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Abstract
A variety of indicators suggest that despite an influx of revenues from natural resources,
countries dependent on natural resources do no better, or even worse, than other countries.
This dissertation explores this empirical observation and its antecedents. More centrally, it
analyzes tactics that can be used by the wealth of actors involved in the extractive sector to
improve the economic and political well-being of resource-rich nations and their citizens. In
particular, this research distills guidelines regarding the design and management of policies to
mitigate the political economy risks often accompanying natural resource windfalls in less
developed countries.
The analysis in this dissertation suggests that, while there are weighty problems underlying
the "resource curse", they have not been framed in a manner useful to policymakers.
Resources are a problem in the absence of effective institutional constraints and a
commitment to these “rules of the game”. Without such restrictions to protect the windfalls
and effectively ensure that the rent-seeking incentives don't trump the returns to productive
activities, resources do not support beneficial progress.
Analysis of the experience with social funds, empirical work assessing the relevance of
resource dependence, abundance, and governance to stability, as well as examination of the
relevant policy options, lends new insight into what guardrails are most likely to keep these
countries on, or redirect them towards, the road to prosperity. Thus, this research provides
policy options to guide bureaucrats, international institutions, aid agencies, investors, and
non-governmental organizations seeking to help developing countries hedge against the
dangers the can accompany large surges of wealth. In particular, this analysis suggests that
the mechanisms suggested so far to overcome the curse do not effectively involve capacity
building and encouragement of bottom-up accountability.
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I)
Summary & Objectives
Natural resource extraction brings with it many incentives for resource wealth to be diverted
to non-productive uses. The purpose of this research is to develop contingent guidelines for
state and non-state actors interested in improving the management of natural resource
revenues. In particular, this research seeks to distill guidelines regarding the design and
management of policies to mitigate the political economy risks often accompanying natural
resource windfalls in less developed countries, thereby enabling implementation of wellunderstood macroeconomic and welfare improvements in such resource-endowed countries.
The research focuses on ensuring the relationships underlying the mismanagement of natural
resource revenues are well understood, evaluating the available policy options, and
discerning the policy levers accessible to state and non-state actors interested in resourcedependent countries. The analysis lends new insight into what guardrails are most likely to
keep these countries on, or redirect them towards, the road to prosperity and, ultimately,
provides policy options to guide bureaucrats, international institutions, aid agencies,
investors, and non-governmental organizations (NGOs) seeking to help developing
countries hedge against the dangers the can accompany large surges of wealth.
To sift through the policy options, I seek to answer the following questions:
What policies are most likely to improve the well being of the populace and/or decrease the probability of the
worst outcomes that have been associated with resource wealth? What do we know about the costs and benefits
of these mechanisms?
Given these pros and cons, which non-state actors can enable implementation of relevant policies and/or
facilitate collective action towards these ends? Under what circumstances and in which respects do external
actors’ interests align with the interests of the citizens of the countries in question?
To answer these questions, I first review the literature on the resource curse to ensure that
the problem is adequately understood. The literature, when considered in combination with
my empirical work, suggests that the “resource curse” is neither inevitable nor unique.
Rather, it is the byproduct of complex interactions between pre-existing institutions and
degenerative incentives propagated by a large sum of appropriable resources. This
conclusion suggests that the underlying challenge in resource-rich countries, like the
challenge faced in countries with large influxes of foreign aid, is an institutional one.
In particular, appropriable natural resource revenues appear to undermine the very factors
that can protect societies against the insidious incentives generated by appropriable
resources. In societies with strong institutions, commitment is enforced by numerous
entities, including an engaged civil society with access to timely and accurate information, a
viable press that is free, and checks and balances. However, these forces that support
accountability in a healthy society by raising the costs public officials face when avoiding or
reneging on long-term commitments are weakened in resource-rich countries. Instability and
uncertainty raise the discount rate and reduce the expected payoff for making and sticking to
long-term commitments. Resource revenues weaken the traditional links between citizens
and their governments. Imperfect information clouds the electorate’s view of its
government, impeding the development of officials’ reputations, and thus reducing the costs
to public officials of not acting in their constituents’ interests. Overall, the weakness of
institutions means there is little to bind public officials – to motivate them to make
commitments.
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Given this understanding of the form of the “curse”, I then investigate mechanisms
proposed to overcome the curse. Rather than targeting institutional weaknesses, many policy
interventions have prioritized interventions targeted at the economic fallout from resource
inflows. The result is economically-oriented mechanisms that, to some extent, disregard the
political economy of resource-rich states. As a result, many of these economic mechanisms
bypass the core of the problem, and thus the revenues themselves remain highly
appropriable and the incentives driving economic and political activity remain skewed.
While macroeconomic reforms are essential, without reforms prioritizing accountability, the
integrity of economic reforms is easily undermined. Thus, while natural resource funds hold
great promise when carefully designed, implemented, and managed, their success is
contingent on complementary reforms that account for the political economy and stimulate
the antecedents of accountability.
Based on analysis of the form of the “curse” and the weaknesses of existing interventions, I
conclude that the key objectives of any basket of policies must be to reduce discretion and
opacity and increase accountability without eliminating flexibility. Thus, the mechanisms best
suited to targeting corruption appear to be those that simultaneously: (1) transfer power to
the masses; (2) increase the capacity of the electorate to monitor; and, (3) decrease the
discretion of the existing central government – and in particular of the executive. For
countries with weak institutions –our primary concern in resource-dependent countries–
channeling revenues away from the central government holds promise in accomplishing all
three of these objectives.
I then investigate experience with a mechanism used to distribute foreign aid. This
mechanism, social funds, appears to be a promising model for distribution of natural
resource revenues. In particular, a social fund-like mechanism appears to be a useful model
of an intervention that can complement the existing mechanisms, particularly natural
resource funds. By better controlling the distribution of revenues from natural resource
funds and using these payouts to better engage the populace, similar mechanisms may be
useful in overcoming the weak institutional constraints that plague many resource-rich
countries. Social fund-like mechanisms may hold the most potential to support the
development of the inputs necessary to achieve accountability, support the administrative
capacity of government bodies, help fill the gaps left by the capital market failures in these
countries, allow for flexibility in responding to local-level needs, and –in the long-term–
decrease corruption and strengthen institutions.
Given this understanding of what policy interventions are needed, I then investigate how to
bring these mechanisms about. Given that those in power in these countries are likely to
want to hold onto power, external actors are likely to be needed to change the way natural
resource revenues are managed. To avert the forces favoring corruption and rent-seeking in
these countries, a substitute for strong institutions must be created. External actors can
impose constraints that act in this way. More specifically, investors, public and private banks
that lend to extractive sector projects, international institutions and NGOs must aim to
encourage countries to implement mechanisms that realign incentives such that the costs to
policymakers of ignoring long-term and public objectives increase and the benefits of
making and abiding by commitments to these objectives rise.
However, to ensure that public officials do not renege on commitments made to external
actors, the constraints imposed by external actors must also strengthen the engagement of
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the public with their governments. Hence, my analysis suggests that creating conditions that
enable countries to avert the problems that have befallen resource-rich countries in the past
will require external actors to act in a way that supports the engagement of internal actors.
Only when a broad array of actors act in a way that reinforces the participation of other
actors, can progress be sustained when the commitment of one actor flags.
I focus, in particular, on the role of multinational corporations (MNCs) in the countries of
interest. Overall, companies have considerable leverage in resource-rich countries. However,
given the history of this industry and the intense competition for access, it is unlikely that
companies will exercise their influence without additional pressures from shareholders.
Given additional pressure, however, it is likely that more and more companies will move
towards risk management practices that also support the development of stronger
institutions in the countries of operation.
I also consider the role of international institutions and of lending and insurance companies.
Banks, insurers and IFIs are highly influential in the countries of interest, as their
involvement in the extractive sector makes extraction either profitable or untenable to both
countries and the companies involved. They have leverage over both MNCs and officials in
the countries of operation seeking oil-backed loans, the involvement of banks to encourage
MNCs to invest, or places to stash monies siphoned off of public coffers. Moreover, both
their reputation and their bottom line can be threatened by entering into deals about which
their access to information is limited.
My inquiry suggests that international organizations and financial institutions’ missions and
points of leverage align particularly well with mechanisms most needed within the countries
of interest. Unfortunately, their funding structures leave them vulnerable to manipulation –
direct or indirect– by their funders. Despite this major weakness, these institutions are likely
to be needed to effect change in these countries. Their most promising interventions include
consolidating the diverse initiatives aimed at extractive industries and increasing the pressure
on MNCs’ home governments to compel these companies to increase transparency. To
accomplish this, the more powerful levers in the short and medium term are international
organizations’ roles in providing information and funding. Changing the requirements that
need to be fulfilled to obtain public monies, in particular, is potentially powerful. This tool
has the best hope of imposing discipline directly on MNCs and in a relatively equitable
manner. Moreover this “imposed” discipline may actually be welcomed by private industry
and governments unable to pull themselves out of a destructive equilibrium.
Changing the status quo will, however, require the cooperation of many stakeholders. Nearly
all efforts to effect change require or would be strengthened with cooperation between
consumers, businesses, government, investors, and both domestic and international NGOs.
While partnerships have arisen to react to specific incidents that are manifestations of the
underlying risks, this is not their most promising activity. Rather, cooperative action can be
especially beneficial in coordinating and focusing the many initiatives that exist. The number
of relevant initiatives competing for attention in the global community diffuses the force
behind these varied initiatives and allows companies and government to defer their
responses.
The dissertation is organized as follows:
(1) An analysis of the evidence for and characteristics of the “resource curse”.
This section reviews the theories and empirical evidence regarding the
3

