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FOREWORD

he rather daunting title of this report is “The
Business Case for Community Consent.”

But it’s really about common sense. Common
sense in a world in which communications are virtually
instantaneous and reputation has enormous global
value. Almost 75 percent of the market capitalization of
the companies in the Dow Jones Industrial Average is
intangible—primarily a company’s brand and reputation.

This report examines the premise that the informed
consent of a community affected by development projects,
either public or private, makes good business sense. It
argues that the risks created by not obtaining community
consent are significant and quantifiable, as are the
benefits obtained with meaningful consultation.

The principle of free, prior, informed consent is still
evolving. This paper explores its many facets and the
potential implications for the projects that corporations
and governments undertake, especially in developing
countries.

The process of consultation is not simple, nor is the
meaning of consent obvious. In many cases, it is not
even obvious who or what constitutes a community; as
a consequence, the definition of consent and who can
grant it requires careful discussion. But those discussions
must acknowledge the ever-increasing expectations that
communities have a say in projects that affect their future.

The examples this report presents illustrate the power of
strongly mobilized public opinion. A community ignored
or scorned can exact a significant financial price in the
present and impose opportunity costs for a company in
the future.

Many companies and governments still push projects
through to completion without community consultation
or approval. In many cases, they believe their actions are
justified, perhaps even in the public interest. Yet, among
affected communities the ripples from such action don’t
dissipate quickly.

Even as we refine what this principle means in
operation, there is no question that as a principle and as
a practice, free, prior, informed consent is a key part of
legitimacy.

And if you wonder if that is true, simply ask this question:
Is your company better off having the people in the
communities where you operate with you or against you?

It is just plain common sense.

JONATHAN LASH

PRESIDENT
WORLD RESOURCES INSTITUTE
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hile much has been written on the legal,

normative, and development arguments for

ensuring that host communities have the
opportunity to provide their free, prior, and informed
consent (FPIC) to a project, relatively little attention has
been paid to the “business case” for FPIC. The argument
is rarely made that it is in the financial interest of project
sponsors and their financial backers to ensure that local
communities have certain rights to provide or withhold
their consent.

Most project sponsors and financiers tend to perceive
the business case for community interaction in
terms of “community engagement” or “consultation.”
Operationlizing FPIC is an evolving practice. As a result,
when FPIC is considered, it is often regarded as being
too difficult or ill defined to implement effectively, or as
inconsistent with host country preferences or policies.
In some situations, governments may conclude that
the “national interests” in a project should override
local concerns, or they may simply not be interested in
ensuring the concerns of all stakeholders are addressed.

As a result, while many sponsors and financiers of high-
risk projects require community consultations as part of
their assessment or development procedures, they rarely
require that consent be achieved as a key element for
project development.

THE CASE STUDIES

This report demonstrates the business case for
incorporation of FPIC principles in large-scale
development projects. Drawing on four case studies from
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projects around the world, it illustrates how a company’s
ability to gain the approval of the host community can
affect the project’s success. In addition, it describes best
practices and leading policy developments that provide
practical guidance for implementing FPIC principles in
global business practices.

The report includes four cases:

1. In the Philippines, the Malampaya Deep Water Gas-to-
Power Project is the largest industrial development in the
nation. The project extracts natural gas from below the
seabed off the coast of Palawan Island and transports

it more than 500 kilometers by undersea pipeline to a
natural gas refinery plant in Batangas City on Luzon
Island. It is a joint venture of the Royal/Dutch Shell
subsidiary Shell Philippines Exploration (SPEX), Chevron
Texaco, and the Philippine National Oil Company (PNOC).

Shell employed four strategies to gain community
consent: (1) community outreach and interviews with key
opinion leaders and decision makers; (2) information
dissemination, education, and communication activities;
(3) perception surveys and participatory workshops to
introduce the project and validate initial survey results;
and (4) participatory involvement in the formulation of
environmental management plans.

Based on these activities, the project sponsors made
significant changes to the project. Shell also recognized
that the risks of community opposition can arise after
the project has been implemented, and endeavored to
maintain and cultivate its relationships with the affected
communities during project operations. These efforts
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have succeeded in gaining community support for the
project and significant, documented financial savings to
the company.

2. In Argentina, the Esquel Gold Project is a proposed
open-pit mine project near the town of Esquel. Esquel’s
residents are well-educated and socially cohesive; many
moved to the community from more urbanized areas to
enjoy its natural amenities and alpine charm.

The Esquel project is owned by Meridian Gold, a mid-
tier gold producer based in Reno, Nevada. Meridian hoped
to develop an open-pit gold mine 700 meters above and
7 kilometers east of the town. From the earliest stages of
project development, the company did not share critical
information about the potential benefits and risks of the
project, or engage with the community to understand
and address its concerns before they became points of
contention. Meridian reacted to gathering opposition
mainly by initiating a public relations campaign that
proved to be counterproductive. The mining project was
overwhelmingly rejected in a public referendum in March
2003.

As a result, a project that the company once billed as
“the next chapter” in its growth has never been developed.
According to financial analysts monitoring the mining
sector, the events in Esquel created significant concern
with respect to Meridian’s share price. In addition, in
February 2006 Meridian was forced to write down the
value of the property by US $379 million. It remains to be
seen whether Meridian will ever be able to gain access to
Esquel’s estimated US $1.33 billion reserves.

3. In Thailand, the Samut Prakarn Wastewater Management
Project (Samut Prakarn) was conceived by the Pollution
Control Department of the Government of Thailand
(PCD) in the early 1990s to address the severe water
pollution problems in Samut Prakarn province.

Due to its strategic location on the Chao Phraya River
just southeast of Bangkok, Samut Prakarn province had
become one of the most heavily industrialized and rapidly
urbanizing provinces in Thailand. But its rudimentary
sanitation and water treatment facilities could not handle
the large volumes of wastewater produced by its 1.2
million residents and over 4,000 factories.

Recognizing the severity of the problem, the
Government of Thailand asked the Asian Development
Bank (ADB) to assist in the development of a wastewater

management system for the province. The ADB
recommended building two large central treatment plants,
one on each side of the Chao Phraya River. Only one
contractor submitted a final bid to build a single facility—
not at the original east bank site, but rather at Klong Dan,
more than 20 kilometers from the east bank of the river.

The residents of Klong Dan were not informed of the
decision to relocate the wastewater treatment facility to
their community. They objected to the nontransparent
and nonparticipatory manner in which the change to
the location was made, and to the fact that appropriate
environmental or social assessments of the impacts at the
new site were not conducted.

Community leaders also came to suspect that the
decision to move the project was driven more by
corruption and the desire to enrich a handful of politically
well-connected landholders than by any considered
assessment of the public interest. Thai authorities
investigated and corroborated these allegations, and
uncovered additional evidence of corruption.

Despite the fact that the project is 95 percent complete,
all work on the project remains suspended as the PCD
determines how to proceed. To date, the Government
of Thailand has spent an estimated US $650 million
constructing the project, and will need to spend an
additional $140-%$180 million to complete the facility
and bring it online. The value of the economic benefits
attributed to the project has already been reduced by about
$1.27 billion, and the project is no longer economically
viable under its original assumptions.

4. In Peru, the Minera Yanacocha Gold Mine Project
(Yanacocha) is the one of the largest and most profitable
gold mines in the world. Yanacocha is a joint venture of
Newmont Mining Corporation (51 percent), Compafiia
de Minas Buenaventura of Peru (44 percent), and the
International Finance Corporation, the private-sector
lending arm of the World Bank Group (5 percent).

Yanacocha is a linchpin asset for each of its principal
owners. Its six open-pit mines, five leach pads, and
associated processing facilities sprawl across 160 square
kilometers, five separate mountains, and four distinct
watersheds. These existing facilities occupy only a small
portion of the 1,725-square-kilometer concession on which
Yanacocha owns exploration and development rights.
After a relatively modest start in 1992, new discoveries led
to rapid expansion.
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By 1998, the mine was causing significant tensions
between the company and the community. The situation
worsened after a June 2000 accident involving the
transportation of mercury that affected residents in several
villages, and worsened further as a result of community
opposition to the company’s interest in mining Cerro
Quilish, a 3.7-million-ounce deposit within the Yanacocha
concession.

After a long legal battle that ultimately was won by
the company, in September 2004 Yanacocha obtained
a government permit to begin exploring Quilish and
moved its drilling equipment onto the site. The public
reaction was swift and intense. The protests culminated
in a region-wide strike that included a mass mobilization
of approximately 10,000 people in the public square in
Cajamarca. The blockade was disbanded and protests were
ended after local leaders and representatives of the Ministry
of Mines negotiated an agreement with the company.

In early November, the company publicly apologized for
its actions, formally requested that the Ministry revoke
its permit to explore Quilish, and removed the Quilish
project from its operations plans. Quilish’s reserves are
worth an estimated US $2.23 billion, and could have
brought in about US $1.7 billion after production costs.
Furthermore, the conflicts between Yanacocha and the
community have placed more than just the Quilish
reserves in jeopardy—other proposed expansions of the
mine are now facing heightened scrutiny.

Based on these case studies, the report reaches a
number of important conclusions:

® When businesses get it right, achieving consent can
benefit both the community and the project.

® The business risks of going forward with a large-scale
project in a community without its acceptance can
threaten the viability of the project.

® Community opposition can arise from impacts that are
generated at any stage in the project cycle.

® Addressing issues of community concern before the
project begins is likely to be more successful and cost-
effective than responding to community opposition
later on.

® The risks of failing to achieve community consent are
not borne exclusively by the project sponsor. Other
stakeholders, such as shareholders, financiers, and host
governments can also have their interests adversely

affected by conflicts that may result from the failure to
achieve community support of a project.

® Engagement or consultation may not always be
sufficient to fully address these risks. Consultations
that do not resolve a community’s reasons for
opposition or achieve consent will provide little
assurance against potentially costly and disruptive
conflict.

THE BOTTOM LINE

Taking these findings from the case studies into account,
the report recommends that each stakeholder take
specific, affirmative steps to ensure that the free, prior,
and informed consent of project-affected parties is secured
before and during project operations, recognizing the
operational uncertainties surrounding “community
consent.”

Most important, it recommends that project sponsors
and financiers incorporate community involvement
and consent procedures and requirements into their
project and investment decision making, planning,
and operations at the very beginning, and that host
governments incorporate such procedures and
requirements into their permitting processes.

We recognize that achieving FPIC can be challenging.
Implementation questions—such as who should be
empowered to represent the community, through what
processes is approval given, how to overcome difficult
enabling environments, and how FPIC should be
verified—can defy easy answers and may vary significantly
with the particulars of the local context.

The four case studies suggest six principles that may
assist project proponents in crafting and implementing
consent procedures that will mitigate the business risks
associated with projects that do not adequately involve the
community:

Information. Affected communities should be provided
sufficient information in local languages regarding the
proposed project. Project proponents should work with
communities to understand the types of information
the communities need to make informed decisions,
and must allow sufficient time for communities to
review and discuss information provided to them.

‘WRI: DEVELOPMENT WITHOUT CONFLICT



Inclusiveness. All interested community members
should be allowed and encouraged to take part in
the FPIC process, including stakeholders affected by
indirect or cumulative impacts.

Dialogue. Dialogue within an FPIC process should

be formalized, continue throughout the lifetime of a
project, and include government and local stakeholder
representatives.

Legal recognition. FPIC should be formally recognized
through binding negotiated agreements. There should
be a sufficient period of time for community decision
making prior to project commencement.

Monitoring and evaluation. Opportunities for
appropriate and independent community monitoring
should be put in place. Monitoring and evaluation
should be supported by independent grievance

processes to ensure that community concerns are
addressed throughout a project’s lifetime.

Corporate buy-in. Project proponents should view
FPIC as an inherent and necessary cost of project
development. Where appropriate, developers

should find constructive ways to channel funds to
communities to maintain the integrity of the process
and the independence of the community’s role.

Community involvement and consent work best in a
setting where the host country government recognizes
these concerns as a matter of law or policy. Project
proponents should work with governments to gain their
endorsement and involvement in the FPIC process. To
tully protect their legal rights and interests, proponents
should develop with communities further procedures
based on local conditions.

‘WRI: DEVELOPMENT WITHOUT CONFLICT

4



INTRODUCTION

eveloping a large-scale industrial project can be
D one of the most complex business transactions

that a company can undertake. To bring a project
online, a project sponsor must successfully address a
daunting array of issues, and must gain the consent
and cooperation of many different actors, including
project shareholders, bankers, insurers, operators, public
permitting authorities, contractors, suppliers, workers,
and, when appropriate, customers. Reconciling the
different expectations and interests of these stakeholders
often requires lengthy, and even intense, negotiations
to clarify the rights, obligations, and expectations of the
parties, and confirm their agreement to participate.

Yet ironically, the stakeholders that may have the greatest
interest in the project—the host communities—may
often be least likely to have the opportunity to negotiate
their interests or consent to the project. For communities
that host a large-scale project, unlike for most other
stakeholders, project decisions can literally be life altering.
Whether a project goes forward—and how benefits, costs,
and risks are allocated over the project’s life cycle—can
profoundly affect the lives, livelihoods, and development
aspirations of communities, both positively and
negatively, for years to come. While the interests of other
stakeholders are subtly choreographed, host communities
are often relegated to observer status.

“Free, prior, and informed consent” (FPIC, or “consent”)
is the right of communities “to exercise control, to the
extent possible, over their own economic, social and
cultural development.”! Operationlizing FPIC is an
evolving challenge. The answers to questions like What
defines a “community”? and What determines “consent”?
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are debated. What is absolutely clear, however, is that the
needs and concerns of a community that may be host to a
project cannot be ignored or given short shrift.

There is a surprising lack of attention to the business
case for community consent. Although the challenges of
gaining consent can be considerable, the business case for
not imposing a project on an unsupportive community
is compelling. For one thing, the business risks of
community opposition can be much greater, in both
magnitude and likelihood, than many of the other project
risks that project sponsors and financiers routinely seek
to shift, mitigate, or insure against. The potential risks
related to community opposition include:

e increased costs from delays in construction and
operation;

e reduced demand for project outputs;
e reduced access to critical project inputs; and

e increased costs of mitigating environmental and social
impacts.

Community opposition can also induce the government
to halt operations, revoke permits, or impose costly fines
on projects. In the worst case, the failure to properly
manage these risks can threaten the project’s commercial
success or financial viability. Moreover, the adverse
impacts of community resistance can also transcend the
specific project and affect corporate operations more
broadly. Potential corporate impacts include brand
and reputational harms and greater difficulty in future
projects.

WRI: DEVELOPMENT WITHOUT CONFLICT
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On the other hand, project sponsors that demonstrate
the support of their host communities can find it easier
to gain regulatory approval for future projects, efficiently
bring their products to market, attract skilled employees,
or market their products to the growing pool of customers
who consider production conditions and corporate
sustainability practices in their purchasing decisions.

This report seeks to fill the gap in the existing literature
by suggesting the business case for sponsors of large-
scale, high-impact projects to treat the consent of the host
community as a requirement of project development.
The business case argument is set out in four sections.
The first section provides context by briefly reviewing
the origins and evolution of the FPIC requirement in
international law and development discourse. It argues
that while community consent first emerged as an
international norm applicable to indigenous peoples,
it has come to be widely seen as integral to the fair
treatment of all communities.

The second section addresses the business case for
FPIC. It describes the potential risks associated with
developing projects that lack the support of their host
communities, and the benefits that may be achieved from
obtaining consent.

The third section focuses on case studies. Through a
series of real-world examples, it illustrates some of the
ways in which the risks of community opposition can
manifest themselves in both public- and private-sector
projects and how dealing with community concerns
can lead to a successful project. To the extent possible,
based on publicly available information, each case
study quantifies the financial impacts that community
opposition (or its avoidance) has had on the project and
its sponsor. This section also includes boxes that explore
several other aspects of the business case for FPIC that are
not fully discussed in the case studies.

The fourth section offers a set of potential conclusions
and recommendations that emerge from the case studies.
It describes the substantial business advantages that
can be realized from securing broad-based community
consent before making major project decisions, and at
each stage in project development and operations. It
therefore recommends that each stakeholder take specific,
affirmative steps to ensure that the free, prior, and
informed consent of project-affected parties is secured
before project operations.

Finally, Appendix A provides a list of resources to
assist those who seek further practical guidance and best
practices on how to conduct a FPIC process.

‘WRI: DEVELOPMENT WITHOUT CONFLICT
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hile sometimes controversial, the principle that

host communities should have the opportunity

to grant or withhold their free, prior, and
informed consent (FPIC) to projects located on their lands
or that impact the resources upon which they depend is
now widely considered to be an internationally guaranteed
human right of indigenous peoples, and is increasingly
being recognized in national law, international norms,
and voluntary best practice standards and guidelines.>
FPIC is also increasingly seen as critical to ensuring that
all communities have the opportunity to control their own
development destinies. This section defines the FPIC
principle, and provides an overview of the ways in which it
has been recognized in various international conventions
and guidelines, and in the national law of a growing
number of countries.

