached, then damages or specific performance as 
fixed by the arbital tribunal. 

(b) Notwithstanding the provisions of this Part, in the event the Company 
shall be in default in the making of any payment of money to the 
Government which the Company is required to make pursuant to 
Part V, the period within which the Company must cure such derault 
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shall be 30 days after the receipt of notice thereof. The penalty for 
lat.e payment shall be an interest charge on the amount in default 
equal to [the New York prime interest rates in effect at the date of 
default plus __ percent]. 

PART XVI: TERMINATION BY THE COMPANY 

55. Removal of Property at Termination 

(a) Upon the expiration or earlier termination of this concession or any 
part thereof and of any extensions or renewals thereof, the Company 
shall leave, in good and safe running order, the mine or quarry, all 
fixed assels such as buildings, roads, railroads , airstrips , harbors, and 
docks constructed by the Company under this Agreement, and all plants 
and equipment necessary for the continued operation of the conces­
sion, and the ame shall revert to NMDC and shall become the property 
of NMDC without compensation to the Company. 

(b) Subject to any claims which NMDC or the Government may have 
against the Company, arising under this Agreement or otherwise, aU 
normal stockpiles and other liquid as els used by the Company in 
connection with its operatiolls and activities under tllis Agreement 
shall remain the property of the Company and may be freely with­
drawll, exported, sold, or otherwise di posed of, without paymellt of 
any duty, provided, however, that NMDC shall have the first right to 
purchase at a fair price to be determined between the parties any such 
stockpiles or other liquid assets. In the evellt that NMDC fails to 
exercise such right of purchase witllin ninety days after the ternlination 
of concession, the ompany may remove such stockpiles and other 
liq uid a sse ts. 

56. Continuation of Rights and Duties 

Rights and obligations which have come into effect prior to tile termination 
of this Agreement and rights and obligations relating to transfer of currencies 
and properties which have not yet been completed at the lime of such termina­
tion, shall continue in effect for the time necessary or appropriate fully to 
exerci e such right and discharge such obligations. 

57. Infrastructure 

At the end of the term as provided in Part XXII or upon termination of the 
Agreement as provided in this Part XVI, or when no longer needed by the Com­
pany, and at no cosl to the ompany , any such property of the Company in 
lhost c untry] movable and immovable, as shall be in u e for public purpose 
such as roads, school, and hospitals, shall be transferred as a gift to the Govern­
ment. 
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PART XVII: FORCE MAJEURE 

58. General 
Any failure by either NMDC, the Government or any of its instrumentalities 

or subdivisions, or by the Company, to carry out any of its obligations under 
this Agreement other than the Company's obligation to make payments of 
money shall not be deemed a breach of contract or default if such faiJure is 
caused by force majeure. If, through force majeure, the fulfillment by either 
party of any terms and conditions of this Agreement is delayed, curtailed or 
prevented, then, anything in this Agreement to the contrary notwithstanding, 
the time for carrying out the activity thereby affected and the term of this 
Agreement specified in Part XXII shall each be extended for a period equal to 
the total of the periods during which such causes or their effects were operative. 
For purposes of this Agreement, force majeure shall include wars, insurrections, 
civil disturbances, blockades, embargoes, strikes and other labor conflicts, riots, 
epidemics, earthquakes, storms, noods, or other adverse weather conditions, 
explosions, fires, Ugh tIling, orders or directions of any government de jure or 
de facto or instrumentality or subdivision lhereof, and acts of God or the pub­
lic enemy. Provided, however, that only such loss, damage, or injury as could 
not have been avoided by the taking of proper precautions, due care or such 
reasonable alternative measures as aforesaid shall be regarded as the conse­
quences of any failure caused by force majeure. It is understood that in no 
event may the Government or any ofits instrumentalities or subdivisions, invoke 
as force majeure any act (or failure to act) on its part. 