existence of, and transmission mechanisms leading to, the “curse” and
discusses original empirical research on this matter;
(2) Qualitative research analyzing the lessons of Social Funds, a mechanism used
to distribute bilateral and multilateral aid;
(3) An examination of which actors may have leverage and what their interests
are; and
(4) The synthesis of these steps: a prescriptive section that identifies promising
policy options and discerns practical lessons to encourage the
implementation of these options1.
II)
Motivation
Many developing countries with large resource endowments expect the influx of dollars to
be a boon to the country’s development and people. However, countries rich in natural
resources do not necessarily reap the benefits one would expect these resources to provide.
Despite what one would expect, growth in gross domestic product (GDP) and per capita
GDP in resource-dependent countries are often lower than in other countries2.

1 The symptoms and drivers of the “resource curse” constitute an enormous challenge; this analysis does not
purport to address all of these problems. Rather, I am choosing this analytical strategy, of the many possible, to
advance my understanding of the governance problems and possible policy tools. By focusing on these
particular windows into the problems, I hope to add to the existing body of knowledge.

2

Early work on the effect of natural resources focused on GDP growth as the key indicator of whether a
country was doing “well” – and found that countries’ performance was not as expected. Resources did not
appear to be a boon.
More recent work focuses on the “genuine savings”. This measure adjusts typical economic measures to
account for depreciation of natural and other capital in resource dependent countries. Research utilizing this
measure generally confirms the findings of earlier work focused on GDP growth: resource dependent
countries tend to have lower “genuine savings” (Atkinson and Hamilton 2003; Neumayer 2004).

4
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Figure 2: GDP per capita does necessarily not rise with resource dependence
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In countries with resource revenues accounting for greater than 50% of merchandise exports, mean GDP per
capita between 1975 and 2000 is $5424; for those with resource revenues accounting for less than 50% of
merchandise exports, GDP per capita is $7319. The t-statistic, which is significant at the 95% confidence level,
is 2.75 (see Appendix 1 for details about this data).

5

In fact, natural resource development is often followed by a particularly drastic long-term
economic decline due to macroeconomic, microeconomic, and political economy hazards
that accompany large influxes of wealth.
As a result, the citizenry often does not benefit from these assets, or does not benefit as
much as expected. Furthermore, skewed distribution of resource revenues means that per
capita GDP does not reveal the extent to which the quality of life in these countries often
does not improve with resource development. The preponderance of people in resource
dependent countries live in extreme poverty4, and have lower life expectancies5 than people
in countries less dependent on natural resources.
This set of paradoxical outcomes, termed the “resource curse”, is substantive in terms of
public dollars squandered, countries impacted, and number of people affected. The revenues
that countries facing this alleged “curse” receive from the development of these resources
amount to trillions of dollars -- in Nigeria alone, the government has received $250 billion in
oil revenues since 1960 (Peel 2004). However, Nigeria, like many other “well endowed”
countries, is still extremely poor: 60 percent of its population falls below the poverty line
(CIA 2004).
Many countries are affected by mismanagement of resource monies. Today, there is concern
about the management of oil and natural gas revenues6 in more than a score of countries –
including Iraq, Indonesia, Azerbaijan, Sudan, Chad, Equatorial Guinea, East Timor,
Venezuela, Congo and Ecuador7. In fact, 34 less-developed countries rely on such resources
for at least 30 percent of their export revenues while over one third of these countries have
annual per capita incomes below $15008 (Birdsall and Subramanian 2004).

4 In 1999, according to the UN, 82% of people in mineral and energy exporting countries were living on less
than $1 a day.
5 In countries with resource revenues accounting for greater than 50% of merchandise exports, the mean life
expectancy between 1975 and 2000 is 52 years; for those with resource revenues accounting for less than 50%
of merchandise exports, mean life expectancy is 59 years. The t-statistic, which is significant at the 99%
confidence level, is 5.75 (see Appendix 1 for details of this data).
6 I use “revenues” to refer to royalties, taxes, and other payments received by the government due to the
development of their natural resources (such as natural gas and oil).
7 While this dissertation primarily considers non-renewable natural resource, this analysis and findings are
broadly applicable to other extractive industries.
8 To put this in context, $1500 is roughly 17% of the estimated mean per capita income in 2004 of $8800 (CIA
World Factbook 2005).
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Figure 3: GDP per capita over time

There is reason to be concerned that these outcomes are not merely a historical fact, and will
affect numerous countries in the coming years. In addition to countries where resource
extraction has contributed to slow progress or regression over the past decades, countries
that have not previously confronted these problems will do so in the near future as higher
resource prices, developments in extractive technology, reduced reserves, and increasing
demand from China and India affect the profitability of exploration and extraction.
Furthermore, last century investors avoided the most politically volatile environments. But as
natural gas reserves are developed and previously disregarded reserves of oil become
profitable to extract, some of these unstable countries are becoming key producing countries
and are newly dealing with larger resource windfalls. These countries that are becoming
more significant producers may be even more likely to mishandle resources, as they were
avoided in the past because extraction was more expensive, partially due to their instability.
Given the current tight market, instability in producing countries and their mismanagement
of revenues threatens not only these countries and their citizens, but also the companies
investing in them and the countries dependent on the supplies of oil and natural gas
produced in these countries.
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Resource Curse Background9

III)

III.A)

Overview

A robust understanding of what has been termed the “resource curse” is critical if
policymakers and other interested parties are to target the most critical underlying problems
and help countries minimize the mistakes made by resource-rich countries in the past. Given
the complexity of the factors contributing to the trajectory of these countries, focusing
policy interventions on one driver while ignoring its relationship to other factors risks being
ineffectual or even exacerbating the conditions that propagate the “curse”. Thus, this section
considers the range of explanations that have been put forth to explain the observed
phenomena, and the empirical evidence challenging these hypotheses. The first subsection
explores the macroeconomic pathologies, which were -starting in the 1970s- the focus of the
first explanations of the “curse”. The subsequent subsections discuss more recent theories
centered on politics and institutions, and the shortcomings of the literature.
In considering many of the findings presented below, it is important to keep in mind the
limitations on the inferences drawn from empirical work focusing on countries’ historical
patterns due to the difficulty inherent in making causal findings from cross-country data and
imprecise indicators. As discussed above, resource dependence is negatively correlated with a
variety of indicators of welfare.

Resource
Dependence

GDP

GDP
Growth

Stability

Corruption

Democracy

-.11

-.06

-.33

.12

-.24

Table 1: Correlation10 between Resource Dependence and Outcomes of Interest11

Because resource dependence is correlated with decreased vitality of the manufacturing
sector, increased authoritarianism, increased inequality, decreased stability, and lower GDP
growth, understanding causation is difficult. While scholars have been developing
multivariate models to try to parse the relationships out, the limitations of the data –
including the relatively small number of countries on which to base claims of causality and
the lack of historical data for many countries– make it difficult to attribute outcomes
specifically to resources. Economic and political drivers are interdependent, and the
inferences made by much of the research discussed below must be tempered by this reality.