The International Labour Organization (ILO) defines
FPIC as the right of communities “to exercise control, to
the extent possible, over their own economic, social and
cultural development.” This right is held collectively by
the community and does not give individuals the power to
veto a project. FPIC requires that consent be freely given,
obtained prior to final authorization and implementation
of activities, and founded upon an understanding of the
full range of issues implicated by the activity or decision
in question.* It is more than a one-time event: “it involves
a continuous, iterative process of communication and
negotiation spanning the entire planning and project
cycles....”s While this does not mean that all decisions
are provisional or nonbinding, it does require that
information be provided, and consent be obtained, with
respect to:
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undertaking prefeasibility and feasibility assessments;

conclusions reached by studies undertaken regarding
community support;

any negotiated resettlement plan and compensation
settlement;

any development plans associated with the project;
means of benefit sharing;

allocation of liabilities;

means of redress;

oversight mechanisms; and

project closure and decommissioning issues.

FPIC differs importantly from mere consultation in
the way decision-making authority is exercised and
legitimated. Consultation requires only an exchange of
information among project sponsors, regulators, and
affected communities. It therefore provides only a limited
mechanism for the public to provide information to
project decision makers, or to be apprised of decisions
that have already been made elsewhere. Consultations
do not involve sharing or transferring decision-
making authority to those who will be directly affected.
Furthermore, they do not necessarily facilitate more
inclusive and collaborative decision making, and are rarely
an empowering form of public engagement.”

On the other hand, FPIC processes allow host
communities to meaningfully participate in decision-
making processes, negotiate fair and enforceable
outcomes, and withhold their consent to a project if
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their needs, priorities, and concerns are not adequately
addressed. By requiring consent, FPIC processes can

give affected communities the leverage to negotiate
mutually acceptable agreements under which the project
may proceed, thereby ensuring that the projects stand a
better chance of producing results that benefit them. In
doing so, FPIC processes empower host communities by
changing the basic terms of engagement, and can thereby
help ensure that the poorest and most marginalized or
disenfranchised groups are included in the decision
making and receive an equitable share of project benefits.®

The legitimacy and practical benefits of the community
right to FPIC have been recognized in a number of
international conventions and standard-setting exercises,
voluntary sectoral guidelines, and national laws. For
the most part, these focus on the rights of indigenous
communities—due to those communities’ unique
circumstances and special status in international law.
For example, ILO Convention 169 (1989) provides that
indigenous and tribal peoples “shall have the right to
decide their own priorities for the process of development
as it affects their lives, beliefs, institutions and spiritual
well-being and the lands they occupy or otherwise use,
and to exercise control, to the extent possible, over
their own economic, social and cultural development.”®
Similarly, the United Nations (UN) draft Declaration on
the Rights of Indigenous Peoples provides:

Indigenous peoples have the right to determine and
develop priorities and strategies for the development
or use of their lands, territories and other resources,
including the right to require that states obtain their
free and informed consent prior to the approval

of any project affecting their lands, territories and
other resources, particularly in connection with the
development, utilization or exploitation of mineral,
water or other resources.!

Other human rights conventions, such as the
Convention on the Elimination of Racial Discrimination,
the International Covenant on Civil and Political Rights,
and the Convention on Biological Diversity, have been
interpreted to require that the rights of communities to
FPIC be recognized and implemented.!! In addition, the
UN Sub-Commission on the Promotion and Protection
of Human Rights’ Norms on Transnational Corporations
states that:

..transnational corporations and other business
enterprises shall respect the rights of local

communities affected by their activities and the rights
of indigenous peoples and communities consistent
with international human rights standards.... They shall
also respect the principle of free, prior, and informed
consent of the indigenous peoples and communities to
be affected by their development projects.!2

Regional human rights systems have also supported
the rights of indigenous communities to FPIC over the
uses of their lands and resources. The Inter-American
Commission on Human Rights has concluded that inter-
American human rights law requires “special measures
to ensure recognition of the particular and collective
interest that indigenous people have in the occupation
and use of their traditional lands and resources and their
right not to be deprived of this interest except with fully
informed consent, under conditions of equality, and
with fair compensation.”’? Similarly, the Organization
of American States draft American Declaration on
the Rights of Indigenous Peoples declares that states
should obtain consent prior to the approval of any
project affecting indigenous peoples’ lands, territories,
and resources, particularly in connection with the
development, utilization, or exploration of mineral, water,
or other resources.* And the European Commission has
recognized the right of indigenous peoples to “object
to projects,” which includes the principle of free and
informed consent.!s

The principle of FPIC for indigenous peoples has
also been recognized in several global standard-setting
processes that have articulated “best practices” for
specific high-impact industries. For example, the Forest
Stewardship Council, a multi-stakeholder collaboration
to establish norms for the forestry industry, recognizes
that indigenous peoples have the right to control the
forest resources on their lands, unless they delegate
control with free and informed consent to other entities.6
The World Commission on Dams similarly recognized
the importance of respecting the rights of indigenous
communities to consent to activities that impact their
lands and resources.”” And the World Bank’s Extractive
Industries Review, an independent review of the
development impacts of the World Bank’s oil, mining,
and gas lending, also endorsed FPIC for indigenous
communities, although the Bank ultimately adopted a
slightly different standard (see Box 1).18

Some countries have incorporated community consent
provisions in domestic law. In the Philippines, community
consent is required by the general law applicable to
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FINANCE SECTOR

The World Bank has begun to incorporate a community
consent principle into its policy framework—at least for

some of its highest-risk projects. In 2004, after an extensive
independent review of its extractive industries portfolio (the
Extractive Industries Review, or EIR), the Bank revised its
policies to require that an extractive industry project must
secure the “broad support” of affected communities through

a process of “free, prior, and informed consultation” in order
to be eligible for Bank financing.! The next year, the Bank
revised its Indigenous Peoples policy to apply the same broad
community support standard to projects that affect indigenous
peoples.? The Bank has argued that this new standard not only
will help to ensure that communities are better able to assert
their interests in the planning process, but will also benefit
project sponsors, since projects that are endorsed by their host
communities tend to be more productive and less vulnerable
to disruption, and often enhance the reputations of their
sponsors.?

In March 2000, after a comprehensive review of its own
environmental and social policies, the World Bank’s private-
sector lending arm, the International Finance Corporation
(IFC), extended the application of the broad community
support standard to all projects that will have “significant
adverse impacts” on affected communities. For projects that
affect the lands of indigenous peoples, the IFC replaced the
broad community support standard with a requirement that
the project sponsor engage in “good faith negotiations” with
the affected communities, and demonstrate the “successful
outcome” of the negotiation.*

Both the World Bank and the IFC received substantial public
criticism for failing to adopt the standard FPIC formulation.
But it remains to be seen whether in practice the “broad
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community support” or “good faith negotiation” requirements
will prove to be any less protective of community preferences
than FPIC. Each of these standards incorporates an element
of community acceptance or approval into project decision
making that should, if conscientiously applied, functionally
approximate an FPIC requirement.

The approach recently taken by the Equator Principle banks—
a coalition of more than 40 of the world’s largest private-
sector project financiers that have agreed to harmonize their
environmental and social policies with the [FC’s performance
standards—does not fully incorporate the principles noted

in the above paragraph. While the Equator Principle banks
have adopted the “good faith negotiation” requirement for
projects that affect indigenous peoples, they require only free,
prior, and informed consultation with other adversely affected
communities. They have not adopted IFC’s requirement that
such consultations lead to broad community support. Without
such a minimum standard for consultation outcomes, the
Equator Principle does not require that public inputs actually
influence project decision making, and does not ensure that
individual projects and stakeholders of these projects can
realize the benefits of consent-based decision making. Thus,
there is opportunity for enhancing these new principles

in practice by encouraging borrowers to seek the support

of nonindigenous communities in high-risk, high-impact
projects.

Notes
1. World Bank 2004, p. 7.

2. World Bank, Operational Policy 4.10: Indigenous Peoples (July
2005).

3. World Bank 2004, p. 5.
4. IFC 2000, p. 30.

indigenous peoples (Indigenous Peoples Rights Act, 1997)
and more specific laws, such as those that regulate mining
and protected areas (Philippine Mining Act of 1995;
National Integrated Protected Areas System Act of 1992).
Similarly, community consent of local communities

(other than indigenous peoples) is also required for
bioprospecting and forestry, and is implied in all projects
requiring an environmental impact assessment (EIA).

For projects requiring EIAs, the principle of community
consent is supposed to guide decision makers in
approving or rejecting a project.’ In the United States,
federal law allows for a streamlined relicensing process

for operators of hydroelectric plants that can demonstrate
they have the consent of affected stakeholders (see Box

2). FPIC has also been incorporated in the mining law

in Australia’s Northern Territory for almost 30 years, and
in the legislation of at least five other Australian states.20
Russian law also recognizes FPIC as a right of indigenous
people.2!

Although the right to FPIC is more firmly entrenched
for indigenous communities, there is a growing
recognition that all communities should have a
meaningful role in making decisions about projects
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BOX 2

In the United States, federal law allows for a streamlined
relicensing process for operators of hydroelectric plants

that can demonstrate they have the consent of affected
stakeholders. Pursuant to the Federal Power Act, the Federal
Energy Regulatory Commission (FERC) authorizes “new”
licenses and renewals for hydroelectric dams. At least five
years before a project license expires, the operator must
notify FERC of its intent to seek a new license.> The licensee
must prepare materials on project operations and future
relicensing plans. This information serves as a basis for
consultations with state and federal agencies, Native American
tribes, nongovernmental organizations, affected property
owners, and other members of the public to identify the
actions needed to minimize adverse environmental and social
impacts.s Based upon the inputs from these consultations,
the licensee conducts further studies and proposes a set of
licensing conditions for FERC'’s consideration. Approval of
these license conditions is a prerequisite for relicensing.+

This relicensing process can be quite time-consuming

and expensive. However, licensees can significantly

reduce the time and expense of gaining FERC approval by
demonstrating stakeholder consent through a “settlement
agreement” process.s Under this approach, local agencies

and public stakeholders negotiate directly with the license
applicant to develop proposed terms and conditions that
include appropriate environmental and social mitigation
commitments.® Once a settlement has been agreed upon,

it is submitted to FERC with the request that all settlement
terms and conditions be included as part of the official license.
However, since FERC may delete or change some conditions
of the agreement, many settlement stakeholders include terms
in the settlement that make all settlement conditions legally

SETTLEMENT AGREEMENTS IN U.S. LAW FOR HYDROELECTRIC PLANT RELICENSING

binding, regardless of whether they are included in the final
government license.

FERC encourages the settlement process because it allows

for a more efficient and less contentious relicensing process.”
And stakeholders on all sides of the process like it because
settlement agreements often yield outcomes for the riparian
environment and the impacted communities that are superior
to those that can be achieved in traditional relicensings.?

Trust and inclusion of all perspectives are seen as key
elements of good settlement agreement processes. As a
result, stakeholders often begin by negotiating protocols of
engagement before addressing substantive issues. This allows
them to establish a framework for long-term cooperation
among all stakeholders and generally reflect the concerns of
all parties in a relatively equitable manner. FERC notes that
“when the process is successful, a common result is more
local control and ownership of the licensing decision, and
ongoing local participation during the term of the license.”

Notes

1. FERC 2004.

2. Id.

3. http://www.hydroreform.org/hydroguide/7-settlements-as-
preferred-basis-for-licenses.

Id. There are three relicensing processes: Three Step Traditional,
Alternative Procedures, and a newer Integrated Licensing Process.
18 CFR § 385.601 et seq.

For example, American Whitewater, “Stewardship Relicensing
Overview.” Available at: www.americanwhitewater.org.

Id.

Id.

FERC 2004, pp. 2—-7.

that directly affect them, including the ability to refuse

to host projects that do not provide adequate benefits

or help them to realize their development aspirations.z
For nonindigenous communities, the case for FPIC is
based on (1) the right to meaningful participation in
environmental decision making;? (2) the right to control
access to their lands and resources;?* (3) contemporary
standards of public participation as a hallmark of
legitimate governance; and (4) basic principles of equity
and justice.? The World Commission on Dams concluded:

Public acceptance of key decisions is essential for
equitable and sustainable water and energy resources

development. Acceptance emerges from recognizing
rights, addressing risks, and safeguarding the
entitlements of affected people, particularly indigenous
and tribal peoples, women, and other vulnerable
groups. Decision-making processes and mechanisms
[should be] used that enable informed participation by
all groups of people, and result in the demonstrable
acceptance of key decisions.2

Similarly, the World Bank’s Extractive Industries Review
recommended that the rights of local communities to
FPIC be respected as a precondition to World Bank
funding of extractive industry projects.” And the Mining,
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Minerals and Sustainable Development project, an
industry-led initiative to assess the contribution of the
mining sector to sustainable development, concluded:

Land use decisions should be arrived at through a
process that respects the principle of prior informed
consent arrived at through democratic decision-making
processes that account for the rights and interests

of communities and other stakeholders, while still
allowing for the negotiated use of renewable and non-
renewable resources.?

While the principle of FPIC is increasingly recognized
in both human rights and development discourse,
substantial questions remain about how it should best
be implemented. Achieving FPIC can undoubtedly
be difficult, as significant implementation challenges
often arise. But these challenges are not so daunting as
to negate the rights and development cases for FPIC
described in this section, or the business rationale
discussed in the following sections.
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his report identifies six principles that are critical
components of crafting and implementing consent
procedures:

Information. Affected communities should be provided
sufficient information in local languages regarding the
proposed project. Project proponents should work with
communities to understand the types of information
the communities need to make informed decisions,
and must allow sufficient time for communities to
review and discuss information provided to them.

Inclusiveness. All interested community members
should be allowed and encouraged to take part in
the FPIC process, including stakeholders affected by
indirect or cumulative impacts.

Dialogue. Dialogue within an FPIC process should

be formalized, continue throughout the lifetime of a
project, and include government and local stakeholder
representatives.

Legal recognition. FPIC should be formally recognized
through binding negotiated agreements. There should
be a sufficient period of time for community decision
making prior to project commencement.

Monitoring and evaluation. Opportunities for
appropriate and independent community monitoring
should be put in place. Monitoring and evaluation
should be supported by independent grievance
processes to ensure that community concerns are
addressed throughout a project’s lifetime.
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Corporate buy-in. Project proponents should view
FPIC as an inherent and necessary cost of project
development. Where appropriate, developers

should find constructive ways to channel funds to
communities to maintain the integrity of the process
and the independence of the community’s role.

Community involvement and consent work best in a
setting where the host country government recognizes
these concerns as a matter of law or policy. Project
proponents should work with governments to gain their
endorsement and involvement in the FPIC process. To
fully protect their legal rights and interests, proponents
should develop with communities further procedures
based on local conditions.

Without these components, corporations run a
dangerous risk that projects will not succeed or will fall
below expectations. They also miss many significant
benefits—in terms of cost savings; improved community,
national, and international reputation; and ability to win
acceptance of future projects. This section presents the
business case for community consent, in terms of both
the risks entailed in not following these principles and the
potential benefits of gaining community consent.

REDUCING RISK

Sponsors of international projects are usually experts at
negotiating the multiple administrative processes required
to secure the permits and licenses necessary to develop a
project.? However, they are often less adept at recognizing
that regulatory approval does not necessarily imply the
consent of host communities. Official approval processes
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often marginalize—or bypass entirely—host communities
and other locally affected interests. And governments
often lack the will or the capacity to help project sponsors
negotiate agreements with host communities, or to
enforce those agreements as the project moves forward.
Host communities commonly complain that these
processes do not adequately account for their concerns
regarding the adverse environmental, social, and
economic impacts of projects, or too readily allow them
to bear a disproportionate share of the costs and risks of
projects undertaken in the “national interest.”30

In response, host communities in many countries have
become more proactive about asserting their interests and
less willing to allow their governments to have exclusive
control over the terms of their participation. Communities
are increasingly demanding a more pluralistic approach to
project development that affords them a decisive voice in
decisions about how the lands they occupy and the natural
resources on which they depend will be utilized.! More
and more, they frame this demand by insisting on the
opportunity to grant or withhold their consent to projects
that directly affect them.3

The failure to respect a community’s right to FPIC
may produce a strong public backlash, in the form of
blockades, mass mobilizations, strikes, consumer boycotts,
and litigation. In extreme cases, such conflict can lead
to civil strife, violence, and human rights abuses. For
example, efforts by the Philippine government in the
1980s to develop large infrastructure projects in territories
indigenous peoples had occupied for centuries led to
revolt, public campaigns, and significant project delays.
Ultimately, the Indigenous Peoples’ Rights Act of 1997 was
passed as a result of these and other organized movements.

For project sponsors and their financiers, community
opposition can introduce significant risks. At the project
level, these include:

reduced access to capital;
increased construction costs and delays;

reduced access to critical project labor and material
inputs;

operational delays and increased production costs;

reduced demand for products (particularly name brand
consumer items); and

increased costs of post-hoc mitigation of environmental
and social impacts.