59. Notice 
The party whose ability to perform its obligations is affected by force ma­

jeure shaJl, as soon as possible after the occurrence, notify the other party 
thereof in writing, stating the cause, and the parties shall endeavor to do all 
reasonably within their power to remove such cause and resume activities; 
provided, however, that neither party shall be obligated to resolve or terminate 
any disagreement with t1tird parties, including labor disputes, except under con­
ditions acceptable to it or pursuant to the final decision of any arbitaJ,judicial, 
or statutory agencies having jurisdiction to finalJy resolve the disagreement. As 
to labor disputes, the Government and the Company will cooperate in a joinl 
endeavor to alleviate any conf1ict wh.ich may arise. 

60. Disputes 
Any differences regarding interpretation or application of this Part, including 

differences concerning the period by which the terms of this Agreement and of 
rights and obligations thereunder should be extended, shall, jf not otherwise 
amicably resolved, be determined through means of settlement stipulated under 
Part XVIII. 
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(Parts XVlll and XIX (Sectiolls 61-63) relate to the settlemellt of disputes 
and call tract revisioll. The dispute-serrlemellt provision relates to rhe construc­
tion, meaning, or effect of the cOIl/ract, to questiolls arisillg out of the contracr, 
and to rights and obligatiolls ullder the COil tract. This provisioll is broadly 
enough drajied to cover disputes relatillg to the ecollomic feasibility of establish­
il/g processillg facilities (Part !1J, SectiOIl 14) or cOlltract revision (Part XIX). 
Provisioll is made for ref ere/Ice of disputes ro the IlItematiolZal Centre for Settle­
ment of Investment Disputes; tile niles of tlte Centre are to be used. Other 
dispu te-settlillg agel/cies could, of course, be used. if the particular agellcy does 
not have its OWIl rules of procedure, they should be il/cluded ill the call tract. 
Parties must be lIationals of states thar have siglled the CO/lvention all the 
Settlelllent ofIllvestlllellt Disputes to use the Centre. 

Parl XiX provides for periodic review of fiscal alld other provisions witlt 
regard to the review of the tax rafe or pro/it-sharing; the parties are fa take 
into cOllsideratioll tlte ecollomic value of the cOf/cessioll alld the terms of 
other agreements lIegotiated ill the prior five years by the host govel'llmellt, the 
investor, or third parties with regard to the milleral ill question. 

it rnay be lIoted that sOll/e coulltries do /lot permit dispute settlement by 
external agencies.} 

PART XVIII: SETTLEMENT OF DISPUTES 

61. Method of Dispute-Settlement 
(a) If at any time during the continuance of tllis Contract or thereafter 

there shall be any question or dispute with respect to the con truction, 
meaning, or effect of this Contract, or ari ing out of this Contract or 
concerning the rights or obligations hereunder, either party Sllall have 
the right to refer the dispute to the International Centre for Settle­
ment of Investment Disputes for setllement by conciliation and/or 
arbitration as hereinafter provided. Any of the parties to such dispute 
may commence conciliation or arbitration proceedings by giving no­
tice to the other party and to the Secretary-General, In ternational 
Centre for Settlement of Investment Disputes (including in such notice 
a statement of the question or dispute and of the claim or contention 
of the person giving the notice). 

(b) The Rules of Conciliation and Arbitration of the International Centre 
for Settlement of Investment Disputes shall govern the conciliation and 
arbitration. The place of conciliation or arbitration shall be such as 
may be agreed by the parties and in default of agreement shall be as 
provided in the Rules of the Centre. 

(c) Pending the issue of a decision or award the operations or activities 
that shall have given rise to the arbitration need not be discontinued. 
but if the decision or award recognizes that a c mplaint was justified. 
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provision may be made in the award for such reparation or compensa­
tion in respect of such continued operations and activities as shall be 
decided by the arbitrator to be appropriate. 

(d) The decision of the arbitrator shall be final and binding upon the par­
ties to this Contract and upon any person who participated as a party in 
such arbitration proceedings, and he shall comply in good faith with the 
decision. 

(e) Should the International Centre for Settlement of Investment Dis­
putes be replaced by, or its functions substantially devolve upon or 
be transferred to, any new international body of similar type and com­
petence, the function of the Arbitration Tribunal of the International 
Centre for Settlement of Investment Disputes provided by this Article 
shall be exercisable by the chief officer of such in ternational body with­
out further agreement among the parties hereto. 