9 Due

to the quantity of research on the “resource curse”, this literature review focuses only on the portions of
this literature most directly related to the research questions of interest. As such, it focuses primarily on
literature in academic journals or other formal publications focused on the inefficient use of royalties and tax
revenues from resource extraction. While the literature focused specifically on the Dutch disease and related
macroeconomic effects is vast, this is not the focus of this dissertation, and as such this is not a complete
review of related literature. Similarly, literature focused on revenues from agriculture, decision making regarding
how to exploit resources, pricing of natural resources, leasing of rights to extraction, private versus public
ownership of extraction companies, and conflict is only included when most relevant.
10

Nonparametric Spearman rank correlations

11

These simple correlations will be investigated further in Chapter IV.
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III.B)

Economic Explanations of the Resource Curse

III.B.1)

Dutch disease

Researchers first suggested that states dependent on rents12 from external sources - “rentier
states” – took distinct and problematic forms decades ago (Mahdavy 1970; Amuzegar 1982).
Many early explanations of the observed poor performance of the affected countries focused
on the macroeconomic pathologies underlying these countries’ problems. In particular, early
research pointed to the Dutch disease13.
Although the Dutch disease has become a catchall for a host of macroeconomic pathologies,
it refers to the appreciation of a state’s real exchange rate due to a sharp increase in exports
and the ensuing dramatic influx of foreign revenues. This dramatic rise in revenues
simultaneously results in appreciation of the real wage rate, an increased aggregate demand
for goods and the flight of capital and labor away from the manufacturing and other nonresource sectors. Capital flight raises the costs of production in these sectors and, with
currency appreciation, results in a decline in non-resource exports. All of these symptoms of
the Dutch disease, if not mitigated, can leave a country more vulnerable to destabilizing
events, ill- equipped to deal with price shocks, commodity price declines or other economic
shocks, and can eventually lead to prolonged contraction or stagnation in the output of an
economy. For countries with non-renewable resources, this problem is especially damaging,
as the country will eventually need to rely on the very sectors weakened by transitory
resource revenues.

III.B.2)

Terms of Trade

Like the Dutch disease hypothesis, terms of trade concerns were also cited often in early
work on resource-dependent countries. The first related hypothesis – that worsening terms
of trade for commodity exporters would hamper their growth prospects, today known as the
“Prebisch-Singer hypothesis” – was introduced over 50 years ago (Prebisch 1950; Singer
1950). It is not clear, however, that the Prebisch-Singer hypothesis has been actualized.
While much evidence supports a minor downward long-term trend in commodity prices, the
most recent research shows that prices have not trended downwards consistently. These
analyses suggest that that variability overshadows any trend, and that shocks have been
mistakenly interpreted as a trend (Maizels, Palaskas et al. 1998; Cashin and McDermott
2002; Zania 2005; Kellard and Wohar 2006; Svedberg and Tilton 2006).

III.B.3)

Volatility

Regardless, there is evidence that downward shocks, even if they do not constitute a trend,
harm growth in the long-term (Den 2000). Hypotheses focusing on this factor suggest that
countries with large extractive sectors are hindered by volatility in the terms of trade (Nurske
1958). Both expectations and realization of price volatility are hypothesized to make

12 Because the supply of natural resources is finite, the extraction of these resources results in economic “rent”.
In this context, “rent” signifies that the revenues resulting from extracting natural resources exceed the
economic and opportunity costs of extracting that resource.

13

When first coined in the late 1970s, this phrase referred to the macroeconomic fallout resulting from
development of natural gas resources off the coast of the Netherlands (Economist 1977; Corden and Neary
1982; Corden 1984).
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planning difficult for the government (for further discussion of this, see Section III.C.1.b.iv),
to decrease investment and factor accumulation, to lead to liquidity constraints and increased
interest rates on debt, and to be particularly hard on the poor (Barnett and Ossowski 2003).
Like the symptoms of the Dutch disease, commodity price volatility is thought to reduce the
diversification of the economy, thereby increasing dependence on the extractive sector. Price
volatility can lead to volatility in domestic demand, thereby increasing the difficulty of
staying in business for industries with smaller profit margins. This, in combination with ex
ante uncertainty about future price volatility, can exacerbate the other conditions, discussed
below, that weaken the manufacturing sector in resource-dependent countries (see III.B.4).
The result can be a vicious cycle, as the problems linked to volatility may be exacerbated by
the decline of the manufacturing sector. Resource-dependent countries must deal with much
larger fluctuations than non-resource dependent countries while simultaneously having an
atrophied manufacturing sector to dampen the effects of this volatility.
Further, procyclical public sector spending can further exacerbate the effects of price
volatility. When resource-dependent governments undertake large infrastructure projects
during price upswings, and have inadequate reserves to continue the construction and
maintenance necessary to continue such projects, price volatility has even more severe
implications.
III.B.3.a)

Empirical Findings

Empirical evidence generally supports these hypotheses. There is little doubt, that resource
dependence is associated with volatility, as demonstrated by Ross (2003), among others. The
deeper question is whether this volatility can explain the observed economic stagnation in
countries facing the “curse”. On this, while is less consensus, the most compelling research
suggests that volatility inhibits growth. Although Sachs and Warner’s seminal work (1995)
found no association between terms of trade volatility and growth, numerous more
compelling studies have found that volatility appears to deter growth and investment (Ramey
and Ramey 1995; Aizeman and Marion 1999; Dehn 2000; Mobarak 2005)14.
Nevertheless, neither the mechanisms driving this relationship nor the importance of this
relationship in explaining the observed outcomes are clear. One hypothesis that appears to
be supported by the empirical evidence is that, while volatility does present a significant
challenge to resource-dependent countries, it is the government’s management of this
volatility that presents the fundamental concern. Ross’s (2003) results support this
hypothesis, demonstrating that there is no statistical relationship between resource
dependence and volatility once the relevant covariates are accounted for. Similarly, Sala-i14

Ramey and Ramey (1995), using data for developing and developed countries between 1960 and 1985 and
controlling for time and country fixed effects, find that the standard deviation of growth and the residuals of
growth models are significantly related to growth. Aizenman and Marion (1999), using data for only developing
countries between 1970 and 1992, find that the standard deviation of fiscal and monetary residuals are
statistically significant predictors of private investment volatility. Mobarak (2005), using 3 stage least squares
(3SLS) among other models, finds that a 1 standard deviation increase in the standard deviation of growth
causes a 2 percent decrease in growth. While Mobarek’s 3SLS results are questionable given that he uses
diversification – a highly endogenous variable – to instrument for volatility and a binary variable indicating
whether a country is Muslim – also a problematic instrument – to instrument for democracy, he demonstrates
that the association between volatility and growth is robust. Dehn (2000), using data between 1957 and 1997,
finds that this effect is mediated by the realization of price shocks, not ex ante uncertainty.
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Martin and Subramanian’s (2003) empirical findings suggest that volatility and currency
overvaluation are less important in contributing to lower long-run growth than institutional
factors. Further, Dunning’s (2005) analysis, pointing to resource revenue volatility’s role in
encouraging elites in Botswana, Zaire and Indonesia to diversify, suggests that management
of volatility is perhaps more crucial than the realization of volatility. However, these
explanations overlook the very real possibility, as suggested by Shaxson (2005), that volatility
is important in its effect on institutions (see Section III.C1.b.iv) for a further discussion of
this).

III.B.4)

Manufacturing & Diversification

III.B.4.a)

How resource extraction can affect manufacturing

Concern has been voiced about the manufacturing sector in economies dependent on the
resource sector for centuries. Adam Smith conjectured that the extractive sector absorbed
capital and, in turn, could delay the development of the manufacturing sector (Smith 1776).
More recently, in the 1950s and 1960s, a series of articles argued similarly that a strong
manufacturing sector could be hampered by “enclave” resource sectors, as resource sectors
had weak economic linkages to other sectors (Prebisch 1950; Hirschman 1958; Seers 1964;
Baldwin 1966; Amuzegar 1982; Murshed 2004).
The enclave nature of the extractive sector may be particularly constraining in modern times,
as the extractive sector’s connection to other sectors have further dissolved over the past
century. Decreased transportation costs have reduced the financial incentive to process
primary resources near their origin, weakening most economic linkages that did exist. In
addition, higher tariffs on processed goods, in comparison to raw materials, create a further
catalyst for downstream processing and manufacturing to move out of the country where the
resource is extracted (Power 2002; Ross 2003). As a result, downstream products are
manufactured elsewhere, weakening any links between resource extraction and
manufacturing within the country of extraction15.
Beyond the concerns that emanate from the enclave nature of the extractive industry,
extraction is thought to harm the vitality of the manufacturing industry via appreciation,
upward pressure on formal sector wages, and volatility in demand, as discussed above. In
fact, one of the primary lines of reasoning underlying the Dutch disease is that appreciation
handicaps the competitiveness of a country’s manufacturing sector16. Not only does this
appreciation increase the relative cost of domestic goods, but the volatility of resource prices
causes demand for manufactured goods to be unstable.