Community opposition can also cause the government
to revoke permits, impose fines, or even halt operations.
Moreover, community resistance can have adverse impacts
on corporate operations beyond the scope of an individual
project, including negative impacts on stock prices,
brands, and reputations, and greater difficulty in securing
financing, insurance, and community cooperation in
future projects. Each of these risks is discussed below.

Financing Risks

It may be far more difficult for project sponsors to
attract cosponsors or to secure financing for projects
that are opposed by their host communities. Investors
and financiers may delay their involvement, require
more lucrative terms as compensation for the additional
risks, or simply decline to participate at all. For example,
Manhattan Minerals was forced to abandon its plans for
a mine in Tambogrande, Peru, after intense community
opposition prevented the company from bringing a major
partner into the venture.?* Intense local opposition to a
proposed US $1.7 billion paper mill on the Argentina—
Uruguay border recently prompted ING Group to
withdraw its consideration of financing the project.3

Construction Risks

Community opposition can significantly increase the

risk that the project sponsor will not be able to complete
the project on time, on budget, or at all. Blockades, work
stoppages, and lawsuits can cause lengthy delays in the
design, siting, permitting, and construction of the project,
and can significantly raise the costs of construction.
Construction delays can result in increased finance
charges and contractual penalties for failure to deliver
outputs. More important, major increases in up-front
capital costs and delays in realizing expected revenue
streams can significantly impact the project’s expected
financial rates of return. For example, indigenous peoples
on the island of Mindanao in the Philippines waged a
campaign against the Philippine National Oil Company’s
Mt. Apo geothermal plant, which delayed the project (and
its revenues) for many years.3

Operational Risks

Community opposition can also increase the risks that
the project sponsor will not be able to produce a sufficient
quantity of output, or sell it at a sufficient price, to justify
the investment. Through blockades, protests, work
stoppages, and litigation, community opposition can
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raise production costs and impede the project’s ability

to bring the product to market. And through boycotts or
adverse publicity, it can reduce the demand for a project’s
outputs. Similarly, community opposition can also
increase the risks that the project will not have consistent
access to sufficient, high-quality inputs for its operations.
Community blockades can inhibit access to critical
ecosystem service inputs, such as water supplies or timber
reserves. And opposition can reduce the project sponsor’s
ability to attract and retain qualified local workers, can
induce strikes and work stoppages, and can raise tensions
to the point where it becomes uncomfortable—or even
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unsafe—for (particularly expatriate) management
personnel to reside in the host community. Finally,
community complaints can force the sponsor to incur
additional costs to secure its facilities and develop and
implement politically acceptable post-hoc environmental
and social mitigation plans.

A particularly vivid illustration of how community
opposition can disrupt operations occurred at Rio Tinto’s
Panguna copper mine in the Papua New Guinea province
of Bougainville. One of the most productive copper mines
in the world at the time, Panguna was forced to close in
1989 after accumulated local grievances with the mine
helped ignite a secessionist civil war that claimed the
lives of thousands of Bougainville residents. It has never
reopened.36

Reputation Risks

Reputation risk is “the current and prospective impact
on earnings and capital arising from negative public
opinion.”¥ Though difficult to quantify, community
opposition to a project can have direct and potentially far-
reaching impacts on the reputations of project sponsors
and their financiers. By partnering with media-savvy
transnational advocacy networks, aggrieved communities
can alert the global public to the impacts of a company’s
projects, even in the most remote corners of the world.
As a result, the sponsor of a project that faces significant
community opposition may find that other communities
become much less willing to host its projects. And
companies with global operations and high consumer
visibility may find that their consumer brand identity

can quickly be tainted by allegations that the company is
coercive, predatory, and indifferent to social concerns. For
example, in the early 1990s the threat of an international
consumer boycott forced Scott Paper to abandon its plans
for a US $635 million Indonesian eucalyptus plantation
and pulp mill that may have displaced thousands of

local residents and decimated huge swaths of tropical
rainforest.3

Corporate Risks

Sponsors of projects that run into trouble due to
community opposition can suffer a variety of collateral
impacts on their balance sheets and their other operations.
Reduced profitability and asset values of a project can
decrease the company’s stock valuation, particularly for
less-diversified companies. Manhattan Minerals, for
example, suffered a huge decline in its stock market
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valuation after the Peruvian government terminated its
option to develop the mine when it could not find a major
partner to cofinance Tambogrande.* In addition, the
perception that a company cannot earn the support of
host communities can adversely affect its ability to raise
financing for future projects, or to negotiate acceptable
terms and premiums for project insurance.

Host Government Risks

Host governments are typically critical players in the
development and operation of large-scale projects. In
their permitting and regulatory roles, host governments
often have the primary responsibility for addressing
adverse impacts on affected parties and ensuring that
mutually beneficial outcomes are reached. They also have
the primary role in creating the enabling conditions for
effective FPIC processes. In many cases, however, host
governments lack the capacity or political will to fulfill
these roles effectively. For example, governments in some
instances conclude that the “national interest” in a project
should override local concerns, and are not interested

in ensuring that the concerns of all stakeholders

are addressed. In these circumstances, the affected
communities often hold the project sponsors responsible.
Thus, in Bougainville, at least some of the antipathy of
the residents toward the Panguna mine was caused by
the insensitivity of the Australian colonial government to
the land claims of the local residents at the time the mine
was being developed. The local landowners believed that
the Australian authorities did not seek their permission
to develop the mine. Instead, they imposed Australian
property law, which granted the rights to subsurface
minerals to the government, in contradiction to traditional
property rules.*

Moreover, communities that are aggrieved by a
project may petition their government for redress, and
their advocacy efforts may induce the government to
significantly alter the way in which it discharges its
regulatory functions. In response to local concerns,

a government may commence enforcement actions

or impose civil or criminal penalties on sponsors,

tighten regulatory or statutory requirements, or

withhold or withdraw necessary permits and licenses.
Host governments may also void their commercial
arrangements, withhold payments, or even nationalize, or
renationalize, private assets.

Host Country Political Risks

Even if the government does not take action against a
project’s sponsors, community opposition can create
other political risks in a host country. Most importantly,
similar grievances in different communities in a country
or region can accumulate to the point where the business
environment for a company or industry is degraded. For
example, despite continued government support for the
industry, the local political culture of Peru has become
demonstrably less accommodating to mining projects as a
result of a number of high-profile conflicts between mines
and their host communities.

RECOGNIZING THE BENEFITS

Aside from risk reduction, invoking a successful
community consent process can produce significant
benefits for the company, the region, and the
environment. Community support can save time, which
can yield significant monetary benefits.

For a large-scale infrastructure project, the total costs
of engaging the affected communities and gaining
their consent are likely to be extremely small relative to
the total project costs. Moreover, a proven track record
of harmonious community relations can make future
interactions with government regulators much easier, and
can help a project sponsor win public contracts for other
projects. Thus, SPEX used its success with Malampaya
to help convince the Philippine government that it was a
suitable sponsor for a related project—the construction
of an onshore pipeline from its natural gas refinery in
Batangas to two nearby gas-fired power plants. SPEX was
able to secure the support of the Philippine government
for this project, even before it obtained the US $5 million
investment needed it. Shell’s success also has facilitated
the company’s efforts to develop new projects elsewhere
around the world.
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his section illustrates the “business case” for

obtaining the consent of host communities

by considering several case studies. First, it
examines a more positive case study, the Malampaya gas
project in the Philippines, in which the project sponsor
avoided significant costs during project planning and
implementation through early and consistent attention to
FPIC issues. Then it considers three cases in which the
sponsors suffered significant adverse business impacts
due to the failure to secure or maintain community
support: (1) the Esquel gold mine in Argentina, (2)
the Samut Prakarn Wastewater Management Project
in Thailand, and (3) the Yanacocha gold mine in Peru.
These cases highlight some of the myriad ways in which
community opposition can impede the development—or
compromise the profitability—of large-scale, high-impact
projects. Based on publicly available information, each
case study attempts to quantify the financial impacts that
community opposition (or its avoidance) has had on the
project and its sponsor. In addition, this section includes
several boxes that highlight other aspects of the business
case for FPIC that are not captured in the case studies.
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Projects that generate significant public opposition
are, by definition, highly controversial, and the reasons
for conflict are often in dispute. To ensure objectivity
in describing the relevant events, we tried to solicit the
help of the project sponsors or other key proponents in
developing the case studies. However, with the exception
of Shell Philippines in the Malampaya case, cooperation
was not forthcoming, despite our best efforts. Shell’s
participation enabled us to visit project sites, review
project documentation, and interview a number of
senior corporate officials. The other case studies did not
benefit from such access—they were limited to desk
reviews of primary and secondary source materials. To
maintain balance in those cases, we emphasized public
materials produced by the project sponsor or financiers,
independent third-party investigators or dispute resolution
mechanisms, and well-respected news sources.
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THE PHILIPPINES

he Malampaya Deep Water Gas-to-Power Project

(Malampaya)—a US $4.5 billion joint venture of
the Royal/Dutch Shell subsidiary Shell Philippines
Exploration (SPEX), Chevron Texaco, and the Philippine
National Oil Company (PNOC)—is the largest industrial
investment in the Philippines.#2 The project extracts
natural gas from below the seabed off the coast of Palawan
Island and transports it more than 500 kilometers by
undersea pipeline to a natural gas refinery plant in
Batangas City on Luzon Island.

Malampaya began commercial operations in January
2002. With total reserves of 3 trillion cubic feet, the
project is expected to produce 400—450 million cubic feet
of gas per day for over 20 years.” The refined gas from
the Malampaya project feeds a separate pipeline project
that supplies three gas turbine power plants in Batangas
province. These plants are expected to supply Luzon with
a total of 2,700 megawatts of electricity—over 30 percent
of the Philippines’ total power demand.*

SPEX and ChevronTexaco each owns and financed 45
percent of the project, and PNOC owns and financed the
remaining 10 percent. The project sponsors expect to earn
US $6.7 billion from Malampaya—US $3 billion each
for SPEX and ChevronTexaco, and US $0.67 billion for
PNOC.# In addition, the Philippine government is expected
to earn at least US $10 billion through a “service contract”
that entitles it to 6o percent of net project revenues.*

SPEX operates and manages the project on behalf of
its partners, and was responsible for bringing the project
online. Construction commenced in 1998 and entailed
large-scale operations in four different provinces (see

CURT CARNEMARK/WORLD BANK

Figure 1). First, it built a concrete gravity structure—the
foundation of the offshore platform—in Sitio Agusuhin,
Subic Bay, and Zambales. Second, SPEX installed the
concrete gravity structure and platform at the offshore
extraction site northwest of Palawan province. Third,
SPEX laid the 504 kilometers of offshore pipeline under
the waters around Palawan and Mindoro Islands.#’” Fourth,
SPEX constructed a natural gas refinery plant to process
the extracted gas in Batangas City.

SHELL'S INTEREST IN OBTAINING COMMUNITY
CONSENT

According to SPEX, Malampaya was the first project in the
Philippines to actively undertake a community consent
process as part of its Environmental Impact Study (EIS),
even though it was not explicitly required to do so. Shell’s
interest in engaging affected communities and obtaining
their consent was influenced by several political, legal,
and business-related considerations. First, Shell began

to develop Malampaya in the mid-199o0s, at a time when
its record of environmental and social stewardship

was being sharply criticized and intensely scrutinized.
Activists had been criticizing Shell for its environmental
and human rights record in the Delta region of Nigeria,
and for its controversial decision to dispose of the Brent
Spar oil terminal in the North Sea. Public reaction to
Shell’s conduct led to organized campaigns, international
protests, and consumer boycotts that damaged the
company’s reputation and cost it millions of dollars in
revenue.® Chastened by the public backlash, Shell began
to develop a set of sustainable development policies and
to rethink its approach to community engagement.*

The company stated: “[W]e have learned that for some
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FIGURE1 | MAP OF MALAMPAYA PROJECT

Source: SPEX.

decisions, [public] approval is as important as the
opinion of experts or the official consent of authorities.”s°
Shell designated Malampaya to be the first project to
incorporate this new approach.

In addition, SPEX was well aware of the adverse
affects of community opposition on other projects in the
Philippines. In 1983, Shell Philippines had constructed a
gas terminal facility in Biflan, Laguna Province, without
consulting the local communities. Even after the project
had secured environmental approval, local opposition
mounted until the mayor of Bifian refused to approve
other permits necessary for the continued operation of
the facility. As a result, the project experienced lengthy
delays and closed down entirely after a year in operation.’!
Similarly, other high-profile clashes between project

sponsors and their host communities in the Philippines,
such as the Benguet Antamok Gold Operation (BAGO)
pit mine,’2 the Calaca II Coal Fired Power Plant,s3 and the
Mount Apo Geothermal Project’* led SPEX to recognize
the advantages of securing public acceptance.

Finally, the regulatory requirements of the Philippine
government with respect to community participation were
evolving as Shell was planning the project. When Shell
first approached the Department of Environment and
Natural Resources (DENR) to identify the requirements
for its EIS in 1995, the Philippine Environmental Impact
Assessment law did not mandate community engagement
as part of the EIS process.ss But shortly thereafter,
the law was revised to require public participation. In
1996, DENR issued guidelines that defined public
participation as “a transparent, gender sensitive, and
community-based process involving the broadest range
of stakeholders, commencing at the earliest possible
stage of project design and development and continuing
until post-assessment monitoring, which aims to ensure
social acceptability of a project or undertaking.” The
guidelines defined “social acceptability” as “the result
of a process mutually agreed upon by the DENR, key
stakeholders, and the proponent to ensure that the valid
and relevant concerns of stakeholders, including affected
communities, are fully considered and/or resolved in the
decision-making process.”s¢ In 1996, however, “social
acceptability” did not necessarily require community
consent; this came later, at least for indigenous peoples,
with the passage of the Indigenous Peoples Rights Act
of 1997. Box 3 provides the Administrative Order in the
Philippines that guides obtainment of community consent
necessary for environmental licenses to be issued from
the Environment Ministry.

SHELL'S APPROACH TO COMMUNITY
RELATIONS

Shell began engaging community stakeholders in 1996,
about two years before project construction began. Its
outreach efforts were conducted through two Shell
entities: (1) SPEX, the chief proponent of the project;
and (2) the Pilipinas Shell Foundation, which included
the social development arm of Shell Philippines (the
Shell Foundation or PSFI)*” and the External Affairs
(EA) Division of Shell Philippines, the parent company
of SPEX.58 SPEX was assigned to deal with all the issues
related to the environment, including permitting, while
the foundation took charge of all social development
issues directly and indirectly related to the project. The
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BOX 3

The process of obtaining community consent and continuing
to work with communities is complex and difficult. It is not
always easy to measure or assess whether it is working well.

To help ensure that the process is succeeding, in 1996 the
Philippine Government issued an administrative order
requiring project sponsors to complete a matrix that discusses
all community concerns and how they are being addressed

by the sponsor. Government approval of this matrix was a
prerequisite to obtaining an environmental license from the
Environment Ministry.

The matrix identifies six different areas: ecological and
environment soundness of the proposed project, effective
implementation of the public participation process, resolution
of conflicts, promotion of social and intergenerational equity
and poverty alleviation, and proposed mitigation measures

for adverse impacts and measures for the enhancement of
positive impacts on people. For each of these areas, it suggests
indicators or other evidence that can measure whether the
area has been successfully addressed.

Ecological and Environmental Soundness of the Proposed
Project

Examples of proof that this criterion has been met can
include:

o Risk Management Plan, if applicable;

e Environmental Management Plan, with the commitment of
the proponent to implement the proposed measures;

PHILIPPINES MATRIX ON COMMUNITY CONSENT

e municipal, barangay (township), or provincial resolution
endorsing the project;

endorsement letters from local nongovernmental
organizations (NGOs) and community leaders;

signed contract between the proponent and project
contractor(s), incorporating all of the mitigating and
enhancement measures in the terms of reference or scope
of work of the contractor(s); and

o list of detailed specifications of raw materials and
equipment to be used in the project, from the different
suppliers showing that they are the product of
environmentally friendly processes and substances.