(I) This Agreement shall be construed in accordance with the laws of [host 
country] . 

(g) [f the services of the entre are unavailable to the parties to this Agree­
ment, then such unsettled dispute shall be referred to the International 
Chamber of Commerce to be settled under the rules of procedures of 
the said Chamber of Commerce. 

PART XIX: REVIEW OF CONTRACT TERMS 

62. Fiscal Provisions 
(a) The Parties shall, at five-year intervals from the effective date of this 

Agreement, review the terms of sections of this Agreement (fiscal) 
to determine whether sections shall be amended to provide for an 
allocation of [net profits] differing from the allocation provided for in 
said Article. 

(b) In undertaking such review, the Parties hall bargain in good faith with 
a view toward providing a fair and equitable division of profits in light 
of the economic factors prevailing at the time of the review. 

(c) In undertaking such review the Parties shall be guided by, but not 
limited to, consideration of the following factors: 
(i) the economic value of the concession, 
(ii) terms of other copper agreements negotiated by the govern­

ment within the five-year peri d preceding the date of review, 
(iii) terms of other copper agreements negotiated by Foreign Over­

seas Investors, Inc. within the five-year period preceding the date 
of revIew, 

(iv) terms of other copper agreements negotiated by third parties 
to the extent that such agreements can be reas nably compared 
to this Agreement. 
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63. General Review 

(a) The Parties shall, at year intervals from the effective date of tllis 
Agreement, review the Agreement (excluding those sections covered in 
Section 62 above) to determine whether, in the light of changed cir· 
cumstances, the Agreement should be amended. 

(b) The Parties agree that they shall each carry out such review in good 
faith and shall give due regard to the legitimate interests of the other 
party. 

(Parts XX, XXI, XXII, XXIII and XXIV (Sectiolls 64-69) relate to the com­
pallY's domicile, service of process, assignmellt of the company's rights and ob­
ligations, the agreemellt period, the right of renewal, alld fhe law governing tlte 
COli tract. 

The agreement is to rUIl for twellty~five years. Since NMDC is to purchase 
100 percellt equity ownership by the twellty-fifth year, a right of rellewal would 
not be appropriate here. An optiollal provisioll is included to cover circum­
stances il1 which the government or its agent does not acquire flill control.} 

PART XX: DOMICILE; SERVICE OF PROCESS 

64. General 
The Company shall be domiciled in [host country] and subject to the juris­

diction of courts in [host country] which normally have jurisdiction over corpo­
rations. The Company shall maintain in [host country] an office or agent for 
receipt of service of process or notification or other official or legal communica­
tion. 

65. Notices 
(a) Notices for the purpose of this Agreement shall be sufficiently served if 

delivered or sent by registered post: 
(i) in the case of NMDC to the __ _ 
(ii) in the case of the Government, to the __ _ 
(iii) in the case of the Company, to the manager of the __ _ 

office. 
(iv) in the case of Foreign Overseas Investors, Inc. to __ _ 

(b) All notices, requests or other communications required by, provided 
for in, or relative to this Agreement shall be in writing. Cables and 
telegrams shall be considered a written communications, but they 
shall be confirmed by let ter. 

PART XXI: ASSIGNMENT 

66. General 

(a) The Company shall not assign, or purport to assign, the concession or 
any part thereof granted under this Agreement or any rights, privileges, 
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liabilities or obligations granted or imposed by this Agreement, or any 
interest in the concession without the previous consent in writing of 
NMDC (except that the consent of NMDC shall not be required where 
the assignment is to another company in which the Company holds 
100% of the equity, provided that NMDC shall be informed of any such 
assignment within thirty days of the assignment). 