15

This magnification of resource extraction as an enclave sector suggests that comparing countries dependent
on resources today with countries like the United States or Australia may be misleading. Unlike when the
United States developed, natural resources are now rarely produced for internal consumption or as inputs into
domestic production, but for export (Moore 2004). Thus, what connections did exist between extraction and
manufacturing have disintegrated over time.

16

Sachs and Warner (1999) develop a model based on the notion that the Dutch disease is particularly
problematic when manufacturing has increasing returns to scale. In this case, their model shows that
appreciation stemming from resource export revenues stymies the manufacturing sector’s growth.
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On the other hand, there is also reason to believe that countervailing pressures exist.
Resource wealth can also have a positive impact on manufacturing, as resource wealth can
lead to growth and to increased demand.
III.B.4.b)

Why manufacturing may be important

While, at first glance, one could imagine that resource booms could more than compensate
for a weakened manufacturing sector, much of the development literature points to the
manufacturing sector as essential for development. There are numerous reasons the
manufacturing sector is singled out as integral to development. Forty to fifty years ago, the
main argument underpinning the importance of this sector was parallel to the enclave
explanation for why the extractive sector hobbled the manufacturing sector: the
manufacturing sector is needed to promote linkages within a country’s economy (Prebisch
1950; Hirschman 1958; Seers 1964; Baldwin 1966).
This argument has been expanded by scholars hypothesizing that, in contrast to the
extractive sector, the manufacturing sector is an integral facet of progress. In essence, this
group of theories contends that the extractive sector has fewer positive externalities –such as
human capital and technology development- than manufacturing and related labor-intensive
sectors. Manufacturing is seen as a development catalyst, as it: stimulates human capital and
technological progress; has increasing returns to scale; has relatively low capital intensity;
plays a role in encouraging and enabling “modernization”, innovation and diversification;
and, has relatively low asset specificity.
In contrast, the capital intensity and economies of scale in the extractive sector are often
perceived to be problematic. The extractive sector requires large capital inputs and is highly
centralized, whereas light manufacturing can exist on a much smaller scale – with small
entrepreneurs able to produce profitably with relatively small capital input. Each of these
factors affecting the importance of manufacturing to the economy will be discussed in turn
below.
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RESOURCE EXTRACTION

MANUFACTURING

Capital intensive

Not capital intensive
Labor intensive

Large returns to scale

Smaller returns to scale

Does not catalyze human capital
development

Catalyzes development of human capital

Because external actors import the
technology to extract most minerals and
fuels, does not catalyze technological
progress

Catalyzes technological progress

Assets highly specific

Assets less specific

High barriers to entry

Low barriers to entry

Few connections to other sectors of the
economy

Connected to upstream and downstream
sectors

Table 2: Contrasting characteristics of the extractive sector and the manufacturing sector

Employment, human capital and innovation are underscored as important benefits of the
manufacturing sector. While the manufacturing sector is labor intensive and creates
employment, the same is not necessarily true of the extractive industry. In fact, the capital
intensity of the extractive sector may crowd out demand for domestic labor, particularly
since it is often dominated by foreign investment and transnational corporations (TNCs)
that usually bring in their own expatriate personnel (Ross 2003). Furthermore, this
discrepancy in demand for labor suggests that human capital accumulation is fostered by
manufacturing but not by enclave sectors such as mining. The lower labor demand, and thus
lower wages, in resource-centric economies leads to a reduced incentive for individuals to
seek education. With little demand, people simply do not expect to reap rewards for their
investment in education.
In addition to reduced incentives to invest in education, a stunted manufacturing sector may
also be associated with reduced means to invest in education. Point-source resources, such
as metals, oil, and natural gas, can be controlled by a relatively small elite. Without a counterbalancing manufacturing sector, this results in concentration of wealth in the hands of a few
(see Section III.B.6), reduces resources available for those outside this elite to invest in
education, and increases the likelihood that the income constraints of the poor are “binding”
(Leamer, Maul et al. 1999; Birdsall, Pinckney et al. 2000). When the latter is true, even if the
returns to investing in education dominate the discount rate, the poor are unable to invest.
A related hypothesized advantage of manufacturing is its role in catalyzing technological
progress induced by learning-by-doing. Even a temporary decline in manufacturing, “may
permanently lower income per head compared with what could otherwise have been
attained,” as a country’s lag in manufacturing is magnified over time when learning-by-doing
is an important byproduct of the manufacturing sector (van Wijnbergen 1984). Krugman
and Torvik, with others, argue that given dynamic economies of scale, long-term
appreciation can hamper learning-by-doing by retarding the manufacturing industry. This

13

initial lag stemming from learning-by-doing is compounded over time and can therefore
permanently impede an economy and ultimately result in a loss of international advantage17
(Krugman 1987; Wood and Berge 1997).
Similarly, a weak manufacturing sector is thought to lead to reduced innovation. As with
education, when natural resources are controlled by a relatively small elite, the majority’s
access to capital and credit to pursue entrepreneurial activities is limited. As a result,
dependence on resources is magnified and an entrepreneurial elite does not arise to force a
more equitable distribution of political power (Falkinger and Grossman 2005) (see Section
III.C.2 for more discussion on the ramifications for the political economy).
Even if the means to pursue entrepreneurial activities are not a substantively significant
constraint, Papyrakis and Gerlagh hypothesize that a boom in the resource sector can reduce
incentives to innovate by: (1) reducing the need to support consumption through labor
income; and, (2) negatively affecting the allocation of entrepreneurial activity between the
manufacturing and the research and development (R&D) sectors in favor of the former
(Damania and Bulte 2003; Papyrakis and Gerlagh 2004). Their assumption that resource
revenues actually end up in the hands of a large segment of the population, and that the
amount received is adequate to decrease their need for labor income, appears to be
unrealistic for many resource-dependent countries given that these revenues are highly
appropriable. Nonetheless, it is reasonable to assume that people do reallocate their effort in
order to pursue rent-seeking activities that are less productive, and have fewer positive
externalities, than either manufacturing or R&D (see Section III.C.2). Another theory
relating resource dependence to innovation proposes that a policy framework developed to
support only the resource extraction industry institutes such high burdens on entrepreneurs
that entrepreneurship declines drastically.
Furthermore, reduced innovation, learning-by-doing, entrepreneurship, and investment in
human capital may reinforce one another. Low investment in human capital can itself lead to
a weak capacity to innovate. This weak entrepreneurial footing can, in turn, spawn a
degenerative cycle. Without the human capital to support entrepreneurship, the incentives to
protect industries using old technologies and techniques are magnified. Such protectionism,
in turn, further inhibits innovation (Maloney 2002) (see Section III.B.5 for further discussion
on protectionism).
Lastly, many see manufacturing to be integral in “modernization”. Harkening back to the
original modernization theory, such theories contend that “competitive industrialization”
and the related increased importance of the manufacturing sector draws people to cities –
catalyzing urbanization and ultimately many demographic changes such as increased
education and reduced fertility (Lerner 1958; Rostow 1960; Auty 2001). Thus, these theories
suggest that without a diversified economic base, the virtuous economic and social circles18
17 Matsuyama formally models a manufacturing sector where learning-by-doing is external to the firm and
concludes that growth is lowered when agriculture is the economic driver because learning-by-doing is reduced
(Matsuyama 1992). There is reason to believe that the extraction of natural resources has a similar result, given
its concentrated nature. Sachs and Warner generalize Matsuyama’s model in their seminal inquiry into the
“curse”, assuming the human capital accumulates only from manufacturing (Sachs and Warner 1997).
18

The virtuous economic circle: industrialization accelerates urbanization and decreased population growth,
leading to increased saving and investment and eventually to pressure for wage increases and diversification of
the economy, which in turn insulates the economy.
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critical to development are not initiated. Rather, resource-rich countries are thought to be
subject to the staple-trap model (Acemoglu, Johnson et al. 2002). Per the staple trap model, a
lack of diversification retards competitive industrialization and urbanization, and therefore
demographic progress. Surplus rural labor leads to lower incentives for skill accumulation
and reduced accumulation of skills, which in turn amplify income inequality.
More broadly, manufacturing is thought to be important in that a stronger manufacturing
sector implies a more diversified economic base. As an economy diversifies, capturing rent
becomes more difficult, especially if assets are mobile and investors can exit in response to
changes in the investment environment (Adsera, Boix et al. 2003). In addition, diluting the
concentration of economic power allows countercyclical economic activity to balance the
procyclical nature or natural resource spending, while diluting the concentration of political
power expands the range of demands placed on government and limits the scope for
patronage and subsidies targeting subsections of society (for more discussion of these
political effects, see Section III.C). Thus, diversification can lead to faster growth and more
stability (Tornell and Lane 1999; Mobarak 2005).
Conversely, it must be noted that many believe manufacturing is not nearly as beneficial as
these theories contend. It is clear that manufacturing is not essential for prosperity, as
countries like Norway have demonstrated. Moreover, some manufacturing sectors
demonstrate little innovation in comparison to the innovation required to access reserves of
natural resources previously deemed inaccessible.
III.B.4.c)