Effective Implementation of the Public Participation Process
Examples of proof include:

o scoping report that has been signed by all key parties and
stakeholders’ representatives;

matrix showing the manner of inclusion of the comments
and suggestions of stakeholders in the various aspects of
the EIA; and

stakeholder letters signifying interest to participate in the
monitoring of the project and/or implementation of the
Environmental Management Plan.

continued next page

foundation also played an ongoing role in managing social
development projects in the communities affected by the
Malampaya project.>®

Shell employed four strategies to gain community
consent: (1) community outreach and interviews with key
opinion leaders and decision makers; (2) information
dissemination, education, and communication activities;
(3) perception surveys and participatory workshops to
introduce the project and validate initial survey results;
and (4) participatory involvement in the formulation
of environmental management plans.®° As required by
Philippine law, Shell held town hall meetings to provide
a forum for Shell to hear and respond to community
concerns, and public hearings were also held to present
and discuss the results of the EIS report.¢! Perception

surveys conducted after the public hearings and town
hall meetings showed that between 72 and 84 percent of
respondents approved of the project.62

COMMUNITY CONCERNS AND SHELLS
RESPONSE TO GAIN CONSENT

Mindoro. At the beginning of the engagements—before
town hall meetings and public hearings—many
community members opposed the project.s* Opponents
were concerned that the installation and operations of
the offshore pipeline would have adverse environmental,
health and safety, and economic impacts. The strong
opposition in Mindoro also stemmed from previous
negative experiences with other extractives projects.
Protests were held in Mindoro, and commentators on
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BOX 3 CONTINUED

Resolution of Conflicts

Examples of proof include:

e Memorandum of Understanding between the parties to the

dispute;

negotiated agreements on conflicts formalized through a
memorandum of agreement between the proponent, the
government, and legitimate stakeholders;

o Resettlement and Compensation Plan, if applicable; and

e Social Development Program, if applicable.

Promotion of Social and Intergenerational Equity and Poverty
Alleviation

The project should promote social equity and answer the
following questions:

o How could the benefits and burdens of the project be
distributed among the different groups and classes of
people affected?

e How could the project benefits be distributed more
effectively among the poorer people in the intended
beneficiary population?

o What might be done to lessen the burdens on project
victims or benefactors, especially poor people?

o Are gainful employment and alternative sources of
livelihood provided, particularly when vast tracts of

agricultural lands and/or fisheries are affected due to
project operation?

e Do livelihood programs/projects involve women and other
vulnerable groups?

Proposed Mitigation Measures for Adverse Impacts and
Measures for the Enhancement of Positive Impacts on People

The project should formulate or develop a mutually agreed-
upon compensation scheme for resettled households.

o The project should respect and preserve the aesthetic value
and cultural heritage of affected communities.

e Examples of proof include:
— endorsement letters from the local NGOs and politicians;
— municipal or barangay resolutions endorsing the project;

— an Environmental Management and Monitoring Plan that
includes a Social Development Program, Compensation
and Resettlement Plan, and other relevant plans and that
is signed by the proponent agreeing to implement and
strictly abide by all of the proposed measures.

References

DENR Department Administrative Order No. 96-37, Philippines
Department of Environment and Natural Resources (1990).
Personal interview with Tony La Vifia, former member of the
Philippines Department of Environment and Natural Resources.

the local radio stations voiced their vehement opposition
to the project.s* In response, the PSFI group assigned to
Mindoro held additional town hall meetings to address
public concerns. Shell also conducted an intensive
information, education, and communication campaign,
including radio advertisements and an information
exhibit with educational videos displayed in the city hall.ss
These efforts succeeded in allaying the environmental
and safety concerns of the Mindoro stakeholders. Many
of the stakeholders, however, were also concerned that

the project would produce no direct benefits, since the
pipeline would not directly pass through Mindoro. They
therefore requested that Shell provide start-up funding for
micro-finance and livelihood loans. Shell agreed to provide
Mindoro a grant of about US $1 million (Php 50 million),

which was distributed through seven Mindoro NGOs that
presented project proposals and met PSFI grantee criteria.

Sitio Agusuhin. SPEX wanted to build a massive dry
dock in Sitio Agusuhin in which to construct the concrete
gravity structure for the platform. However, about 142
families of fisherfolk lived at the proposed site of the dry
dock. Although many of these residents had lived there all
their lives, the Philippine government considered them
to be illegal squatters, since the land on which they lived
was part of a U.S. military installation. The government
exerted political pressure to expedite their eviction,
and required them to abandon their homes with only a
few weeks’ notice. Predictably, the community reacted
negatively to the government’s decision to remove them
in such a fashion. In the ensuing conflict, both the World
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Bank and the local Roman Catholic Church intervened on
behalf of the community to ensure that they were treated
appropriately.s

The Shell Foundation was able to persuade the
community to relocate beyond the perimeter of the
facility by offering a package of monetary compensation
and social programs. Some residents chose to leave the
area entirely, while others remained near their former
homes in Agusuhin. All of the families that were resettled
were compensated according to the local government
assessor’s valuation of their dwellings. Several members
of the community, however, were dissatisfied with the
compensation package.’ These residents organized
protests that threatened to delay the project. In response,
the Shell Foundation’s community officers entered into
negotiations with the aggrieved parties. The residents
sought greater compensation for their lands, and
preference in Shell’s hiring of the 3,000 workers required
to construct the gravity structures. In addition, the
community was concerned that Sitio Agusuhin would
experience a “boom and bust” cycle, as it had when the
U.S. Navy left its base in nearby Subic Bay. It therefore
viewed the project as an opportunity to build a more
durable base of development for their community than
a short-term construction project could provide. Toward
this end, the community requested that Shell provide
support for a high school, medical and dental services,
employment and microfinance projects, and assistance in
writing up an agreement with the local government for
protection from future projects to be undertaken in the
area.

While Shell agreed to most of these requests, it refused
to increase the compensation package, insisting that
compensation be based on the assessor’s valuations.
Problems also arose in Shell’s implementation of some
of its commitments. For example, a microfinance loan
program was only set up toward the end of the Agusuhin
construction project. The delay in the program’s
implementation concerned some residents, who believed
that Shell did not leave enough time to build sustainable
alternative livelihoods after the project. Moreover, SPEX’s
agreement to hire local workers was complicated by the
shortage of residents with the requisite construction
skills. The foundation worked to address this problem
by training local residents in necessary skills, such as
welding and masonry. Most of the women, however, did
not undergo training, and were employed in cleaning and
clearing activities. In the end, the majority of the residents
were employed on a full-time basis.

Ultimately, the Agusuhin community was persuaded
that the project could bring economic development to the
area, and signed a memorandum of agreement accepting
the compensation offer.® Some dissatisfaction over the
compensation package persists, as some community
members maintain that they did not understand how the
assessment valuation was carried out.

Batangas City. In 1999, PSFI facilitated the formation of
the alliance of affected barangays (townships) in Batangas,
which they named TALIM Council—an acronym for
the communities of Tabangao, Ambulong, Libjo, San
Isidro, and Malitam. The council was formed to enable
the different communities to unite in their common
concerns and problems with regard to the Malampaya
project. The council facilitated meetings of local leaders to
discuss common problems and helped to resolve disputes
between Shell and affected community members.

The council also communicated Shell’s response to its
constituents.®

In Batangas City, ongoing concerns about the negative
health and environmental impacts of an existing Shell oil
refinery caused some local residents to be skeptical of the
Malampaya project. SPEX and PSFI asked the community
to focus on issues relating to the Malampaya project, and
did not address the issues associated with the other Shell
projects in its community engagements. Within these
parameters, the communities sought to ensure that there
would be priority hiring from among its residents, and
that appropriate safety measures were in place.”

Almost all of the employment opportunities were
available during the construction phase. Once the
refinery was brought online, it needed only about eight
people at a time for operation. To mitigate this boom-
and-bust cycle, PSFI provided residents with training for
employment opportunities at other companies located in
Batangas City that need to hire staff with certain skills,
such as animation and electronics. PSFI also set up a job
placement program to help the trainees find work at other
companies in need of their new skills.”

Not all of the affected communities in Batangas City
were satisfied with the substantive outcomes of their
engagements with Shell. But in general, most of the
communities believed that Shell had addressed their most
important concerns regarding employment, alternative
livelihood, and health and environmental impacts.
Recently, however, plant safety has become a concern.
Although safety training sessions have been conducted
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for the communities, there is continued apprehension
with regard to whether this training is adequate. Some
communities have requested more training, along

with additional security to watch over the complex and
pipelines. According to the communities interviewed

in Batangas City, these requests are still pending Shell’s
response and action. Local community leaders, while
generally satisfied with their relationship with SPEX and
PSFI on the Malampaya project, still express their view
that Shell needs to be more transparent and accessible.”

Offshore Pipeline Route. Three options were considered
for the offshore pipeline route during the initial stages
of the project (see Figure 2). Two options would have
routed the pipeline entirely offshore; the third, least-
expensive option, would have crossed Mindoro Island.”?
At first, the project sponsors preferred the third option
for cost reasons. But as a result of initial environmental
assessments and informal community interviews,

Shell learned that the overland route through Mindoro
would traverse and heavily impact some areas of rich
biodiversity, and that one of the offshore routes would
cross the ancestral waters of the indigenous Tagbanua
tribe. Initial interviews with community members
raised the environmental and social impacts of the other
route options. Shell ultimately rejected these routes in
favor of a mainly offshore route that avoided the most
significant environmental and social impacts of the other
two options, and therefore averted potential community
pressure in the affected areas.” This route, however, was
three times more expensive than the other two options.”

When Things Go Wrong. SPEX accounted for community
concerns as they arose by revising its public engagement
plan on an ongoing basis. For instance, SPEX initially
failed to engage the Pear]l Farmers’ Association located
around the project area in Palawan. Shell was aware of
the association, but did not consult its members because
Shell believed the farmers to be operating outside the
project’s zone of impact.’ The pearl farmers were upset
by Shell’s failure to engage them, and their relationship
was initially contentious. They expressed their opposition
by challenging Shell’s EIS results with respect to the
anticipated impacts on their pearl farm business during
the public hearing. They pointed to possible impacts from
noise pollution and the environmental consequences
of leakages. In response, Shell revised its engagement
strategy and met with the association to explain and
resolve the issues its members had raised during the
public hearing.

FIGURE2 | ALTERNATE PIPELINE ROUTES
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Similarly, the SPEX team originally failed to inform
local fisherfolk that several fish-aggregating devices,
locally known as payaos, would be destroyed during the
laying of the offshore pipeline around Mindoro. As a
result, the fisherfolk threatened to impede the pipe-laying
activities in the area. Shell then met with the 50 affected
fisherfolk and compensated them for the damages that
they suffered, which amounted to US $35,700 (Php
2 million).”” No delays occurred due to community
opposition.

MAINTAINING COMMUNITY CONSENT
DURING IMPLEMENTATION AND OPERATIONS

Shell recognized that the risks of community opposition
can also arise after the project has been implemented, and

endeavored to maintain and cultivate its relationships with
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the affected communities during project operations.’® As
a condition for receiving environmental clearance from
the government for the project, Shell agreed to form
multiparty monitoring teams (MMT5) composed of local
government representatives, NGOs, community leaders,
provincial and community environmental officers, and
other stakeholders to monitor the environmental and
social impacts of the project during its implementation.
In 2000, MMT5 for the different provinces were set up.”?
While the memorandums of agreement for the MMTs did
not require Shell to ensure community satisfaction and
consent, the MMTs still potentially provide an important
means for the public to participate in overseeing
implementation and operations, and to raise concerns as
they arise.

In addition, the Shell Foundation has played an active
role in ensuring ongoing acceptance of the project during
operations. PSFI meets with community representatives
monthly to provide updates on project operations and
impacts, and to allow the community to raise concerns
and grievances.® It also operates sustainable development
programs in each affected province that provide services
requested by the communities—including job training,
livelihood workshops, employment link-ups, scholarships,
microfinance, health and safety workshops, and
conservation activities.?!

This ongoing engagement is markedly different
from standard practice in the Philippines, in which
relations with the community usually end once the EIS
is finalized.82 While no major issues have arisen since
construction, there is a broad consensus among all
community stakeholders on the importance of ongoing
relations with the company. The continuous engagement
with Shell enables the community to raise concerns—
especially regarding health, safety, and environmental
impacts. It also provides a mechanism for affected people
to seek assistance with basic community needs that their
local governments cannot provide, such as clean water,
infrastructure, and microfinancing. Moreover, local
leaders in Batangas City also report that the process of
engagement with SPEX has produced an unanticipated
benefit: it has empowered the community by increasing
awareness of the potential of community action.®

COSTS AND BENEFITS OF GAINING
COMMUNITY CONSENT

The Malampaya project cost about US $4.5 billion.#* Shell
estimates that its total costs of engaging the affected

communities and gaining their consent—including staff
time, meetings, community compensation, changed
plans, and other related expenses—was approximately
$6 million s Taken together, then, the incremental costs
of avoiding and mitigating adverse impacts and securing
community consent amounted to a little more than o.13
percent of total project costs.

Shell believes that the incremental costs of securing
community consent during planning and implementation
produced significant quantifiable benefits—particularly
insofar as it allowed the company to complete the
project ahead of schedule.® The company anticipated
in its project planning that it might suffer 1o to 15 days
of delay due to community concerns or opposition.” It
estimated that each day of delay in laying the pipeline or
constructing the concrete gravity structure would cost
an additional $400,000. The pipeline was completed
ahead of schedule, and did not undergo any delays due
to community concerns or opposition. This allowed
the company to avoid US $4-$6 million in estimated
delay costs. In addition, the absence of conflict in Sitio
Agusuhin allowed Shell to complete the concrete gravity
structure three months ahead of schedule, which saved
the project US $36 million in construction costs.® Finally,
under the agreement with the power plant operators,
Shell would have been required to pay US $1-$2 million
for each day it failed to deliver the promised supply of
gas after the agreed-upon start date. By completing the
project on time, Shell avoided penalties of at least US
$10-$30 million, based on the 10-15-day delay estimates.®
In aggregate, avoiding these anticipated delays saved
the project US $50-$72 million, producing a “return on
investment” on its community consent efforts of as much
as 1,200 percent (see Table 1).

In addition, the project spent about US $1 million
annually between 2002 and 2004 in ongoing community
engagement, service provision, and other consent-related
activities. During the same period, it earned revenues
of US $685.7 million.® Thus, the costs of maintaining
community acceptance have amounted to 0.43 percent of
project revenues.

The company’s community consent-related efforts have
also yielded a number of benefits that are more difficult to
quantify. SPEX’s ability to gain broad community support
made its interactions with the Philippine government
much easier, as it preempted any sustained political
pressure on the government to hold up the project. In
addition, SPEX used its success with Malampaya to help
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TABLE 1 ‘ COSTS AND BENEFITS OF GAINING COMMUNITY CONSENT

Costs
(millions of
Activities US dollars)
General Community Engagement/Consultations 6
(including compensation of relocations)
TOTAL Costs 6

convince the Philippine government that it was a suitable
sponsor for a related project—the construction of an
onshore pipeline from its natural gas refinery in Batangas
to two nearby gas-fired power plants. SPEX was able to
secure the support of the Philippine government for this
project, even before it obtained the $5 million investment
needed for it.”

Malampaya has also had broader reputational benefits
for Royal/Dutch Shell. In response to a number of
controversial projects, Shell has made a very public
organizational commitment to sustainably manage its
operations. Nevertheless, it has frequently been accused
of failing to live up to these commitments and of being
more interested in public relations than meaningful
operational reform. Malampaya has provided Shell with
tangible evidence that it can implement good practices
with respect to community consent. The Malampaya
project was awarded the World Summit Business Award
for Sustainable Development Partnerships by the United
Nations Environment Programme and the International
Chamber of Commerce.”2 The Malampaya project is now
being used as a training case study for other Shell projects
worldwide.”

Benefits/ Avoided
costs (millions of
Activities US dollars)
Construction ahead of schedule by 3 36
months
Contractual penalties (avoided) 10-30
Project delay from laying of pipelines 4-6
(avoided)
TOTAL Benefits 50-72
CONCLUSION

The Malampaya project illustrates how a potentially
controversial, high-impact infrastructure project can avoid
costly community opposition through ongoing efforts

to secure and maintain community consent throughout
the project cycle. In Malampaya, the costs of gaining
community consent proved to be minimal in comparison
with total project costs. Even using conservative “base
case” estimates of potential delays due to community
opposition, the sponsors received benefits that were worth
many times these costs. Moreover, the full benefits of
SPEX’s efforts to gain consent may be even greater than
this comparison would suggest. While it is impossible to
quantify the costs associated with community opposition
that did not materialize, the experiences of the other case
studies suggest that had affected communities felt the
need to mobilize in opposition to the project, the financial
impacts on the project could have far exceeded these base
case estimates.
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RO

he Esquel Gold Project* is a proposed open-pit

mine project near the town of Esquel, Argentina.
With 30,000 residents, Esquel is the largest town in the
western Chubut province. Located in the scenic eastern
foothills of the Patagonian Andes, the community and
its surrounding region have a diverse economic base that
includes forestry and ranching. However, its primary
economic activity is tourism. The area is well known
for its excellent skiing, trekking, and fishing. It is also
the gateway to Los Alerces National Park, a mountain
preserve of the rare alerce tree, a massive species unique
to the region that can live to be 3,000 years old. Esquel’s
residents are well educated and socially cohesive; many
moved to the town from more urbanized areas to enjoy
the community’s natural amenities and alpine charm.

The Esquel project is owned by Meridian Gold, a mid-
tier gold producer based in Reno, Nevada. Meridian
hoped to develop an open-pit gold mine (with possible
subsequent underground operations) 700 meters above
and 7 kilometers east of the town.? The project was
expected to cover an area of approximately 189 hectares,
including facilities for extraction, processing, and waste
disposal. It would extract ore from one or more 180- to
200-meter deep pits, and process it using cyanide vat-
leach technology.” The mine was predicted to have an
operating life of 8—10 years, and to yield approximately 3
million ounces of gold.”