(b) NMDC shall not give its consent unless it is satisfied: 
(i) that the proposed assignee is itself of good reputation or is a 

member of a group or groups of companies or good repu tation or is 
owned by a company or companies of good reputation; 

(ii) that there is likely to be available to tbe proposed assignee either 
from its own resources or through other companies in the group 
of which it is a member, or otherwise, sufficient teclmical knowl­
edge, experience and know-how and sufficient financial resources 
to enable it effectively to carry out a program satisfactory to 
NMDC for the operations hereunder; and 

(iii) that the proposed assignee is in all other respects acceptable to 
NMDC. NMDC may impose such conditions on the assignment 
as it considers appropriate. 

(c) The assignee shall have all the dgh ts and privileges and shall assume all 
the liabilities and obligations of the assignor with respect to what is 
assigned without relieving the Company or Foreign Overseas Investors, 
Inc. of such liabilities and obligations unless the Government and 
NMDC expressly consent to such a release. 

(d) For the purposes of this Part the term "assign" shall include the admis­
sion to partnership of any third party in the activities and operations of 
the Company under this Agreement and shall include the mortgaging or 
any rights, privileges, liabilities, or obligations granted or imposed by 
this Agreemen t. 

PART XXII: AGREEMENT PERIOD 

67. General 
Subject to the provisions herein contained, this Agreement shall continue in 

force until the expiration of [twenty-five] years following the Date ofthi8 Agree­
ment, [subject to renewal for such term or terms and on such terms and condi­
tions as provided in Part XXIII] . It is understood and agreed that at any time 
the Company shall propose a substantial new investment in the Project or 
shall require an extension of the term of this Agreement in order to facilitate 
additional financing, long-term sales contracts or otherwise, and in any event at 
least five years prior to such expiration date, the Government will give sym­
pathetic consideration to a request by the Company to extend the term of this 
Agreement to permit continuation of the Project on the basis of long-term plan-
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ning and ound mining and operating practices and to assure continuing em­
ployment of those devoting their time and efforts to the success of the Project. 

PART XXIII: RIGHT OF RENEWAL 

OF AGREEMENT 

[A right-ofrenewal provision will ordillarily /lot be appropriate ill a 'ituation, 
such as contemplated in this illustrative cOlltract, ill which ( 1) the contract is to 
rUIl for 25 years; (2) NMDC is to gaill total cOlltrol of the compally within 25 
years (see Part IV); and (3) provision is made for review of fiscal and other pro­
visions at stated intervals (see Part XIX). In circumstances where a right of 
renewal is appropriate, tlze following type of provision might be included.] 

68. General 
(a) This Agreement may be renewed for an additionaJ term of __ years 

on the same conditions except those relating to income taxation, 
royalty payments, land rent, and other provisions relating to the Com­
pany's financial obligations to the Government and NMDC. 

(b) This Agreement may be renewed for a second additional period of 
__ years on such terms as are agreed upon by the parties. 

(c) Provided, however, that such rights of renewal are subject to the Com­
pany's fulfillment of its obligations under this Agreement. 

PART XXIV: GOVERNING LAW 

69. General 
This Agreement shall be governed by the laws of [the host country J ' 

ADDITIONAL PROVISIONS: COMMENT 

[The inclusion of particular subjects ill a concession agreement will depend 011 a 
l1umber of factors, including the comprehensiveness of general legislation alld 
the concems of each party. If the general income tax aCf is comprehensive ill its 
coverage, mere reference fa that act may be suffiCient. The same may be true of 
a milling code, exchange control act, or company law, for example. 

If an investor is concerned about liis right to remit profits, he //lay request 
a provision on foreign exchange. If he is concerned about his freedom to market 
the ore or processed product, or to enter illto lOllg-term COil tracts, he may re­
quest a provision Oil marketing. 

Opillions differ among investors concerning the advisability of a provisioll 
dealing with Ilationalization alld the right to speedy and effective compensa­
tion. Some feel that it is useful to have a provision guarallteeing compensation ill 
the evellt of lIationalization Others feel that such a provisioll might ellcourage 
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the nationalization they seek to avoid. Some countries have been willing to in­
clude provisions guaranteeing that the government will not nationalize for a 
specific period.] 