Empirical Findings

While the theoretical underpinning of the manufacturing sector’s import in development
abound, the empirical results are less clear. Resource dependence is associated with weaker
manufacturing sectors. However, how to interpret the relationship between resource
dependence, intervening variables such as education, and a weak manufacturing sector is less
clear.
Despite the ambiguity, the empirical evidence has been generally interpreted as supporting
the theory that resource development hobbles the manufacturing sector, and further that this
accounts for a significant portion of the observed slow growth in resource-dependent
countries. Many studies have found empirical evidence that the sluggishness of the
manufacturing sector predicts slow growth, and that accounting for this mechanism
decreases the import of resources in predicting growth (Sachs and Warner 1997). Ross
(2003) finds that the decline in the manufacturing sector is similarly associated with poverty
in oil-dependent countries19. Moreover, economic concentration is associated with greater
volatility, which can further strain already vulnerable economies (Mobarak 2005).
However, these empirical results are ambiguous, and recent research questions the
interpretations supporting the theory that resource dependence leads to declines in
manufacturing. First, these findings are somewhat spurious given the problems with the
resource dependent variable itself (see Section IV). In essence, the direction of causality is

The virtuous social circle: industrialization results in a tightening labor market, which maintains income equality
and creates incentives for skill acquisition; equitable distribution boosts capital accumulation; and, these, in
turn, support consensual democracy.
19

But not in metals-dependent countries.
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not clear. Rather than harming manufacturing, these findings can be explained by the
resource dependence variable: a country appears more resource dependent when it already
has a weak manufacturing sector.
Using a less endogenous resource variable, Stijns (2005) finds that manufacturing exports are
positively associated with mineral reserves (as opposed to resource dependence). And even if
the manufacturing sector is weakened as these reserves are extracted, a common trigger may
lead to both resource dependence and weak manufacturing. Moreover, the vitality of the
manufacturing industry may affect resource dependence, rather than –or in addition toresource dependence leading to a weakened manufacturing sector. A country with a weak
manufacturing base to begin with is more likely to appear “dependent” on resources: of two
countries with equally sized resource sectors, the country with a weaker manufacturing
sector will be more dependent on resources (for further discussion of this, see Section
III.D).
The evidence on human capital accumulation is mixed. Neither Sachs and Warner (1997) nor
Stijns (2004; 2005) find strong empirical evidence that resource dependence or abundance
hinders human capital accumulation. In fact, Stijns finds that oil and gas reserves – a less
endogenous measure of resources than commonly used (see Section III.D for further
discussion) – are correlated with better education.
However, some empirical results do suggest that neglect of education, in addition to other
factors, contribute to natural resources’ inhibition of growth. Gylfason (2001) finds that
education20 decreases as the ratio of natural capital to natural wealth increases21. There is also
evidence that high barriers to entrepreneurship, possibly resulting from a policy environment
coddling the resource sector, do greatly impact the incentives for skill acquisition. While
many call for increased provision of education in resource-rich economies, the empirical
results suggest that such efforts are inadequate, as the demand for human capital, and the
economic incentives for skill acquisition determine whether it is in people’s interest to avail
themselves of educational opportunities, and in resource-dependent countries these
incentives are likely to undermine efforts directed at the supply side of human capital.

III.B.5)

Faulty Economic Policy

III.B.5.a)

Protection of Domestic Industries

Not only have the Dutch disease, terms of trade declines, and weak manufacturing industries
been highlighted as the source of the “resource curse”, but the very fixes targeted at
overcoming these burdens are highly problematic. Protective policies appear attractive to
leaders attempting to avoid the demise of a technologically retarded manufacturing industry.
Blinded by the theoretical import of manufacturing, many experts –including many of the

20

The indicators he uses are expenditure on education as a portion of national income, the mean years of
schooling obtained by women, and secondary enrollment.

21

Gylfason’s findings may contradict those of Stijns due to the differences in their resource variables. Gylfason
uses natural capital, including agricultural capital, as a proportion of all capital; the denominator of this ratio is
likely to be affected by natural capital. Stijns uses subsoil wealth, which excludes agriculture and is less
endogenous than the ratio used by Gylfason.
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most influential experts22- have been interpreted as bolstering the argument for protecting
weak industries.
However, it has become clear that policies aimed at insulating and supporting non-resource
related domestic industries only exacerbate the fundamental problems in these industries. In
fact, faulty economic policies aimed at protecting against the Dutch disease, a decline in
terms of trade, and an enfeebled manufacturing industry have been faulted for the observed
slow growth in resource dependent countries (Gelb 1985; Auty 2001; Weinthal and Luong
2006). Such policies insulate the protected industries from the market pressures that force
them to be efficient, further inhibit innovation, and suck resources from the natural resource
sector. Parasitic domestic manufacturing industries further corrupt the functioning of the
extractive sector, as transfers from the extractive to the protected industry –particularly in
the form of subsidies- are highly opaque, thereby further fostering corruption in the
extractive industry (see Section III.C) (Acemoglu, Johnson et al. 2002). Thus, these attempts
to incubate domestic industries ultimately further hobble both the manufacturing sector, by
reducing its competitiveness and innovation, and the public sector’s ability to benefit from
the extractive sector, as resource revenues are diverted from more productive uses. As a
result, in the long run the protected industries fall even farther behind than if such protective
policies had not been introduced (Maloney 2002).
III.B.5.b)

Flawed management of revenues

Some researchers attribute the “curse” to governments simply not ensuring that resource
revenues are sustainably managed. This vein of work focuses on how resource revenues are
spent, and emphasizes bloated governments and inadequate overseas investment as drivers
of slow growth (van Wijnbergen 1984). Alan Gelb (1988), in some of the earliest work
looking at the investment of resource revenues, analyzed six “capital-deficient” oil-producing
countries, finding that the 1970s windfalls were used to invest in domestic, rather than
foreign, assets23. According to him, this spending on domestic physical and social
infrastructure, and on large-scale projects such as oil-based manufacturing, had disastrous
outcomes. Since Gelb’s analysis, many have supported this view, arguing that government
consumption is the constraining transmission mechanism between resources and growth24
(Atkinson and Hamilton 2003).
A related argument asserts that imperfect capital markets encourage governments to multiply
their revenue management problems. Because governments in many developing countries
find accessing international capital markets difficult, these governments have few financing
options aside from taking out natural resource-backed loans. The result, when combined
with fiscal planning focused on the short-term, is a debt burden that increases quickly25 and

22

Hirschman encouraged supporting certain industries and van Wijnbergen suggested that if countries do not
accumulate foreign assets to smooth consumption, they should subsidize the non-oil traded goods sector
(Hirschman 1958; Amuzegar 1982; van Wijnbergen 1984).

23

Gelb added a component to a basic Dutch disease model looking at public versus private investment.

24 Although some development economists contend the exact opposite – that in some conditions increased
government expenditure raises the general level of economic activity and thereby increases growth.
25

Recent findings show a strong correlation between debt burden and oil dependence (Gylfason 2001; United
Nations Conference on Trade and Development 2002; Kretzmann and Nooruddin 2005)
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weighs down the government, especially when the government’s decision to take loans is
opaque does not account for likely future downturns in the natural resource market.
This debt burden can have insidious implications, as it allows these resource-laden
governments to avoid any fiscal constraints they would otherwise face. Without fiscal
constraints, there is little to force these governments to use resource revenues efficiently.
The outcome can thus be even worse public sector spending decisions than would exist
without resource-backed loans.
The mismanagement of revenues and over-reliance on resource-backed loans is certainly
problematic. However, some of the theories focusing on flawed management of revenues
are overly simplistic. While some are quite nuanced, others are naïve in purporting that if
governments were simply aware of the need to manage resource revenues for the long-term,
much of the negative outcomes could be avoided (Ascher 1999). This naiveté underestimates
the nature of the problem.
The overindulgence observed in many resource-dependent countries in the short-term can
be more usefully interpreted as an intermediary symptom caused by underlying problems,
not a cause of slow growth in and of itself. For example, excessive short-term government
consumption is driven partially by a high discount rate. Thus, rather than targeting the
symptomatic inefficient government consumption, the cause of the high discount rate –
possibly a high degree of political and property rights uncertainty should be the focus of
policy interventions.