Meridian obtained the development rights to the
mine in July 2002 by acquiring its previous owner,
Brancote Holdings. This transaction was self-financed by
Meridian—the company purchased all of Brancote’s shares
in exchange for US $310 million in Meridian stock.%

J
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COMMUNITY OPPOSITION

Since the town of Esquel did not have any previous
experience with industrial-scale mining operations, most
residents were unfamiliar with the potential benefits and
risks of a mining project for their community, and did not
have strong preconceived notions about the project. They
were primarily interested in obtaining more information
about the potential impacts and risks, and in discussing
the project with the sponsors to learn more about the
potential effects before making up their minds.

At the time Meridian purchased the mine in July
2002, there was no clear community consensus about
the project. On one hand, there were good reasons to
anticipate stiff opposition to a large-scale mine. Many
of the town’s citizens had chosen to live in Esquel
to take advantage of its abundant natural amenities,
and were skeptical of any development initiatives that
might radically alter its economy, mountain-community
character, or the quality of its environment. These
concerns were so deeply entrenched that community
support for a large-scale mining project would most likely
have been difficult (though not necessarily impossible) to
obtain in even the best of circumstances. But those who
shared these concerns had not yet organized in opposition
to the project.

On the other hand, there was also reason to believe
that the community could be persuaded to embrace
the project. The community had recently completed
an inclusive and widely supported long-term planning
exercise called the Plan Participativo de Desarrollo Local
Social, Econdmica y Ambientalmente Sustentable (SEAS),
which articulated the residents’ vision of how they wanted
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Esquel to develop. While emphasizing the importance

of sustainably protecting the natural environment and
mountain community attributes, the SEAS concluded that
mining could be an important part of the community’s
development strategy.

Meridian did not fully understand how these
considerations would affect community acceptance of
the mine proposal during its pre-purchase due diligence
investigations. Nor did it adequately reach out to the
community or attempt to build a basis for constructive
dialogue.® Rather than seeking to integrate its project
objectives into the SEAS’s agreed-upon vision of
community development, project management publicly
dismissed the SEAS as irrelevant to its concerns.
Similarly, the company ignored two studies of the
potential impacts of the mine project conducted by
independent, locally respected institutions—one by a
team at the local Universidad Nacional de la Patagonia
San Juan Bosco, and the other by the Family Council, an
organization that advises the local government on family
and children’s issues.1

Meridian’s lack of responsiveness to community
preferences and concerns carried over into the early stages
of project development. The company consistently failed
to share critical information about the potential benefits
and risks of the project, or to engage with the community
and address its concerns before they became points of
contention.’%! An illustrative example was the company’s
response to concerns about the risks associated with the
transport, use, and destruction of cyanide. In July 2002,
the company set up a laboratory to sample the quality
of the ore and test the use of cyanide. However, it made
no effort to explain the purposes of the laboratory to the
community, creating the impression that it wished to
obscure the real dangers of cyanide in its operations. This
led to the local public authorities” mistrust of the company.

Meridian sought to quell these concerns by having a
representative of the cyanide manufacturer explain the use
of cyanide in the mining process. Some residents were not
satisfied with the representative’s answers. They began to
do their own research about the dangers of cyanide use in
mining, and to publicly present their findings.

As key questions about the use of cyanide remained

 unanswered and perceived slights accumulated, latent

community concerns hardened into organized opposition.
In November 2002, a grassroots community group of
“self-convened neighbors” formally came out against

the mine after it was unable to engage the company in a
meaningful dialogue. This community group began to
organize demonstrations, which drew large crowds, and
anti-mining graffiti started appearing in town. Also at this
time, residents opposed to the mine presented a plan to
municipal authorities for a popular referendum on the
mining project.

Meridian reacted to the gathering opposition mainly
by initiating a public relations campaign. The company
organized a counterdemonstration in favor of the mine
that was sparsely attended. It also retained a Buenos Aires
public relations firm to implement a political strategy
for winning a public referendum. This proved to be
counterproductive, as the firm’s materials and outreach
efforts were seen to be out of touch with community’s
sensibilities. Meanwhile, the company failed to respond
to an offer by the Catholic Church to facilitate a dialogue
between the company and the community.

By the end of February 2003, the mayor of Esquel
recognized that political momentum against the mine was
growing, and agreed to authorize a public referendum
to be held on March 23, 2003. Three-quarters of eligible
voters participated, 81 percent of whom voted against the
mine proposal. This popular rejection had two immediate
effects. First, Meridian suspended all operations at the
project site and sought to figure out where its community
interactions had gone wrong. Toward this end, it
commissioned Business for Social Responsibility (BSR) to
conduct a review of its interactions with the community.12
Second, on April 9, the Chubut provincial government
“legalized” the outcome of the referendum by banning
open-pit mining and the use of cyanide throughout the
province, except in specifically designated areas.1?

In August 2003, after receiving BSR’s highly critical
review of the issues faced and handled by BSR, Meridian
issued a public apology for its failures to listen to the
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community’s concerns and engage in open dialogue about
the project. At the same time, it pledged not to move
forward with the project until it could garner the support
of the Esquel community.1*

While the project has been stalled since the March
2003 referendum, Meridian continues to believe that it
can persuade the community to embrace the project’s
development. The company is currently exploring the
feasibility of a new underground mining plan and a re-
engineered processing facility that it hopes will address
the community’s social, environmental, and technical
concerns about the project.1%

CORPORATE EXPECTATIONS FOR ESQUEL

Meridian purchased the development rights to Esquel and
1,400 square kilometers of surrounding area in July 2002
for US $310 million in company stock. At the time of the
purchase, it expected to secure permits for the mine and
begin construction in the second quarter of 2003, and to
begin producing gold 12 to 15 months later.16

Meridian’s management viewed the Esquel project
as a central pillar of the company’s future growth and
profitability. In its 2002 Annual Report, the company’s
chairman and chief executive argued that the acquisition
was “[undoubtedly, the highlight of the year....”197 They
explained that Esquel’s estimated 3 million ounces of
extremely low-cost reserves (about $100 per gold ounce)
provided a “unique growth opportunity,” and had the
potential to nearly double the company’s reserves,
production ounces, and cash flow.1%® As a result, they
argued that Esquel would represent the “next chapter”
of corporate growth. It would help make Meridian a
600,000-ounce annual gold producer within the next two
years, and would be a critical foundation of Meridian’s
medium-term objective of producing and replacing 1
million ounces per year by 2008.1

Meridian’s confidence that Esquel was an extraordinary
corporate opportunity is further evidenced by the fact
that the company abandoned two longstanding corporate
strategies to acquire it. First, Meridian had traditionally
eschewed growth by acquisition in favor of expanding
its operations through grassroots exploration.° As the
company explained in its 2001 Annual Report, since
“finding gold is cheaper than acquiring it,” it would only
pay an acquisition premium for particularly valuable
properties—a high-quality discovery, a project that was
ready to go, or a project that had significant geologic
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potential.!! For Meridian’s management, Esquel seemed
to meet all of these criteria. Second, prior to acquiring
Esquel, the company was strongly disinclined to dilute
equity to finance growth. Indeed, in the same 2002 Annual
Report that describes the stock purchase of Esquel, the
chairman and chief executive said that equity finance was
“the most expensive form of cash,” because “[d]ilution is
forever.”112 Nevertheless, the company issued 22 million
shares to acquire Esquel—increasing its outstanding
shares by almost 30 percent.!3

THE FINANCIAL IMPACTS OF THE PROJECT’S
COLLAPSE

Meridian’s experience with Esquel had a dramatic impact
on the company’s balance sheet. Most obviously, Meridian
expended considerable resources to acquire, assess,

and manage the Esquel site. As of September 30, 2005,
Meridian estimated the net carrying value of the Esquel
project at US $350 million: $310 million in acquisition
costs and $40 million in pre-development costs.114

In February 20006, accounting regulations forced the
company to write down the value of the Esquel property
to its fair commercial value without mineral resources.
As a result, Meridian reduced the value of its Esquel
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holdings by US $542.8 million ($378.9 million after tax
adjustments), producing a net loss for fiscal year 2005 of
US $346.4 million.1s

Meridian’s assets and reserves were also severely
affected by the conflict in Esquel. At the end of 2004,
Esquel represented approximately 53 percent of the proven
and probable reserves, and 48 percent of the total reserves
in the company’s portfolio.!’¢ While Meridian is working
to earn community support for an underground project,
there remains a very real possibility that these resources
will never be developed. This represents a considerable
loss of asset value. In 2002, Meridian assumed a price
of US $325 per ounce for Esquel’s estimated 3 million
ounces of reserves.!” At that price, Esquel’s reserves were
worth about US $1 billion. Since then, gold has sold at
more than US $720 per ounce!’® and averaged $603 per
ounce in 2006.119 At this average price, Esquel’s reserves
would be worth US $1.81 billion.

The cessation of development activities at Esquel has
already cost Meridian the opportunity to sell some of
Esquel’s gold reserves at these extremely attractive market
prices. When Meridian purchased the mine in early July
2002, it expected to begin producing gold some time
around September 2004.120 As Figure 3 illustrates, gold
prices have risen dramatically since September 2004.
Had Meridian reached its target of 300,000 ounces per
year between September 2004 and February 2006, it
could have brought in over US $200 million in additional

TABLE 2 | ESQUEL BALANCE SHEET—

THE COSTS OF COMMUNITY
OPPOSITION

Value written-off balance sheet $378.9 million
$1.81 billion (est.)

$200 million (est.)

Value of lost reserves
Value of lost revenue (9/04-2/06)

Value of lost profits (9/04-2/006) $160 million (est.)

Value of lost revenue going forward = $13.75 million per

month (est.)

revenue, based on the average gold price of US $453 per
ounce during that period.12! After netting out estimated

production costs of US $100 per ounce, Meridian could
have earned US $160 million from operations in Esquel
during that period.

Looking ahead, at the current gold price of US $650 per
ounce,'2 Meridian is foregoing an additional US $13.75
million per month in net earnings, or about US $165
million per year (see Table 2). To put this in perspective,
in 2005 Meridian reported a total of US $131.8 million
in revenues, and US $39.9 million in net earnings
(excluding the Esquel write-down).123 While many industry
analysts believe that gold prices will continue to rise,
periods of such high gold prices have historically tended
to be unsustainable.
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Figure 4 shows how the company’s share price
fluctuated and then collapsed as the conflict unfolded in
Esquel. Not all of the decline in Meridian’s share price in
the first quarter of 2003 can be attributed to the conflicts
in Esquel. Share prices across the industry fell during
this time, as the markets came to believe that gold had
become overvalued in the run-up to the impending war in
Iraq.2* But even by industry standards, Meridian’s stock
performed poorly during this time. Figure 4 illustrates
the decline in Meridian’s performance in the wake of its
involvement with Esquel by comparing Meridian’s stock
performance with that of the Chicago Board of Exchange
Gold Index (GOX), an index of 12 leading global gold
mining and production companies. As Figure 4 shows,
Meridian began 2001 in rough parity with the industry
index. But by late 2001, it had distinguished itself from its
peers and posted gains that exceeded that of the index by
100-150 percent through 2002. By March 2003, however,
Meridian’s stock price had lost all of the gains it had made
over the industry benchmark in the two previous years,
and was actually underperforming its peers for the first
time since January 2001. While Meridian’s share price
did rise over the remainder of the year, it was still off 17
percent for 2003—a year in which gold prices rose over
20 percent.!s Meridian did not begin to consistently
outperform the industry benchmark again until the end
of 2004, after its market valuation doubled on the news

of the discovery of two new high-grade ore veins at its
highest-margin facility.12¢ Despite these promising new
finds, Meridian has not beaten the industry standards by
the levels it did before the conflict in Esquel.

A review of the contemporaneous assessments of
Meridian’s situation by Wall Street analysts confirms that
community opposition in Esquel helped to drive Meridan’s
stock price decline during this period. For example,

a January 2003 report by Deutsche Bank Securities
explained that despite rising gold prices, the bank was
reducing its net present value of the stock by almost 14
percent to reflect the risk that Esquel would not meet

its development schedule. To support this assessment,
Deutsche Bank noted the local concerns with the cyanide
extraction processes and the deferment of public hearings
related to the Argentine government’s permitting process.
The report concluded that any delays in construction would
have further negative impacts on net present value and
calendar year 2004 earnings estimates.'?’

Credit Suisse First Boston’s (CSFB’s) February 24,
2003, report on Meridian reached similar conclusions.
CSFB devoted most of its report to the risks to company
share price posed by Esquel.122 CSFB stated: “[T]he risks
of a delay in the development of Esquel appear to be very
high. These risks, in our view, are not fully discounted
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in Meridian’s share price, despite their recent decline.”12
Noting that continued delays would cause the stock to

fall even further, CSFB recommended a competitor

of Meridian as a better value in the sector.’3® In two
subsequent 2003 reports, CSFB’s equity researchers
remained “cautious” on the stock, due largely to the
uncertainty related to the development of Esquel,
declining earnings due to higher spending, and the
significant event risk associated with a company so heavily
invested in a single mine.!3!

Ultimately, despite optimistic self-reports on Esquel
in its 2002 Annual Report and in dialogue with stock
analysts, Meridian conceded in its 2003 Annual Report
that its difficulties in Esquel caused its share price
to underperform the industry and many of its peer
producers.132

The conflict in Esquel also introduced volatility to
its market valuation.’?® Because such a relatively high
proportion of Meridian’s reserves were held in its Esquel
property, the company was particularly vulnerable to
fluctuations in its stock price based on events in the
community. In fact, volatility was most significant at the
height of community protests and the public referendum
against the Esquel project.’*

In addition to these quantifiable balance sheet and
stock valuation costs, Meridian endured significant
unquantifiable management and reputation costs. Given
what was at stake for the financial health of the company,
it is reasonable to assume that Meridian dedicated
substantial management resources into defusing the
conflict in Esquel, repairing the relationship between
the company and the community, and devising a new
development proposal.’3® Meridian’s reputation costs
have also been significant. The Esquel controversy has
become the focus of significant attention throughout
Argentina and internationally. For example, Esquel is a

featured case study of the “No Dirty Gold” campaign in
the United States.13

CONCLUSION

Meridian’s Esquel experience underscores the importance
of gaining the consent of the host community from

the earliest stages of project assessment and planning.
Meridian did not initiate the kind of dialogue processes
that could have alerted the company to the community’s
concerns, or that could have ultimately resulted in consent
being granted. Indeed, Meridian has publicly conceded
that its failure to listen to the community’s concerns,

or engage them in open and honest dialogue, led to the
broad community opposition to the project.¥” Ironically,
after this opposition manifested itself in the results of

the referendum, Meridian adopted an FPIC approach

and promised the community that it would not develop
the project without the community’s consent. So far, this
approval has not been forthcoming.

This is not to say, however, that a better dialogue would
have allowed Meridian to bring the project to fruition.
Given the quality-of-life concerns of many residents, it is
entirely possible that such dialogue would have helped the
community to more fully understand its own values and
priorities, and to conclude that industrial-scale mining
was not compatible with its development aspirations.

This suggests that project sponsors should not consider
community engagement as primarily a mechanism for
achieving consent. In many cases, it may have greater
utility as a tool for assessing the political and social risks
of proceeding with a project at all. Indeed, a dispassionate
assessment of the Esquel community’s preferences
during pre-purchase due diligence could have informed
Meridian’s senior management that there were significant
social obstacles to project development, and would have
better enabled them to make reasoned judgments about
the value of the mine and the wisdom of acquiring it.
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CARN WASTEWATER

NT PROJEGT/THAILAND

he Samut Prakarn Wastewater Management Project!s

(Samut Prakarn) was conceived by the Pollution
Control Department of the Government of Thailand
(PCD) in the early 1990s to address the severe water
pollution problems in Samut Prakarn province. Due to its
strategic location on the Chao Phraya River just southeast
of Bangkok, Samut Prakarn province had become one of
the most heavily industrialized and rapidly urbanizing
provinces in Thailand. But its rudimentary sanitation
and water treatment facilities could not handle the
large volumes of wastewater produced by its 1.2 million
residents and more than 4,000 factories. As a result,
most residential wastewater in Samut Prakarn was being
processed in cesspits or septic tanks that were inadequate
for high-density development and that discharged effluent
directly into the canals and drains that flow into the Chao
Phraya. In addition, most of Samut Prakarn’s industries
were not adequately treating their wastewater, and
were rarely in compliance with government-mandated
effluent standards. And despite the heavy concentration
of industry, no hazardous wastewater facilities were
operating in the province.