FIRST SCHEDULE : CONTRACT AREA 

The Contract Area includes the following: 

SECOND SCHEDULE: MAP OF CONTRACT AREA 
DESCRIBED IN FIRST SCHEDULE 

THIRD SCHEDULE: REPORTS TO 
BE SUBMITTED 

1. Reports to the Government and NMDC and 
Records to be Maintained 

(a) With respect to the Company's obligation to pay taxes on net income, 
the Company shall submit such information and documents as re­
quired in the Income Tax Act, 19- . 

(b) With respect to the Company's exploratory and mining activities, the 
Company shall submit such information and documents as required in 
Section 4 below. 

(c) In addition, the following shall be delivered to NMDC: 
(i) True copies of all sales, management, commercial, and financial 

agreements concluded with Affiliates and independent parties 
and all other agreements concluded with Affiliates, to be sub­
mitted within one month after conclusion. 

(ii) Monthly reports setting forth the quantities and qualities of ore 
produced, shipped, sold, utilized, or otherwi e disposed or and 
prices obtained. 

(d) The Company shall furnish to NMDC and the Government all other 
information of whatever kind which the latter may request ill order 
that NMDC and the Government may be fully apprised of the Com­
pany's exploration and exploitation activities. 

(e) All information furnished to the Governmen 1 shaH be in [English J 
and, in the event that such information is a translation from the origi­
nal, shall be certified true translation. All fmancial data shall be re­
corded in [U.S. dollars] . 

(D The Company shall maintain all original records and reports relating to 
its activities and operations under this Agreement including all docu­
ments relating to financial and commercial transactions with Indepen­
dent Parties and Afflliates in its principal office in [host country]. 
These records and reports shall be opened to inspection by NMDC and 
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the Government through an authorized repre entative during normal 
working hours. uch report and records shall be maintained in the 
[English] language and all [maneial data shall be recorded in [U.s. 
dollars] . 

(g) The provisions of this chedule shall apply to the Company' copartici­
pants, Affiliates, contractors, and subcontractors to the extent that 
such copartieipant, Affiliate, contractor, or subcontractor carries out 
operations and activities in furtherance of the ompany's obligation, 
activities and operations under this Agreement. 

2. Reports to be Confidential; Cost of Reports 

(a) Any information supplied by the ompany hall (except with the con­
sent in writing of the Company which shall not be unreasonably with­
held) be treated by all persons in the service ofNMD and the Govern­
ment as confidential, but NMDC and the Government hall nevertheless 
be entitled at any time to make use of any information received from 
the Company for the purpose of preparing and publishing aggregated 
returns and general reports on the e tent of ore pro pecting or ore 
mining operations in [host country] and for the purpose of any arbitra­
tion or litigation between NMDC and/or the Government and the 

ompany. 
(b) All records, reports, plans, map, chart, accounts, and information 

which the Company i or may be from time to time required to upply 
under the provisions of this Agreement shall be supplied at the expense 
of the Company. 

3. Inspection 
Any person or persons authorized by the MDC or the Government shall be 

entitled at all reasonable times to enter into and upon any part of the premi e 
of the Company and in pect its work, activities, and operations to insure the 
proper implementation by the ompany of the provisions of any law applicable 
to the work, activities and operations f the ompany, including the provision 
of this Agreement and any regulations and decisions issued for the implementa­
tion of any applicable law. 

4. Exploration and Exploitation Reports 

(a) The Company wiIJ keep the NMDC and the Government, through the 
, advised concerning the Company's perati ns through sub­

mission of progress reports, beginning with the fir t quarter following 
the Date of this Agreement, as to the progres and result of the Com­
pany' development operation and activitie under this Agreement. 

(b) The Company shall file with the a sUlllmary of Its geological and 
metallurgical investigatlOlls, all geological, geophyskal, topographic, and 
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hydrographic data obtained from the general survey and exploration 
and a sample representative of each principal type of copper-bearing 
mineralization encountered in its investigations. 