III.B.6)

Inequality

Inequality is often highlighted as a driver of slow economic growth. Cross-country data
indicate that inequality has a strong negative association with long-term growth, and that this
damper acts largely by reducing income growth for the poor (Deininger and Squire 1998;
Cornia and Court 2004).
In resource dependent countries in particular, inequality may be a particular concern, as
enclave sectors are thought to foster an economic and political structure where wealth and
power are concentrated in the hands of a few (Amuzegar 1999; Leamer, Maul et al. 1999;
Lam and Wantchekon 2003; Ascher 2005). A wealth of empirical work supports this: income
inequality and heightened social tensions often develop in countries that are highly
dependent on extractive industries. Our data (see Section IV) confirm that income inequality
is higher in countries dependent on resource revenues, and in those with higher absolute
resource-related wealth26.
While inequality may hinder growth and limit the benefits that the poor reap from growth,
many contend that from a broader development point of view inequality is less significant
than economic growth itself. Heltberg (2004) argues that “in most cases, growth is more
important for poverty reduction than changes in inequality.” Even those –including
Heltberg– who discount inequality, though, do not deny that it is important to some extent.
Heltberg goes on, for example, to point out that inequality is important, as it may inhibit
26

T-tests on our data confirm that the Gini index, a measure of income inequality, is higher in countries with
large resource revenues, and in those with higher per capita resource rents (p=.02 and .03, respectively). The
Gini index is a measurement of income inequality; a higher Gini index indicates that the deviation from perfect
equality is higher, as measured by the area between the Lorenz curve and the line of perfect equality.
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growth and the poverty-reducing effects of this growth, and as discussed below is likely to
fundamentally change the political economy of a country.

III.C)

Beyond Economic Explanations: Adding Explanations Accounting for
Political Economy, Institutions, and Governance

The hypotheses emerging out of the more traditional economic framework of analysis focus
on the economic fallout of dependence, effectively relegating political explanations to
secondary considerations and rejecting or overlooking the role of institutions27. However,
the complexity of each of these causal pathways, and their linkages with one another
suggests that clear-cut economic explanations –including the Dutch disease– are inadequate
to explain the observed outcomes associated with natural resource dependence (Amuzegar
1999).
More recent work, thus, calls the narrowness of early hypotheses into question (Ross 2001).
This contemporary work focuses more on how political influences affect resource
development, natural resource revenue management, and ultimately, a country’s
developmental trajectory. Theories emanating from this perspective are nearly the reverse of
economic hypotheses: rather than being subsidiary, political forces may actually shape the
economic landscape and are key to understanding how a government uses revenues
(Okruhlik 1999).
The core of this body of work contends that the large pool of revenues from natural
resources changes the nature of a state. This more current strain of theories emphasizes that
large-scale natural resource development can exacerbate corruption, conflict, and
governmental instability. As Leonard and Strauss (2003) highlight, because development is
not needed to generate natural resource wealth, the state’s primary function -rather than
cultivating an environment that fosters development and welfare maximization- becomes
private patronage distribution. Moreover, because the state receives resource revenues
directly, it faces lax budget constraints and fiscal flexibility. The result –termed the “political
resource curse” or the “political Dutch disease” – is governments that are even more corrupt
and unrepresentative than their resource-poor peers (Ross 2000; Lam and Wantchekon
2003; Morrison 2005). This view of the resource curse sees resource dependence not as
solely or even primarily an economic phenomenon, but as “generat[ing] a breakdown of
democratic regimes due to a combination of incumbency advantage, political instability, and
political repression” (Wantchekon 2002).
The following section discusses many of the theories, and the empirical evidence, exploring
the importance of the political economy in a country’s leaders’ determination and ability to
use resource revenues to benefit society. Section III.C.1 discusses the two causal pathways in
which institutions may affect the effect resource development has on a country, the primary
societal features that are affected by institutions and the empirical results exploring the
significance of institutions. Section III.C.2 explores the importance of rent-seeking in
resource-dependent and –rich countries. Sections III.C.3 and 4 explore corruption and
accountability in resource-rich and –dependent countries. Section III.C.5 discusses more
broadly the importance of considering the political economy in understanding the “curse”.
27

For example, Sachs and Warner (1997) find that institutional setting is not significant in explaining slow
growth in resource-dependent countries. This conclusion, however, is problematic for numerous reasons,
including because their measure of resource dependence is problematic (see Section III.D.3).
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While, for expository clarity, these topics are discussed separately, they are clearly all
integrally intertwined.

III.C.1)

Governance and Institutions

Sachs and Warner’s (1997) investigation of the “curse” is interpreted as suggesting that the
“curse” does not act through institutions28. However, Karl’s (1997) research questions this
conclusion, suggesting that “frameworks for decision-making, that is, the incentive structures
embedded in the institutions of particular political economies, hold the key to understanding
different development trajectories”. The majority of recent research concurs with Karl’s
perspective, emphasizing the importance of considering institutions in understanding the
outcomes labeled the “resource curse”.
III.C.1.a)

Where do institutions fit in?

Many studies have soundly established the centrality of institutions in enabling countries’
growth29. In relation to the resource curse, institutions are hypothesized to affect resource
dependent countries in two –not necessarily mutually exclusive- respects. The first
hypothesis is that resources have heterogeneous effects determined by pre-existing
institutions. The second hypothesis conjectures that resources themselves affect institutions,
thereby changing countries developmental paths.
Those focusing on the former pathway –how pre-existing institutions affect the impact of
natural resources– hypothesize, and find evidence, that the effect of resource endowments
or dependence depends crucially on institutions. Whether “lootable” resources induce
specialization in less productive rent-seeking activities and fiscal decay appears to hinge on
pre-existing institutions (Moore 2002; Robinson, Torvik et al. 2005; Mehlum, Moene et al.
2006).

28

The distinction between governance and institutions is somewhat murky. Ylonen (2005) defines institutions
as “governance structures, social established laws, customs, or practices”, Bardhan (2005) as the "rules of
structured social interaction”, Rodrik et al (2004) as “the cumulative outcome of past policy actions” and
North (1990) as the “rules of the game” that restrict agents’ behavior. Governance can be defined as “the
exercise of authority through formal and informal traditions and institutions for the common good”
(Kaufmann 2002). Similar to the distinction made by Rodrik between institutions and policy, one notable
distinction is that institutions can be thought of a “stock” and governance as a ”flow”.
In this document, I use institutions to refer to the boundaries –both formal and informal- within which agents
of governance operate.
While governance and institutions are not interchangeable, researchers’ ability to distinguish between them lags
behind the conceptual discussion. Thus, for practical purposes, in this section, I combine the discussions of
governance and institutions.
29

Rodrik and Subramanian find that institutional quality is the prime driver of growth, Easterly and Levine
emphasize that institutions –much more than policies– affect growth; and, Acemoglu and Johnson’s findings
demonstrate the importance of property rights institutions – those “constraining government and elite
expropriation” and leveling the national playing field– in growth and investment
(Acemoglu, Johnson et al. 2001; Easterly and Levine 2003; Rodrik, Subramanian et al. 2004). These results are
supported by numerous other studies that find that governance quality significantly impacts economic growth
(Mauro 1995; Knack and Keefer 1995; Wei 1996; WDR 1997; Kaufmann, Kraay and Zoido-Lobaton 1990;
Kaufmann 2003; Kaufmann, Kraay Mastruzzi 2003; Rodrik Subramanian and Trebbi 2002; Bekaert, Harvey et
al 2004).
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The complementary theoretical strain contends that the source of state revenues, and in
particular natural resource dependence or abundance, affects growth via institutions
(Engerman and Sokoloff 2002; Moore 2004; Murshed 2004; Isham and Woolcock 2005).
The dominant system of land-holding, in particular, is thought to be driven by the
predominant economic base and to influence institutions. The contention is that societies
based on concentrated economic activity, such as plantations or minerals, develop different
institutions than those where the central enterprise is less “capturable”30. Similarly, export
structure is thought to affect a country’s ability to deal with shocks and its growth trajectory
by critically affecting the relationship between a state and its citizens, political and social
institutions, and the nature of communities (Woolcock, Pritchett et al. 2001; Isham and
Woolcock 2005).
Each of these causal pathways is discussed in more detail in the following section.
III.C.1.b)

In what way are institutions important?