The resulting pollution levels in the Chao Phraya
and the local canals were taking a disastrous toll on
human health and the natural environment. Waterborne
pathogens and toxic substance concentrations far
exceeded public health standards, causing an increase in
water- and sanitation- related diseases. Moreover, many of
the affected waterways, including the Chao Phraya itself,
had lost the capacity to sustain aquatic life. The massive
pollution loads in the Chao Phraya also threatened the
ecological collapse of the outflow area in the Gulf of
Thailand. Conditions were only expected to deteriorate

PHOTODISK © BY GETTY IMAGES ®

further with increased industrial expansion and related
urban development.

Recognizing the severity of the problem, the
Government of Thailand designated pollution control in
Samut Prakarn as a national environmental policy priority,
and sought assistance from the Asian Development Bank
(ADB) in developing a wastewater management system
for the province. ADB responded by commissioning
a project feasibility study that identified and evaluated
an array of project options.!3 Thirteen options were
considered and evaluated for cost, environmental
impact (based on an initial environmental examination),
social impact, and technical merit. The study ultimately
recommended building two large central treatment plants,
one on each side of the Chao Phraya River, to be fed by a
collection system of trunk, secondary, and tertiary sewers.
According to the ADB, this approach was “the optimum
long-term strategy because [it] represents the least-cost
solution in economic terms, can achieve the desired water
quality objectives, has minimal negative environmental
and social impact, involves minimal resettlement, and is
affordable.” Following the recommendations of the study,
the PCD decided to pursue the “two-facility” option, and
proposed to award a separate “turnkey contract”4 for each
facility, with the contractors selected through a process of
international competitive bidding.

THE SITE SELECTION PROCESS

While the PCD was seeking financing for the project
from the ADB in 1995, it identified two abandoned rice
paddies as suitable sites for the facilities. The turnkey
contractors were given primary responsibility for actually
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obtaining these lands, but since the lands were remote,
uninhabited, and considered to have limited development
potential, no particular problems or undue delays were
expected in acquisition. To ensure that appropriate lands
were obtained, the PCD also agreed to exercise its powers
of eminent domain if the contractors proved unable to
secure the necessary land.14

Despite these assurances, the two contractors that
submitted proposals in the second round of the bidding
process told the PCD that they were unable to secure
suitable land for the west bank site.™2 Instead of asking
the PCD to condemn the land, however, they persuaded
the PCD to amend the bidding documents to allow
alternative bids for a single treatment plant on the east
bank.1#* Ultimately, only one contractor—the NVSPKG

joint venture!“—submitted a final bid. The NVSPKG
consortium proposed to build the single facility not at
the original east bank site, but rather at Klong Dan, more
than 20 kilometers from the east bank of the river. PCD
accepted this proposal.!*s Figure 5 shows the Klong Dan
location in relation to the primary service area of the
project.

CONFLICT WITH THE COMMUNITY OF KLONG
DAN

The residents of Klong Dan were not informed of the
decision to relocate the wastewater treatment facility
to their community.*¢ When they became aware of
the nature of the project, they strenuously objected.
They raised a number of concerns with the PCD, ADB
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management and project staff, and ultimately with the
ADB’s independent Inspection Committee, about the site
selection process and the negative impacts the facility
would have on their environmental quality and economic
well-being.#” First, they objected to the nontransparent
and nonparticipatory manner in which the change to

the location was made, and to the fact that appropriate
environmental or social assessments of the impacts at
the new site were not conducted. Second, they noted

that since the new site was in a less polluted and more
environmentally sensitive area than the industrialized
area that the treatment plant was intended to serve, it
would have net adverse impacts on the area’s ecosystem
and resource base. In particular, the community was
concerned that the discharge of between 525,000 and 1.8
million cubic meters of wastewater would have adverse
impacts on the local marine and mangrove ecosystems,
and therefore on its traditional shrimp, fish, and shellfish
harvesting. Local residents were also concerned that since
the facility was not designed to remove the heavy metals
and other industrial pollutants in the wastewater, their
coastal environment would be polluted by these toxic
substances.

ALLEGATIONS OF CORRUPTION IN THE
PROJECT

Community leaders soon came to suspect that the
decision to move the project was driven more by
corruption and the desire to enrich a handful of politically
well-connected landholders than by any considered
assessment of the public interest.’# They pointed

to a number of irregularities in the relocation of the
project and acquisition of the Klong Dan site that, taken
together, suggested that the siting decision was tainted by
corruption. Among the allegations were that:

e The PCD agreed to scrap the original “two-facility”
plan and move the project to Klong Dan without the
requisite cabinet approval and without conducting any
impact assessments or feasibility studies of the new
site, as required by ADB policy and Thai law.15°

The PCD purchased the land for the Klong Dan site
from politically powerful interests with close ties to
relevant ministries.’!

The PCD grossly overpaid for the land, paying more
than twice its assessed value at a time when land
prices were depressed due to the East Asian economic
crisis.!?

e The purchase price exactly equaled the maximum
purchase price allowed under the contract. This, along
with the inflation of the purchase price, strongly
suggested collusion between the buyer and seller.!s3

The land was not well suited for the facility, as it was
acidic, weak in structure, prone to subsidence, and
often under water.15

As part of their advocacy efforts to stop the project, the
community leaders filed a claim with the ADB’s Inspection
Committee and pressed the ADB and the Thai government
to investigate the corruption allegations. Thai authorities
investigated and corroborated these allegations, and
uncovered additional evidence of corruption. Thai law
enforcement authorities concluded that PCD officials,
executives of the joint venture, and the owners of the
Klong Dan property had conspired to inflate the purchase
price of the parcels by as much as 1,000 percent.!ss Thai
authorities also found that the property purchased by the
PCD included publicly owned land that had been illegally
titled through corrupt dealings with the land ministry,!s¢
and that executives of the joint venture owned shares
in the company that had illegally obtained the land.’s”
They accused the former head of the PCD of advising the
bidders to propose the single-facility design in violation of
a cabinet resolution that called for a facility to be built on
each bank of the Chao Phraya.'8 Finally, Thai authorities
accused the joint venture of deceiving the PCD in the
bidding process by failing to disclose that a member of the
consortium with critical expertise had withdrawn from the
joint venture before the contract was awarded.!s?

A number of senior officials of the PCD, real estate
developers, and executives of the joint venture have now
been criminally charged as a result of these investigations.
Four top officials of the PCD, including two former
director-generals, have also been transferred out of the
PCD in connection with the scandal.’® As a result of the
government findings of corruption, the PCD declared
the turnkey contract void in February 2003 and in May
2004 sued the contractors for restitution of all monies it
had disbursed under the contract. The court rejected this
claim, and advised the PCD to resolve the matter through
the contract’s arbitration provisions.

Despite the fact that the project is 95 percent complete,
all work on the project remains suspended as the PCD
determines how to proceed. In early 2005, independent
consultants commissioned by the PCD to conduct a
review and options assessment of the project found
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that the facility was poorly constructed and would

most likely have adverse environmental impacts when
brought online. It recommended that to avoid adverse
environmental impacts, the PCD should extend the water-
discharge pipeline from 3 kilometers to 10 kilometers
offshore, upgrade the water treatment technology, and
install a recycled-water distribution system. The report
also argued that relocating the facility to a more suitable
site could be considered as a second option.!s! Despite
these recommendations, the Government of Thailand has
expressed its intent to complete the project and bring it
online.’2 Predictably, this has brought a renewed round
of community opposition. As of this writing, it remains
unclear whether the wastewater treatment facility at Klong
Dan will ever be completed.

PROJECT COSTS AND FINANCING

When the Government of Thailand originally sought
financing for the project in 1995, it estimated that the
wastewater treatment plant and its associated infrastructure
would cost US $507 million. To cover these costs, the Thai
government earmarked US $257 million from its central
budget and US $100 million from its Environment Fund.
Of the Environment Fund, US $70 million came from an
existing loan from the Japanese Bank for International
Cooperation. The Thai government secured a loan from the
ADB for the remaining US $150 million.

By the time the contract was signed in August 1997,
however, the estimated costs of the project had escalated
to US $948 million. This 87 percent increase was caused
by design changes in the project—including relocation
of the treatment facility, the selection of a different
treatment process, and the government’s requirement that
tunneling rather than open-trench technology be used to
lay the collection infrastructure.’63 Then, when the baht
declined dramatically against the dollar during the Asian
financial crisis in mid-1997, there was a concomitant fall
in the baht-denominated costs of the project, and the total
estimated project cost fell to US $687 million—$240
million in direct foreign exchange costs, and $447
million in indirect foreign exchange and local currency
costs. Including the results of the currency devaluation,
this represented a net foreign exchange cost increase
of US $180 million over the original cost estimates. To
help cover these additional costs, the Thai government
sought and received a supplemental US $80 million
loan from the ADB. Despite these increases in costs, the
Government of Thailand still anticipated that user fees
from the project would cover all recurrent expenditures

and depreciation, and would generate a small amount of
additional revenue.

To date, the Government of Thailand has spent an
estimated US $650 million to complete 95 percent of the
project.’é* However, finishing the project and bringing
it online in accordance with the recommendations of
the independent commission will require substantial
additional expenditures—an estimated US $140 million to
complete and upgrade the facility, or US $180 million to
relocate it to a more appropriate site.165

FINANCIAL AND ECONOMIC IMPACTS

The most important impact of the community conflicts
and corruption controversy in the Samut Prakarn project
has been the project’s forgone economic, environmental,
and public health benefits. The project was expected

to achieve a number of quantifiable public benefits,
including improved public health, increased rice
production, avoided septic tank costs to households,
industrial relocation cost savings, and factory-cost savings
due to reduced on-site treatment. As part of its 1998
appraisal of the project, the ADB estimated that these
quantifiable benefits would yield a 15.1 percent economic
rate of return (ERR) over the project’s 50-year life.

The project was also expected to deliver a number of
other important, but less quantifiable, benefits, including
the environmental benefits of improved water quality in
the canals, Chao Phraya, and the Upper Gulf of Thailand;
increased commercial value of fisheries and aquaculture
currently affected by Chao Phraya river pollution;
increased commercial value of fruit orchards; the retail
value of wastewater sludge and treated effluent; and
the elimination of wet areas around houses caused by
on-site waste disposal. The ADB determined that these
less quantifiable benefits were so significant relative to
the quantifiable benefits that ADB’s ERR calculations
significantly underestimated the project’s actual net
benefits. For this reason, ADB asserted that the calculated
benefits represent a low estimate of the true economic
returns.

At the end of 2005, the delivery of these economic
benefits had been delayed by 4.5 years from the projected
commissioning in early 2001. These delays have had
disastrous impacts on the project’s economics. In net
present value (NPV) terms, the people of Thailand have
already lost more than US $1.27 billion in quantifiable
economic benefits as a result of this delay, and ERR has
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BOX 4

THE REVOLT OF THE RATEPAYERS: WATER SERVICE PRIVATIZATION AND THE

IMPORTANCE OF CONSUMER CONSENT

The conflicts between projects and their host communities
discussed in this section have generally arisen over what
economists call “negative externalities”—incidental social
costs that are imposed upon groups that were not parties

to contracts with the project sponsors. But there is another
important category of conflicts that have not been caused by
the imposition of externalities, in which consumers of project
services—the project’s putative beneficiaries—have organized
community-level opposition. This dynamic has been most
evident with regard to the privatization of water services.

In a number of cases, water privatization plans have gone
awry because of the failure of project sponsors to adequately
account for the interests of the public as consumers—most
notably, the willingness or ability of formerly subsidized
ratepayers to pay the provider’s rates for privatized services.

The most spectacular collapse of a privatization scheme
caused by onerous rate increases by the private-service
provider occurred in the Bolivian city of Cochabamba. In
1999, the Bolivian Government granted a 40-year concession
for the provision of water services to Aguas del Tunari, a
subsidiary of the American engineering firm Bechtel.! Under
the terms of the US $2.5 billion deal, Aguas del Tunari was
given control of the city’s water networks and exclusive

rights to all the water sources in the district. Private water
cooperatives that were not publicly created or subsidized
would also have to pay user fees to Aguas del Tunari. In
addition to being afforded a monopoly on water provision,
the company was guaranteed a minimum 15 percent annual
return on its investment.? In exchange, the company was
expected to invest in capital improvements and upgrade and
expand service delivery.?

As people began to fear that their existing facilities might

be expropriated or their rates raised dramatically, their
representative civil society organizations—neighborhood
associations, water cooperatives, and labor unions—organized
a broad coalition called the Coordinator for the Defense of
Water and Life (La Coordinadora) to protest the deal. When
the citizens of Cochabamba received their first monthly water
bills from Aguas del Tunari in January 2000, many found that
their bill had risen by 100 percent or more.* Many ordinary
workers were faced with water bills that equaled a quarter of
their monthly income.> As a result, La Coordinadora’s protests
gained in size, momentum, and urgency, and by February the
dispute had grown into what locals called la guerra del agua—
the water war. Over the next couple of months, thousands of

protestors participated in demonstrations, shutting down the
city’s streets and central plaza, and drawing violent reactions
from law enforcement authorities. By April, it was apparent
that the contract was no longer politically viable in the face of
the civil unrest, and the government revoked the company’s
concession. When Bechtel was unable to negotiate a
settlement with the Bolivian Government, it sought more than
US $25 million in damages and lost profits in international
arbitration. In January 2006, Bechtel abandoned this claim in
exchange for a token settlement.

The government, Bechtel, and protest leaders each has
decidedly different views as to the cause of the failure of the
Aguas del Tunari venture. But in retrospect, it seems clear
that the public’s visceral reaction to steep rate hikes could
have been anticipated (and probably avoided) had consumers
been consulted on their willingness and ability to pay higher
water tariffs in exchange for the prospect of improved

or expanded services. Neither Aguas del Tunari nor the
government undertook such a dialogue. And Bechtel’s officials
in Cochabamba were predominantly engineers—not market
researchers or social scientists—who did not fully appreciate
the political environment in which they were operating.”

On the other hand, Bechtel maintains that the municipal
government failed to follow its recommendation to conduct

an outreach campaign to inform the public of the costs and
benefits of the private concession.® In any event, the failure

to conduct this basic market research and public education
exposed the project to political risks that would not be viable to
its proposed tariff structure.

Other water service providers have also been forced to
relinquish their concessions due to popular opposition to their
tariff schemes. For example, in 1995 Aguas del Aconquija,

a subsidiary of the French water company Compagnie
Generales des Eaux (now Veolia) obtained a water concession
in the Argentine province of Tucuman. Soon thereafter, it
raised tariffs by more than 100 percent, and substantially
altered its conditions of service delivery. Consumers, who
considered this to be both a financial burden and a violation of
their rights, resisted these increases by organizing sustained
protests throughout the province. After three years of conflict
between the company and its customers, the company was
finally forced to give up the concession when consumer
groups organized a payment boycott, and large numbers of
customers refused to pay for water and sewerage services.’

continued next page
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BOX 4 CONTINUED

Consumers have instigated popular backlashes that have
scuttled water privatization schemes in a number of other
countries. In Ghana and Malaysia, proposed privatizations
have been suspended or reversed due to popular opposition.
In Panama, public resistance to an attempted privatization
contributed to the electoral defeat of the president.!”

Public opposition has also caused the cancellation of water
privatizations in Lima, Peru, and Rio de Janeiro, Brazil, and
has led to protests in numerous countries, including Sri
Lanka, Indonesia, Pakistan, the Philippines, India, South
Africa, Poland, and Hungary.!' And in a public referendum
in Uruguay, a majority of citizens voted to amend the
constitution to define water as a public good and guarantee
that it be supplied by public entities.'?

These cases illustrate that the failure to gain the prior
informed consent of ratepayers can have disastrous impacts
on a water privatization scheme. In this respect, the market
for water services differs dramatically from the typical market
transaction, in which consumer consent is inherent in the
agreement to purchase the goods or services for sale. Water
concessionaires are typically monopoly providers of essential
public services; there is usually no real competition or

alternative. Thus, in the absence of explicit consent, ratepayers
must rely on government regulators to establish equitable
rates and terms of service. But for reasons of politics,
competence, capacity, or even corruption, the government may
not be an effective agent of the public in negotiating the terms
upon which water services should be delivered. These cases
make clear that regulatory approval is not the same as popular
assent, and water service providers that conflate these issues
face increased risks.
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been reduced to about 9.34 percent. If the project is not
brought online until the beginning of 2008, the NPV of
the reduction in benefits will be US $1.42 billion, and
the ERR will be reduced to 8.84 percent.!6 Since the
project initially assumed an opportunity cost of capital of
10 percent, the delays have meant that the project is no

longer economically viable under its original assumptions.

The direct project financial costs of the delays, while less
important than the broader economic costs to the country,
have also been significant. During project appraisal, the
ADB calculated that a 3-year delay in the project would
result in a loss of US $48 million in user fee revenue.
Since tariff rates, collection rates, and the volume of
treated wastewater were all expected to rise significantly
over time, the unrealized anticipated revenues from the
project for 2004, 2005, and beyond are considerably
higher.