(c) Exploration Reports. Quarterly reports relating to any exploration 
activities shall include: 
(i) the results of geological and geophysical investigations and prov­

ing of ore deposits in the exploration area and the sampling of 
such deposits; 

(ii) the results of any general reconnaissance of the various sites of 
proposed operations and activities under this Agreement; 

(ill) information concerning the selection of routes for roads and 
railways from the mining areas to a suitable harbor for the export 
of the ore ; 

(iv) information concerning the planning of suitable townsites, includ­
ing information of suitab le water and power suppJies for the 
townsiles and other facilities; 

(v) such other plans and information as to the progress of operations 
in the exploration area as the (Department of Mines] may from 
time to time reasonably require. 

(d) ExplOitation Reports. 
(i) the Company shall submit to the (Department of Mines] a 

monthly statistical report beginning with the first month follow­
ing the commencement of mining operations which shall set forth 
the number and location of the workings on wltich work was be­
gun during the preceding month; the number of workmen em­
ployed thereon at the end of the month, a list of the equipment 
at the workings at the end of the month and a brief description of 
the work in progress at the end of the month and of the work 
contemplated during the following month. 

(ii) the Company shall furnish to the (Department of Mines] quar­
terly reports beginning with the first quarter foUowing the com­
mencement of the exploitation period concerning the progress 
of its operations in the Contract Area. This report shall specify 
in full: 
(1) those workings in which ore is considered to have been 

found, regardless of whether the deposits are deemed to be 
commercial or not (together with all data relative to the 
estimated volumes of the reserves, the kind or kinds of such 
ore encountered, and the analyses thereof); the number and 
description of workings which have been placed in com­
mercial production and the full particulars concerning the 
disposition of such production; the number of workmen 
employed on each such working as of the work in progress 
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at the end of the quarter in question and of the work con­
templated during the ensuing quarter. 

(2) the work accomplished during the quarter in question with 
respect to all installations and facilities directly or in­
directly related to its exploitation program such as, but not 
limiled to, those accessory works and installations de­
scribed in Part VIII hereof, together with the work contem­
plated for the ensuing quarter with respect to the ame 
installations and facilities and indicating actual and esti­
mated investment in such installations and facilities made, 
committed, or to bc committed with respect to such instal­
lations and facilities. 

(3) the Company shall furnish to the [Department of Mines] 
an annual report beginning with the first complete year 
following the First Mining Day which shall include: 
(A) the number and description of the workings which 

were in progress at the end of the year preceding the 
year in question (with a showing as to which are in 
commercial production); the number and description 
of workings abandoned during the year; the produc­
tion of each of the workings, regardless of whether in 
commercial production or not, with a full description 
of the kind and quality and analysis f ore prod uced 
from each working; the number of workings on which 
activities are continuing at year end, but which have 
not gone into conunercial production. 

(B) the total volume of ores, kind-by-kind, broken down 
between volumes mined, volumes transported from 
the mines and their corresponding destination, vol­
umes stockpiled at the mines or elsewhere in [host 
country], volumes sold or committed for export 
(whether actually shipped from [host country] or 
not), volumes actually shipped from [host country] 
(with full details as to purchaser, destination and 
tcrms of sale), volumes refined, processed and/or 
manufactured within [host country] with full speci­
fications as to the intermediate products, by-products, 
or final products, out turned within [host country] 
(with full showing as to the dispOSition of such inter­
mediate products, by-product or final products 
and of the terms on which they were disposed); 
and 

(C) work accomplished and work in progress at the end 



260 Appendix 

of the year in question with respect to all of the 
installations and facilities related to the exploitation 
programs, including, but not limited to those referred 
to in this Schedule herein , together wi th a full de­
scription of alJ work programmed for the ensuing 
year with respect to such instailations and facilities 
including a detailed report of all investment actually 
made or committed during the year in question and 
all investment committed for the ensuing year or 
years. 

(4) Monlhly and quarterly reports shall be submitted in quad­
ruplicate wi thin thirty days of the end of the mon tIl or 
quarter in question, as the case may be. Annual reports 
shall be submitted in quadruplicate within ninety days of 
the end of the year in question. 
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