This section lays out most salient features of a polity that are shaped by institutions. Given
that institutions appear to affect –and be affected by– resource dependence, these features
play an important role in resource-dependent states as part of a feedback loop where these
features shape –and are shaped by– resource dependence.
III.C.1.b.i)

Inequality

Like nearly every economic explanation of the curse detailed above, inequality has important
institutional and political repercussions. As discussed above, resource dependence is
associated with inequality. The divisions within society that accompany inequality are, in
turn, thought to weaken institutions (Isham and Woolcock 2005). In essence, research into
the relationship between resource, inequality and institutions is an outgrowth of sectoral
theories that hypothesize that the field in which a country has a comparative advantage
determines whether wealth is concentrated or dispersed within a society. Given this
distribution of wealth, political institutions evolve to protect the status quo.
In line with this reasoning, researchers have drawn links between: “factor endowments” –
the quantity of capital, labor and other resources a country has at some initial time; the
nature of colonization; inequality of land ownership; and, the paths countries take (Sokoloff
and Engerman 2000; Engerman and Sokoloff 2002). The basic hypothesis connecting these
factors contends that the size of the native population prior to colonization, in addition to
the factors determining the dominant crops and resources, led to different institutions31
(Sokoloff and Engerman 2000). In essence, where inequality was part of the production
structure when the county began to industrialize, it was easier to institutionalize inequality in
wealth, human capital and political power. Thus, countries in which the dominant economic
sector was natural resource extraction or plantations developed institutions that protect
those benefiting from the unequal distribution of wealth and therefore prolong inequality. In
contrast, where a small native population existed at the time of colonization and/or
dispersed economic activity dominated the economy – such as in the United States after

30 Industries other than the extractive industry, especially those that are concentrated or with heavy government
involvement, also face this problem.
31

This hypothesis has very different implications than a related hypothesis that developmental paths are largely
determined by whether a colony was settled by a French, British or Portuguese colonizer.
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colonization, institutions developed that encourage land ownership and, fundamentally,
greater economic and political equality.
“Developmental” states, according to this line of reasoning, are contingent on the “initial”
allocation of resources. Hence, Auty and many others underscore that resource-poor
countries are forced to diversify and develop landholding systems that are more equitably
distributed, and that foster growth-promoting economic linkages and autonomous political
states aiming to maximize welfare (Auty 1997; Engerman and Sokoloff 1997; Auty 2000;
Auty and Gelb 2001; Acemoglu, Johnson et al. 2002; Keefer 2004). When states do not have
substantial natural resource wealth: their need for revenues requires sound institutions that
support development; the poor majority has a relatively low tolerance for rent-seeking by
their government; the government maintains relatively open trade policies due to the absence
of a perceived need to protect against appreciation catalyzed by resource booms; and, there
is less scope for “policy error” given the tightness of fiscal constraints facing the state (Auty
2000; Auty and Gelb 2001; Leonard and Strauss 2003).
In some countries, colonization compounded this institutionalization of inequality by
establishing institutions designed to support the colonizers’ control. For example Ylonen
(2005) states that, “in Nigeria and Sudan extractive colonial institutions were imposed and
their legacy endured to the period of independence. By creating poverty and inequality as
control mechanisms in favor of the colonizer these institutions led to political and socioeconomic marginalization …” and to politically unstable states.
Institutionalized inequality, thus, adds yet another layer of instability in countries already
facing the volatility inherent in the extractive sector. Inequality can lead to greater pressure
for accountability or democracy (Acemoglu and Robinson 2001). This desire for
accountability, however, is coupled with a lack of capacity to effect change. Hence, inequality
leads to more desire for change but also hinders those attempting to pressure the
government. Where there is substantial inequality, those disposed to advocate for
accountability have access to fewer resources to mobilize against those in power. Further,
natural resources essentially provide those in power more resources to “buy off” dissenters
via patronage (Lam and Wantchekon 2003).
The net political effect of inequality is determined by which of these pressures outweighs the
other. Lam and Wantchekon (2003) suggest that any incentives for mobilization are
dominated by the forces pushing in the other direction. Okruhlik (1999) agrees, suggesting
that the combination of unhappiness with the state due to unequal distribution and the
increased resources needed for mobilization against the state results in a disempowered
populace opposed to the state, but unable to effect change.
This desire for change that often accompanies inequality may, nonetheless, increase
instability. The lack of power to effect change through the political process, coupled with
discontent, is likely to lead to more disruptive expressions of dissatisfaction. In fact,
numerous empirical investigations find that inequality is associated with greater political
instability, social uprisings, likelihood of debt defaults, and change of governments (Keefer
and Knack 2002; Tsalik 2003). Moreover, there are signs that despite their access to resource
revenues – and therefore to the means of patronage and repression, authoritarian regimes are
more vulnerable when unequal (Przeworski, Alvarez et al. 2000). Bolivia provides a salient
example of the links between natural resources, unrest and inequality. The perceived and real
failure of government to improve the standard of living among Bolivian’s poorest has
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“awakened a long-held mistrust of foreign investors” – resulting in numerous uprisings,
frequent government turnover, increased taxes and great uncertainty for both foreign
investors and the domestic society (Petroleum Economist 2005).
In sum, institutionalized inequality appears to be a large impediment in resource-dependent
countries, and inequality appears to profoundly impact the form institutions take. Like many
of the other possible causal mechanisms behind the observed slower growth in resourcedependent countries, inequality, while likely contributing to slower growth directly is
particularly important in its indirect implications for the political economy32. The totality of
its impact on resources appears to manifest itself through the feedback loop between
inequality and institutional quality (Chong and Gradstein 2004).
III.C.1.b.ii)

Incentives, transaction costs and commitment

One way institutions are important is in their implications for the cost-benefit calculus of
societal actors. The economic pathways discussed above influence, and are influenced by,
parallel institutional and political paths of influence that critically shape the interactions of
private citizens, multi-national corporations (MNCs), and public officials. Both formal and
informal institutions change the incentives and transaction costs, and thus the calculus, that
determines political and economic activity, and thereby affect growth (Wen and King 2004).
A prime illustration of institutions’ importance in determining incentives is rent-seeking (for
further discussion of rent-seeking, see Section III.C.2). Whether “lootable” resources induce
specialization in rent-seeking activities and fiscal decay hinges on the relative costs and
benefits of productive and rent-seeking activities. These incentives, in turn, are influenced by
the institutions existing when resource revenues begin to flow (Moore 2002; Robinson,
Torvik et al. 2005; Mehlum, Moene et al. 2006).
Concurrently, the incentives and transaction costs facing policymakers in resourcedependent countries are shaped by resource dependence, and can explain many of the
misguided policies observed. Perhaps most critically, the nature of institutions fostered in
resource-dependent countries and the incentives molded by them make credible
commitment difficult. Without the binding constraints furnished by strong and stable
institutions, and with a windfall that relaxes many of the fiscal constraints that normally rein
in governments, the incentives for public office-holders to commit are weak or absent.
Without a strong institutional foundation, leaders are faced with few mechanisms binding
them to stated objectives.
This has critical implications for resource-dependent countries. As Keefer (2005) suggests, it
is the “inability of political competitors to make credible promises to citizens [that] leads
them to under-provide public goods, over-provide transfers to narrow groups of voters, and
engage in excessive rent-seeking.” Moreover, this problem is exacerbated when the bodies
that typically enforce contracts are those that need to commit (Acemoglu 2003).
III.C.1.b.iii)

Property Rights

A system supporting stable property rights is a key condition for development. Weak
property rights raise the cost of doing business and therefore weaken those sectors –such as