CONCLUSION

Samut Prakarn teaches two essential lessons about the
importance of achieving community consent in large

infrastructure projects. First, it shows that the patina

of popular legitimacy that may surround a public

project does not necessarily insulate it from community
opposition—public-sector projects may be just as
vulnerable to risks of community conflict as private-sector
projects. Second, it shows that community involvement
can be critical to exposing corruption. Projects that
proceed without community involvement and consent
may be exposed to greater risks of the kind of corruption
that can compromise their public purposes. Together,
these lessons provide an important corrective to the facile
assumption that projects that are designed and approved
through political or bureaucratic planning processes need
not also provide meaningful opportunities for public
involvement in oversight and decision making.

By all accounts, Samut Prakarn was designed to deliver
critical public benefits. There was a broad consensus that
water quality in the region had deteriorated to the point
where it posed a danger to the regional environment and
public health, and that a governmental response was
required. Because they viewed Samut Prakarn as a “good
environmental project,” the PCD and ADB acted as if they
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had broad license to site the project in any community
that would receive some of the benefits.!” This proved

to be a misapprehension of local preferences. As it
happened, the communities that were forced to shoulder
most of the economic and environmental costs of the
treatment facility were not mollified by the fact that they
would also receive some of the benefits, and they refused
to accept a siting decision that did not adequately include
their inputs or account for their preferences.

Since the revelations of serious corruption ultimately
caused the project to founder, it may be tempting
to ascribe responsibility to the alleged corruption of
key decision makers in the Thai government and the
consortium. Focusing on the sensational allegations
of corruption, however, would tend to obscure the
importance of broader governance problems to the failure
of the project. The exclusion of Klong Dan residents and
political leaders from the site-selection process created the
conditions in which corrupt officials could arrogate their
own pecuniary interests over the public good. Indeed,
it was members of the community—not government or
ADB officials—who uncovered the corruption in the land
transaction. Had the community been involved in the
process from the time the consortium first identified it as
a potential site, it may have uncovered the irregularities
sooner, perhaps in time for the government to pursue
other options.

Anticorruption experts are increasingly recognizing
the importance of this kind of public role in fighting
corruption.’®® They note that citizens and user groups are
often the most motivated watchdogs and most effective
advocates for the proper use of project resources.'® And
members of the public generally have the most nuanced
understanding of the nature of local corruption, and can
provide invaluable information on where corruption may
be occurring, and how to design and implement projects
to minimize it.17

Researchers at the World Bank have found that
mobilizing the public to “audit” and oversee government
operations can be an effective antidote to weak
government capacity to implement its own fiduciary
controls. Indeed, public participation can be even more
effective in combating corruption than more conventional
public-sector management tools, such as increasing
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civil service wages or strengthening internal oversight

and enforcement. According to the Bank’s researchers,
“corruption [usually] has been reduced not so much

by overreaching visions of good government as by the
growing ability of people and groups outside the state to
defend themselves against official abuse and to check the
unfair advantages of others.”1” For citizens to defend their
interests in this way, however, they must be empowered
through adequate mechanisms of transparency,
accountability, and public voice.

Box 4 considers how consent challenges can impact the
success of plans to privatize the delivery of social services
by examining efforts to privatize water services in Bolivia.
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ocated high in the Andes of northern Peru, Minera
Yanacocha (Yanacocha) is the one of the largest and
most profitable gold mines in the world.1”? Yanacocha
is a joint venture of Newmont Mining Corporation (51
percent), Compaiiia de Minas Buenaventura of Peru
(44 percent), and the International Finance Corporation
(IFC), the private-sector lending arm of the World
Bank Group (5 percent). Yanacocha is a linchpin asset
for each of its principal owners. For Newmont, the
world’s largest gold producer, Yanacocha is the crown
jewel of its global operations, and represents 18 percent
of its total global reserves.” The mine is even more
important to Buenaventura—it is by far that company’s
most significant asset, representing 94 percent of the
company’s reserves.!’> And while Yanacocha does not
represent a large percentage of the IFC’s overall portfolio,
it is the IFC’s largest investment in the mining sector, and
an important test of IFC’s assertion that it can help ensure
that the mining projects it finances deliver sustainable and
equitable development benefits to their host communities.

Yanacocha extracts massive quantities of gold from
ore using a “cyanide heap leach” process. Heap leaching
involves piling crushed ore in enormous heaps and
spraying it with a dilute cyanide solution, which percolates
through the pile and bonds with tiny flecks of gold. The
solution is then collected in a rubber pad beneath the
heap, and the gold is separated from the effluent in a
processing plant. While cyanide heap leaching is a cheap
and effective means for extracting minute amounts
of gold from low-grade ore, it carries a high risk for
contaminating nearby water sources with cyanide by-
products and other toxic chemicals.

gD MINE PROJECT, PERU

Everything about the Yanacocha facility is titanic in scale.

Its six open-pit mines, five leach pads, and associated
processing facilities sprawl across 160 square kilometers,
five separate mountains, and four distinct watersheds (see
Figures 6 and 7). Yet these existing facilities occupy only
a small portion of the 1,725-square-kilometer concession
on which Yanacocha owns exploration and development
rights (see Figure 8).776 The project has excavated about
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FIGURE7 | THE SCALE OF YANACOCHA
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570 million tons of earth so far, and will most likely move
a billion tons before it closes.!””

Yanacocha's wealth is as enormous as its facilities.
When Yanacocha began operating in 1992, the company
believed that it held only modest reserves that would take
5 or 6 years to develop. After a series of extraordinarily
rich discoveries, however, the mine has actually produced
more than 19 million ounces of gold—worth more than
US $7 billion.'” In 2004 alone, the mine produced 3.1
million ounces.!”? With the addition of 8.7 million ounces
from the proposed Minas Congas pit, Yanacocha closed
in 2004 with 32.2 million ounces of reserves.!s At US
$445 per ounce, the average price of gold in 20035,8!
these reserves are worth about US $14.2 billion. And
this does not include the resources of several other areas
that Yanacocha is actively considering developing. The
company anticipates it will continue to profitably mine the
concession for the next 35 to 50 years.

Yanacocha has also been a significant source of public
revenue. In 2003, Minera Yanacocha paid more than
$140 million in taxes, half of which was earmarked to be
distributed to the local government under Peru’s mining
law.

COMMUNITY OPPOSITION

When Yanacocha commenced operations in 1992, it was a
substantially smaller project than it is now. In its first year
of operations, the project produced only 81,000 ounces of
gold (compared to 3.1 million ounces in 2005). In the early
stages of the project, few if any residents of the Cajamarca
valley anticipated the potential for intense conflict between
industrial-scale mining operations and the region’s
traditional foundations of agricultural and dairy farming,
and there was no organized opposition to the project.182
Rather, many residents were hopeful that Yanacocha
would bring much-needed jobs and improved roads.
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However, as the mine dramatically expanded in scale, it
came to exert a kind of gravitational force on all spheres of
life in the area. By 1998, the mine was causing significant
tensions between the company and the community. While
many residents in the community believed that the mine
was delivering substantial economic benefits, many others
complained that it was causing considerable economic,
environmental, and social harm to the region. The mine’s
industrial operations were widely seen as undermining
the region’s traditional agricultural and pastoral identity,
and disrupting traditional social structures and land and
labor markets. With a workforce of more than 7,000
employees (including subcontractors), an enormous
consumer presence, and other extensive economic
activity, the economic clout of Yanacocha appeared to
overwhelm the community. Moreover, many residents
blamed the mine for creating class divisions between
the thousands of campesinos who had landed well-paying
jobs with the mine, and the tens of thousands who had
not.’® In the town of Cajamarca (population 120,000),
residents complained that the immigration of people
seeking employment brought overcrowding, rising crime,
violence, alcoholism, and prostitution. In the surrounding
rural areas, farmers and ranchers alleged that Yanacocha
engaged in coercive land purchases, and that decreasing
water quality and quantity in local streams and irrigation
ditches had reduced their yields. Throughout the region,
residents objected to the danger and nuisance of the
stream of large trucks going to and from the mine. Given
these negative impacts, and the extraordinary riches that

Yanacocha was taking from the region, many residents
became convinced that the company was not investing its
fair share in the affected communities.

Public discontent was exacerbated by the perception that
Yanacocha enjoyed unrivaled economic and political clout,
and chose to exercise its power in an arrogant, unilateral,
and opaque manner.’® In many minds, the company
did not act with appropriate candor, responsibility, or
deference to traditional decision-making processes,
and was widely criticized for its lack of transparency
and failure to consult with affected communities. Local
authorities came to believe that Yanacocha did not respect
their traditional role in local decision making, and did not
value their inputs. And the public came to believe that
the mine preferred to shun disclosure and consultation
in favor of backroom deals. Even where Yanacocha did
provide assistance to affected communities, its efforts
were often dismissed because it unilaterally decided
what to do for the communities, rather than seeking to
identify and incorporate community preferences through
meaningful dialogue.®

In June 2000, an accident involving the transportation
of mercury, a by-product of the mining process, brought
simmering discontent with Yanacocha to full boil. A mine
contractor spilled 330 pounds of mercury along a stretch
of road through the towns of Choropampa, Magdalena,
and San Juan. Children in the villages collected and played
with the luminous liquid metal. Many adults, believing
that the mercury was mixed with gold, brought it home
and even cooked it on their stoves.’# Over 1,000 villagers
claimed to suffer from acute mercury poisoning or other
ill effects from the contact with the mercury, including
skin rashes, vomiting, vision problems, nervous system
disorders, respiratory ailments, and kidney problems.1s”
The mine delayed reporting the accident to Peruvian
authorities,'8 and allegedly exacerbated the public health
impact of the spill by paying villagers to collect the spilled
mercury without providing proper protective clothing.18?

In March 2001, hundreds of residents of Choropampa
and surrounding areas protested the company’s
inadequate response to the health problems in their
community by blockading the road between Cajamarca
and Lima—thereby preventing truck traffic between the
capital and the mine.’ Ultimately, an independent review
commissioned by the IFC concluded that Yanacocha
bore considerable responsibility for failing to implement
appropriate policies for the handling and transporting
hazardous wastes from the mine.’! A group of people
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who were sickened by the spill have sued Newmont in
U.S. court, seeking compensation for their ailments.
Moreover, local residents often cite the accident at
Choropampa as an example of Yanacocha’s indifference
to the negative impacts of the mine, and it remains an
ongoing source of conflict between the company and
surrounding communities.

FURTHER CONTROVERSY OVER THE
PROPOSED EXPANSION AT CERRO QUILISH

Even as its relationship with the surrounding
communities deteriorated, the company’s ambitions for
the Yanacocha mine continued to grow. A critical element
of Yanacocha’s expansion was its plan to mine Cerro
Quilish, a 3.7-million-ounce deposit within the Yanacocha
concession.!2 However, as the communities came to
believe that existing operations were poisoning the local
watercourses, and as they grew increasingly skeptical of
the company’s assurances that mining Quilish would not
adversely affect water quality, they became concerned with
the prospect of Quilish’s being developed. For many in
the region, Quilish was considered to be sacred land, and
the primary source of freshwater for Cajamarca and some
of the surrounding communities and farms. In October
2000, Cajamarca passed a municipal ordinance declaring
Cerro Quilish to be a protected area and off-limits to
mineral exploration. In turn, Minera Yanacocha sued the
city to overturn the declaration and preserve its rights to
explore and expand.'” In 2003, the Peruvian Supreme
Court ruled in the Yanacocha’s favor, holding that the
declaration exceeded the authority of the municipal
government.’®* Nevertheless, the company maintained
that it would not try to expand into Quilish over
community opposition. These assurances did not assuage
concerns about the development of Quilish, and the
prospect that Yanacocha might develop Quilish lingered
as an ongoing point of contention in the relationship
between the company and its host communities.

In September 2004, Yanacocha obtained a permit from
the Ministry of Energy and Mines to begin exploring
Quilish, and moved its drilling equipment onto the site.
The public reaction was swift and intense. On September
2, hundreds of campesinos blockaded the road from
Cajamarca to the mine. The government responded by
deploying several hundred armed police officers. Many
protestors were arrested, including a number of women,
children, and elders.1% The blockade forced Yanacocha
to helicopter its workers to the mine, and to scale back
operations. On September 15, the protests culminated in
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a region-wide strike that included a mass mobilization
of approximately 10,000 people in the public square

in Cajamarca. The blockade was relinquished, and
protests were quelled two days later, after local leaders
and representatives of the Ministry of Mines negotiated
an agreement with Yanacocha. In early November, the
company publicly apologized for its actions, formally
requested that the Ministry revoke its permit to explore
Quilish, and removed the Quilish project from its
operations plans.1%

FINANCIAL IMPACTS

The indefinite delay in developing the Quilish reserves is
probably the most severe financial impact of the conflict
so far. Yanacocha had hoped to begin exploiting Quilish’s
reserves in 2007 to partially offset the production
depletion of its existing pits.!” But in part because the
development of Quilish has been delayed indefinitely,

the company now says that Yanacocha’s production may
fall 35 percent or more in two years.!% Assuming a gold
price of US $603 per ounce (the average price in 2000),
Quilish’s 3.7 million ounces of reserves are worth about
US $2.23 billion.! If these reserves could be recovered at
the same production costs of $145 per ounce as the rest of
Yanacocha, this amounts to more than US $1.69 billion
in lost earnings for the company.2® For Buenaventura, the
Quilish reserves represent more than 20 percent of the
company’s total gold reserves.2! For Newmont, the loss of
Quilish represents only about a 2 percent decrease in its
overall reserves—though Yanacocha is one of Newmont’s
lowest-cost and most profitable producers.22
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The conflicts between Yanacocha and the community
have placed more than just the Quilish reserves in
jeopardy. In the current political environment, any
proposed expansion of the mine will face heightened
scrutiny. There has been strong public resistance to
the exploration and development of portions of the
San Cirilo deposit.2* And Yanacocha’s other proposed
developments—Chaquicocha (slated to begin production
in 2006), Corimayo (2010), and Minas Conga (2011)—will
face similar scrutiny. Together, these deposits hold an
estimated 14.5 million ounces of reserves, worth US $8.74
billion at average 2006 prices.?** Therefore, securing
community consent to explore and develop these deposits
is a long-term imperative for Yanacocha, as its continued
viability ultimately depends upon its ability to replenish
depleted assets. In the existing political environment, it is
difficult to see how Yanacocha will obtain that permission.

Yanacocha’s troubles in the Cajamarca valley have spilled
over to other Newmont-Buenaventura projects in the
region. Two months after the conflict over Cerro Quilish, a
group of local campesinos entered a prospecting camp at La
Zanja, a planned open-pit mine six hours from Cajamarca,
and destroyed rock samples and equipment.2> As a result,
Newmont and Buenaventura are also reevaluating this
mine proposal, which has reserves of 563,000 ounces
of gold and 3.8 million ounces of silver.2%6 Worse, the
conflict in Yanacocha has set the tone for a number of
confrontations between mining companies and their host
communities throughout Peru (see Box 5). According to
Father Marco Arana, a leader of the Cerro Quilish protests:
“[I)f Yanacocha does things better, it will open the door to
all mining projects in the north of Peru. If it doesn’t, it will
close the door to these projects.”27

Yanacocha’s poor relationships with local communities
have also increased Newmont’s share price volatility.
Newmont's stock fell 7 percent during the two weeks of
protest over Cerro Quilish. Investor concerns over the
situation in Yanacocha, and another Newmont mine in
Indonesia, contributed to Newmont’s loss of 8 percent in
2004, despite huge run-ups in the price of gold through
the year. Reflecting on Newmont’s 2004 performance,

a Bear Stearns analyst commented: “[T]here’s been a lot
of noise over the past three months about [Newmont’s]
Indonesian and Peruvian operations.... [I]t's been a

lot of environmental and local discourse that has kind
of restrained Newmont’s performance.”28 Some of
Newmont's large institutional investors—such as the
New York State Common Retirement Fund—have

concurred, and have begun to press the company on its
environmental and social practices.2

CONCLUSION

The central lesson of the Yanacocha case is that for large-
scale, long-term projects, community consent is a life-
cycle issue. While securing a “social license to operate”
during project preparation is critical, that license is

only temporary and contingent; it must be constantly
renewed and is always subject to revocation during
implementation.

When Yanacocha began operations in 1993, it enjoyed
substantial support within the surrounding communities.
Many local residents believed that the project could
supplement the region’s traditional economic activity,
and bring well-paying jobs and improved infrastructure.
But few, if any, residents anticipated how the mine would
dominate the valley’s economic, social, and political life.
Over time, as the project grew in scale and its negative
impacts began to overshadow its benefits in the minds
of many residents, early support for the mine eroded
into suspicion, recrimination, and ultimately, opposition.
Yet Yanacocha proved unable to meet the public’s
expectations of transparency, meaningful participation in
decision making, and good corporate citizenship. These
accumulated grievances ultimately found expression in
the blockades and mass mobilizations that prevented the
exploration of Cerro Quilish.

As in the Esquel case, it is not clear that even a
perfectly harmonious relationship with the surrounding
communities would have allowed Yanacocha to secure
consent to mine Cerro Quilish. Given Quilish’s
sacred status and its importance as a watershed, local
communities would have had strong reservations about
its development under any circumstances. But it is clear,
at least in retrospect, that Yanacocha would have been well
advised to fully explore the communities’ concerns about
the development of Quilish, respect their preferences
regarding its development, and (if necessary) redirect
its ambitions for expansion to other, mutually agreeable
areas. Box 5 provides an overview of the consequences of
broader governance challenges to the Peruvian mining
sector.
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BOX 5
IN PERU

Conflicts between project sponsors and their host
communities generally arise out of very specific and localized
grievances, but they rarely occur in isolation. Poor governance,
or the government’s inability to resolve community
complaints in a politically acceptable manner, can create the
conditions in which similar conflicts may arise in a number of
different communities. And conflict in one community can,
in turn, have a demonstration effect that reverberates through
the regional or even national political culture. Eventually, a
tipping point may be reached in which a company’s—or even
an entire industry’s—ability to do business is fundamentally
impaired.

This kind of transformation of the national investment climate
recently occurred in Peru’s mining sector. Peruvian mining
has undergone a historic boom since the early 199os, when
the government privatized and liberalized the industry to
facilitate foreign investment. Between 1993 and 2003, foreign
mining companies invested about US $6.7 billion in mines
in the country, and projects involving potential investment of
more than US $10 billion are currently being considered.! As
a result, production of gold, silver, copper, zinc, molybdenum,
and other precious metals has expanded dramatically. With
this growth, gold and copper are now Peru’s biggest exports,
and mining now accounts for half of Peru’s foreign earnings.?

The Peruvian government and its international donors,
however, could have done more to balance efforts to attract
foreign investment with appropriate steps to ensure that
environmental and social impacts were minimized or that
traditional property interests were respected. Indeed, in some
cases it took steps in the opposite direction. For example,

the government offered large-scale miners “stabilization
agreements” that precluded the government from
strengthening environmental requirements for their facilities
for 10 to 15 years.? Over the objection of the local landowners,
it rolled back protections for collectively held campesino land
titles by creating servidumbres (easements) that allow miners
to gain access to subsurface mineral deposits.* Moreover, the
government did not embed strong community participation
requirements into its environmental assessment procedures,’
and did not sufficiently scale up its regulatory and
enforcement capacity to deal with the multiplying demands
created by the investment boom.

GOVERNANCE, POLITICS, AND CONFLICT: THE CASE OF THE MINING SECTOR

The mining companies were also insufficiently attentive to
environmental and social concerns. In the rush to invest

and expand, they did not always take care to ensure that
community preferences were respected, adverse impacts
avoided, or benefits broadly shared. In response, affected
communities have become increasingly sensitive to the
negative social and environmental impacts of mining
operations, and increasingly assertive about demanding a
broader and more equitable distribution of benefits through
political action, mass mobilization, and civil disobedience.®
In 1999, as a result of conflicts, such as those at Antamina
and in Vicco, Ilo, and La Oroya,” communities affected by
mining united under the banner of the National Coordinator
of Mining-Affected Communities (CONACAMI) to coordinate
their advocacy efforts and campaign at the national level.
This union enabled the affected communities to expand
capacity, substantially increase the scope and effectiveness of
their individual political advocacy efforts, and build political
momentum against the mining industry.®

The conflicts between the Yanacocha mine and the
communities of Cajamarca and Choropampa in 2000 and
2001 exacerbated the growing anti-mining sentiment, and
helped shape the political dynamics in a number of equally
contentious conflicts in other Peruvian communities.® For
example, in June 2002, an ongoing conflict between the
residents of Tambogrande and Manhattan Minerals of Canada
over a proposed US $405 million copper and gold mine came
to a head when the community held a public referendum

and rejected the project by a wide margin. As a result of the
referendum and a sustained local campaign supported by
national civil society organizations and the Catholic Church,
the company could not find a partner for the venture and could
not meet the terms of the option to develop the site that it had
received from the Peruvian state mining company. Citing
losses of US $60 million on the venture, Manhattan Minerals
was forced to abandon its plans for the mine, and subsequently
renounced any intention to invest in Peru ever again.!”

By late 2002, the World Bank and Inter-American
Development Bank (IDB) were warning that the conflicts
between communities and large mining concerns were
beginning to affect the broader political culture in which
companies operate. They noted that:

continued next page
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BOX 5 CONTINUED

... the environmental record of the mining industry has
begun to impede private sector development. Even when
controls existed on paper, they are seldom implemented

in practice. Social and political conflicts that were mainly
triggered by accidents impacting the environment or

the social fabric of the local community, such as spills

or resettlement issues, have threatened the ability of
companies to pursue mining permits or to continue to run
their already existing operations.!!

If anything, however, the World Bank and the IDB
underestimated what was to come. By mid-2004, the political
culture in Peru had turned strongly against the mining
industry, and communities became markedly less willing to
endure the negative impacts associated with hosting a large
mining facility. A number of high-profile conflicts ensued

in rapid succession. In September 2004, the disputes over
Cerrro Quilish culminated in mass protests that resulted in
Newmont’s withdrawing from Quilish and renouncing any
intention to develop it without community support. Two
months later, a group of local residents entered an exploration
camp at La Zanja, a proposed open-pit mine also owned by
Newmont and Buenaventura, and destroyed rock samples
and equipment.!? Then, in December, mining protestors
conducted a two-day strike that shut down three provinces in
the area.’ In May 2003, protestors occupied BHP Billiton’s
Tintaya copper mine in southern Peru, the third largest
copper mine in the country. The protestors, who demanded
that the company invest US $20 million in local community
development projects, were dispersed only after authorities
interceded with tear gas. The dispute forced the mine to close
for a month.* And in July 2005, Rio Blanco, a proposed $800
million copper mine near the Ecuadorian border, became

the latest center of conflict. While the project is still in the
exploratory stage, its sponsor, Monterrico Metals, claims that
the mine will become Peru’s second largest copper mine when
it opens in 2008, and will increase Peru’s copper production
by over 20 percent. Local residents, however, are concerned
that the mine will contaminate an aquifer that feeds the
rivers that provide critical water sources for the villagers

and their farms and supports important natural habitats.

At least one protestor was killed and 40 were injured after
3,000 campesinos entered the company’s exploration camp
on July 28.15 In addition, there have been a number of less

visible conflicts: the Peruvian government reported at least 12

serious disputes between mining companies and their host

communities in July 2005 alone.1°

Taken together, these conflicts have the potential to

significantly affect the Peruvian mining industry. The

Peruvian National Society of Mining, Petroleum and Energy
(SNMPE) estimates that these protests have placed at least US
$1.1 billion in investments at risk.'” SNMPE also points out

that these protests may affect privatization and investments

in the Quellaveco, Michiquillay, La Granja, and Toromocho
copper projects, and the development of a major new copper
mine at Granjas. The SNMPE conservatively estimates the

value of those projects at over US $3 billion.!8
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ACKNOWLEDGING THE RISKS

The cases demonstrate that many businesses have not
fully appreciated the risks entailed in failing to obtain
community consent. The business risks of imposing

a large-scale project on a host community without its
consent are multiple and profound, and can potentially
threaten the project’s financial viability. A few lessons are
particularly evident:

e Community opposition can arise from impacts that are
generated at any stage in the project cycle. As a result,
FPIC must be ongoing and iterative if it is to be an

effective risk management strategy.

Addressing the risks of community opposition before
the project begins is likely to be much more successful
and cost-effective than responding to community
opposition later on.

Other stakeholders—such as shareholders, financiers,
and host governments—can also have their financial
interests adversely affected by conflicts that result
from the failure to obtain consent. This implies that
these parties have an independent fiduciary interest in
ensuring that consent is achieved and maintained in
the projects that they support.

Mere engagement or consultation may not be sufficient
to fully address these risks. Consultations that do

not resolve a community’s reasons for opposition or
achieve consent will provide little assurance against
potentially costly and disruptive conflict.

Due to community opposition, Esquel, Yanacocha
(Cerro Quilish), and Samut Prakarn each suffered lengthy
construction delays. The development of Cerro Quilish
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has been postponed indefinitely, while the sponsors of
Esquel and Samut Prakarn are grappling with how to
reconfigure their projects to garner public approval years
after they were expected to come online. Conversely,
Malampaya was able to proceed on an expedited
construction schedule by reaching mutually acceptable
agreements regarding site selection and construction
impacts early in the planning process.

Community resistance often has collateral impacts on
the sponsor beyond the specific project under dispute.
Meridian Gold, the sponsor of Esquel, saw its stock price
fall precipitously and was required to write off most of
the property’s development value. Newmont and the
IFC, the lead sponsor and key financier of Yanacocha,
have suffered reputational harm due to their handling of
community concerns. This has complicated Newmont'’s
efforts to win approval for projects in other communities.
In contrast, Shell enjoyed a significant public relations
boost for its handling of Malampaya.

Community opposition can arise at any stage of the
project cycle. In particular, sponsors should not treat
consent given at the outset of a project as a kind of blanket
immunity from subsequent opposition. In practice,
the sponsor’s relationship with the community, like its
relationship with other stakeholders, must be attended
to throughout the project cycle. Communities should not
be expected to consent to the project in its totality. Rather,
they should accept specified impacts over a given phase of
development and be fully notified up front of cumulative
project impacts. When unexpected impacts arise, or when
the next set of critical project decisions is to be made, public
expectations and concerns must continue to be addressed.
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Project financial stakeholders other than the project

sponsor can also be adversely affected by public resistance.

For example:

e Shareholders may be at significant risk when relatively
undiversified companies encounter community
opposition. Meridian’s shareholders, for example,
incurred substantial losses when the financial markets
factored public opposition to the Esquel project into

Meridian’s share price.

Government entities that expect to reap taxes, royalties,
or user fees generated by the project also have interests
at risk. Cerro Quilish, for example, would have
generated significant tax payments for the Government
of Peru.

Institutions that provide limited-recourse financing to
projects may bear even greater risks that the projects
they finance will fail to meet their financial projections
due to community opposition. These lenders rely
primarily on the revenues generated by the project for
repayment and as security for their exposure.2® Samut
Prakarn was financed in part by US $230 million in
loans from the Asian Development Bank, but the loan
was guaranteed by the Thai government. Since Samut
Prakarn has not been brought online, and has yet to
earn any revenues, these sovereign guarantees are the
sole basis of debt repayment.

Moreover, as the example of the mining sector in Peru
illustrates, conflict at one project can adversely influence
the political dynamic at nearby projects. As a result,
project sponsors and their financial supporters may bear
the risks of conflicts that arise in projects that are not
directly related to their own. And governments that lack
the capacity or political will to ensure that conflicts do
not spin out of control and metastasize may find that
their efforts to promote investment are undermined by a
grassroots backlash.

The business risks of community opposition cannot
be fully mitigated through consultation. In many
of the projects we examined, the sponsor or a key
financier professed to have a firm commitment to
community consultations as part of its established due
diligence procedures. In most of the cases, some kind
of consultations with the affected communities were
undertaken—though in Esquel and Samut Prakarn,
consultations were of such inferior quality as to be
little more than a gesture. But with the exception of
Malampaya, these consultations were not successful in

averting conflict or in securing popular consent for the
project. These cases suggest that even if consultations
are well run, they are unlikely to be an effective risk
mitigation strategy unless they invoke the FPIC process.
This is because consultations require only that sponsors
listen to external perspectives on the project. They do
not change the basic decision-making paradigm giving
project sponsors and public authorities the power to make
decisions without popular assent. Only by relinquishing
some measure of control over decision making can a
project sponsor expect to achieve politically durable
agreements.

Finally, the cases suggest that the host government
has an important role to play in creating the enabling
conditions that can help facilitate mutually agreeable
outcomes. In Samut Prakarn and the mining sector of
Peru, inadequate public participation procedures and
weak regulatory and enforcement regimes contributed to
the disastrous outcomes. Conversely, the more rigorous
participation requirements in the Philippines helped
to create an environment in which Shell’s community
engagement efforts could produce mutually beneficial
negotiated agreements.

Given the costs and risks associated with the failure to
secure FPIC, obtaining FPIC from host communities
can be an indispensable risk mitigation strategy for large-
scale projects. Moreover, if, as these examples suggest,
the ability to discern and accommodate community
preferences is a key determinant of project success,
project sponsors that develop the ability to do it well
will enjoy a strong competitive advantage over their
industry peers. These companies may be able to reduce
project costs below their competitors’ costs, or develop
projects that would be too risky for a sponsor with a less
sophisticated understanding of how to achieve community
support.

The case studies suggest six principles that may assist
project proponents in crafting and implementing consent
procedures that will mitigate the business risks associated
with local opposition:

Information. Affected communities should be provided
sufficient information in local languages regarding the
proposed project. Project proponents should work with
communities to understand the types of information
the communities need to make informed decisions,
and must allow sufficient time for communities to
review and discuss information provided to them.
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Inclusiveness. All interested community members
should be allowed and encouraged to take part in
the FPIC process, including stakeholders affected by
indirect or cumulative impacts.

Dialogue. Dialogue within an FPIC process should

be formalized, continue throughout the lifetime of a
project, and include government and local stakeholder
representatives.

Legal recognition. FPIC should be formally recognized
through binding negotiated agreements. There should
be a sufficient period of time for community decision
making prior to project commencement.

Monitoring and evaluation. Opportunities for
appropriate and independent community monitoring
should be put in place. Monitoring and evaluation
should be supported by independent grievance
processes to ensure that community concerns are
addressed throughout a project’s lifetime.

Corporate buy-in. Project proponents should view
FPIC as an inherent and necessary cost of project
development. Where appropriate, developers

should find constructive ways to channel funds to
communities to maintain the integrity of the process
and the independence of the community’s role.

Community involvement and consent work best in a
setting where the host country government recognizes
these concerns as a matter of law or policy. Project
proponents should work with governments to gain their
endorsement and involvement in the FPIC process. To
tully protect their legal rights and interests, proponents
should develop with communities further procedures
based on local conditions.

HOW KEY ACTORS CAN HELP

Each stakeholder should take specific, affirmative steps to
ensure that the FPIC of project-affected parties is secured

before and during project operations. Most importantly,
project sponsors and financiers should incorporate
community consent procedures and requirements into
their project and investment decision making, planning,

and operations, and host governments should incorporate

such procedures and requirements into their permitting
processes. These are the things the following actors can

do:

Project Sponsors

e Develop clear, binding operational policies and

procedures for disclosing information and securing
FPIC. These policies and procedures should provide
for an ongoing, iterative process of communication and
negotiation throughout the entire planning and project
cycles.

Ensure that community consent is achieved before
project construction begins and is maintained at each
stage of project decision making.

Adopt FPIC procedures that result in culturally
appropriate, legally enforceable negotiated agreements
that address the full range of issues of concern to host
communities, and that can be renegotiated if necessary
as the project evolves.

Adjust planning, assessment, and decision-making
timelines and procedures to allow for full local
involvement and community input. Sponsors should
recognize that communications and transportation
difficulties, iterative community consensus building
processes, or other logistical demands of incorporating
an FPIC principle may increase the time and resources
necessary for project decision making.

Fully disclose to investors and potential investors the
financially material risks of community opposition to
projects.

Project Financiers and Investors

e Mitigate the risks of community opposition by

assessing, as part of due diligence procedures, (1) host
community preferences; (2) whether project sponsors
have the capacity to successfully engage communities
in FPIC processes, and the commitment not to proceed
if consent is not achieved; and (3) whether other
critical enabling conditions for FPIC exist, such as the
capacity of the host country to implement and enforce
negotiated agreements.

Request independent third-party audits to ensure that
project sponsors have achieved community consent.2!!

e Refrain from supporting projects that do not have the

consent of the host community, or that raise significant
concerns that the sponsor will not be able to maintain
consent over time.
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Host Governments

Develop legislation and implementing regulations that
incorporate clear FPIC procedures and requirements
into all stages of the planning and permitting process.

Develop the capacity to help orchestrate and enforce
negotiated outcomes of FPIC processes with the
support of the international donor community.

Ensure that all affected citizens, including those
who are critical of the project, have the right to freely
express their views.

Corporate Lenders and Shareholders

Mitigate risks by assessing the company’s community

consent procedures as part of due diligence procedures.

Public Securities Regulators

Issue specific guidance requiring project sponsors to
disclose the risks and adverse impacts of community
opposition as part of their obligation to disclose
financially material information.

Bring enforcement actions against companies that do
not comply with their disclosure obligations.

Financial Equity Research Analysts

Consider how community opposition to important
projects, and the sponsor’s ability and commitment to
address community concerns, may affect the sponsor’s
stock price and volatility.

International Development Donors

Incorporate FPIC considerations into financial
analyses of companies and sectors with a high risk of
community consent concerns (for example, mining).

Assist host governments to expand their capacity to
implement and enforce FPIC procedures.

The United Nations
e Fully endorse and adopt by consensus the draft U.N.

Declaration on the Rights of Indigenous Peoples,
which recognizes the right to free, prior, and informed
consent.
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