32 Thus, although Ross (2003) rejects inequality as a causal mechanism behind the resource curse, his findings
are likely to only suggest inequality’s indirect impacts are its most important.
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manufacturing- with small profit margins (Bardhan 1997). Given that the manufacturing
sector in resource-dependent countries is often already beleaguered, this additional burden
on manufacturing is especially problematic in countries facing the “curse”. Thus, as Ross
(1999) suggests, property rights are a key factor in the “curse”.
The formal and informal institutions in a society largely determine the strength of property
rights. Deacon and Mueller (2005) hypothesize that political institutions affect property
rights through transaction costs. When institutions are weak or unstable, property rights are
weak and unstable. As a result, transaction costs are high. According to Deacon and Mueller,
weak property rights and high transaction costs are, in turn, associated with violent conflict,
increased rent-seeking, and less efficient natural resource use.
Furthermore, the costs of creating robust property rights may be higher in resourcedependent countries. Property rights are only strengthened when the benefits of doing so
exceed the costs (Deacon and Mueller 2005). In countries dependent on extractive
industries, the costs to those in power of instituting and protecting property rights may be
significantly higher than in resource-poor countries. Because point resource revenues, as
previously discussed, are often concentrated in the hands of a few, the costs to the elite of
strengthening property rights can be substantial, as such rights are likely to weaken their hold
on both political and economic resources. Moreover, the politically powerful bear the brunt
of the costs of instituting property rights but reap few of the benefits, as the benefits of
property rights are largely a public good.33
These disincentives are compounded by the nature of the extractive industry. Because
foreign investors lease, but do not own, the property integral to the industry, property rights
are murky and inherently problematic (Gaddy and Ickes 2005). This, combined with the
rent-seeking incentives generated by the industry makes MNCs’ claims on the rights to
extract unstable. Thus, resource abundance is associated with expropriation and contract
repudiation (Stijns 2005). Gaddy and Ickes, as well as Olson (1993), point out that this
makes MNCs’ claim on the rights to extract natural resources tenuous and this, in turn,
biases MNCs towards the short-term. Furthermore, without the stability of clear property
rights, the incentives for these MNCs to invest in “relational capital” are relatively stronger,
as retaining the rights to extraction depends on government officials’ goodwill and on the
current government retaining power. As a result, the relationship between these MNCs and
those in power deviates further from a clear-cut business relationship, increasing the space
for corruption to creep in (see discussion below, Section III.C.3, for more on this).
III.C.1.b.iv)

Stability

Robust institutions strengthen countries’ capacities to weather volatility, exerting a stabilizing
force when destabilizing influences arise. Evidence that lower institutional quality impairs a
country’s ability to repay its debt supports this thesis. However, few studies make these
connections explicitly. Institutions’ effect on economic and political stability, in particular,
has not been extensively studied.

33

Deacon and Mueller’s empirical analysis, however, is not well-documented, nor well justified. Among its
assumptions that are of concern is the assumption that institutional “endowment” is exogenous and not
affected by other societal or economic variables. This is questionable given that even the amount of reserves
estimated to exist in a country depends on the attractiveness of looking for reserves there – and thus on the
economic and political environment.
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Despite the dearth of literature on the subject, the stabilizing force of strong institutions is
particularly crucial in resource-dependent states, as these states are faced with significant
volatility. As discussed, resource-dependent governments are largely dependent on a single
product and the support of a small elite that benefits from its extraction. While a diversified
economic base gives an economy the resources on which to draw in the face of a downturn,
an atrophied manufacturing sector reduces the ability of a country to whether shocks (see
III.2.c for more discussion on volatility). Thus, the leaders of a country with a dominant
extractive and a hobbled manufacturing industry must deal with much larger fluctuations
than non-resource dependent countries while simultaneously having fewer supplementary
economic sectors on which to draw to dampen the effects of volatility and weaker stabilizing
norms. This results in a precarious political balance that rests on inherently volatile
commodity demand and prices and on patronage; consequently, the rule of law itself is
precarious (Bohn and Deacon 1997; Trade Finance 2005).
If strong institutions do not exist to steady resource-dependent countries, economic
volatility can be magnified by exaggerated and misguided political responses to shocks.
Policy-makers’ responses to uncertainty, stemming from commodity price volatility, can
exacerbate volatility and the very institutional weakness and misaligned political incentives,
increasing the difficulty of weathering shocks. Spending undertaken during booms cannot be
supported in downturns. However the initiation of such spending creates a precedent. Once
people have a vested interest in project undertaken during booms, the political costs to the
government of redacting from those promises and cutting back spending in a downturn are
much higher. The resulting fiscal and political pressures on those in power can create
excuses –real and exaggerated– to not follow contracts or other rules, further eroding
institutions (Shaxson 2005).
III.C.1.c)

Empirical evidence

Numerous studies have come to the conclusion that institutions are an integral determinant
of whether natural resources harm or aid countries’ growth and development (Leite and
Weidmann 2002; Power 2002; Boschini, Pettersson et al. 2004)34. There is also substantial
evidence that resource dependence affects institutions (Isham and Woolcock 2005). Overall,
while there is still much debate, there is a growing body of empirical research that suggests
the importance of considering the extractive industry’s effect on institutions and institutions’
role in determining how resource revenues and their attendant maladies are managed 35.
Many studies come to much stronger conclusions regarding the importance of institutions,
not only suggesting that institutions are important to consider, but that institutional factors
account for nearly all of the observed relationship between point resources and GDP (Sala-i-

34

Boschini and Pettersson, among many others, emphasize that the effect of resources also varies with the type
of natural resources.
35

Among the studies arriving at this conclusion, is Woolcock, Pritchett et al (2001), which finds through a
simple comparison of means, that political and civil liberties, bureaucratic quality, and rule of law are better in
resource-poor economies. Similarly, Isham and Woolcock (2005) find that countries dependent on point (but
not diffuse) resources do poorly across a range of governance indicators.
Supporting the thesis that functional and effective institutions allow countries to better absorb shocks, one
recent inquiry finds that better governance, in addition to being associated with higher GDP growth, is also
associated with lower consumption growth volatility (Bekaert, Harvey et al. 2004).
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Martin and Subramanian 2003; Bulte, Damania et al. 2005). Sala-i-Martin and Subramanian’s
(2003) results support the primacy of institutions. They find that natural resources are
significantly related with weaker institutions, but once institutions are controlled for, natural
resources have a positive effect on growth36. Similarly, Mehlum and Moene (2006) find that
the “resource curse applies in countries with grabber friendly institutions but not in
countries with producer friendly institutions.”
The strength of this empirical evidence does not, however, preclude the importance of
resources in the relationship. Rather, it suggests that the variance in outcomes attributed to
resources can be explained by institutions, which in turn are affected by the presence of
appropriable revenues. Thus, while the empirical analyses above are provocative, they do not
necessarily negate resources as an important underlying factor contributing to the primacy of
institutions in explaining outcomes.
Lastly, this evidence suggests that accounting for institutions can explain why some resource
dependent countries escape the “curse”. “In less developed countries where natural resource
discoveries have a much higher relative impact …and are confronted with generally weaker
and less adaptable institutions” natural resource revenues are more likely to be captured –
and to not benefit a state broadly (Leite and Weidmann 2002). Power (2002) emphasizes that
one of the critical reasons that parallels between current resource-dependent countries and
the United States and Australia ring hollow is precisely this discrepancy. One way the
“curse” appears to act is by magnifying existing institutional strengths and weaknesses.
Where existing institutions are weak, the destabilizing influence of resource revenues may be
particularly detrimental to a country’s trajectory.

III.C.2)

Rent Seeking

In a related manner, the “curse” may act by creating incentives that distort institutions and
politics within the country. Rent-seeking plays a pivotal role in the preponderance of
theories related to unproductive use of natural resource revenues. Natural resource revenues
and royalties are larger and easier to capture than the revenues of other industries. Not only
is the stream of money concentrated rather than dispersed, but in many situations the
government –rather than private industry- controls a large portion of this concentrated
revenue stream. This changes the incentives for productive activity within society and the
incentives for efficacy within government.
In resource-rich countries, the expected returns to rent-seeking are higher, while the
opportunity cost of such activity is lower given the repercussions of the Dutch disease and
of the institutional environment. Consequently, people and groups vie for control of the
resource and resource revenues. The result of this unproductive expenditure of human
capital, according to myriad theories, is corruption, reduced levels of investment, increased
instability and slower growth (Leite and Weidmann 2002).
Rent-seeking and the outcomes associated with it are closely related to the argument above
regarding reduced innovation (Section III.B.4). Increased returns to rent-seeking in resourcerich economies draw “scarce entrepreneurial resources out of production and into

36

Although, it must be noted that the instruments used – ethnolinguistic fractionalization and settler mortality
– are inadequately justified and are cause for concern, given that their weak correlation with institutions makes
any endogeneity more problematic.
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unproductive activities” (Torvik 2002; Mehlum, Moene et al. 2006). Thus, not only does
rent-seeking dissipate the revenues from resource extraction thereby hindering the ability of
even benevolent government to use resource revenues to maximize welfare, but the time and
effort spent seeking rent decreases the time and effort available for productive activities or
acquiring skills. The result is a decreased accumulation of human capital and of the tax base,
as a “greater share of resources end[s] up in nontaxable inefficient activities” (Tornell and
Lane 1999; Lam and Wantchekon 2003).
The Importance of Manufacturing: Implications for Rent-seeking
Some thoughtful analyses look beyond the economic implications of a weak
manufacturing sector and examine the differential effects manufacturing and resource
sectors have on domestic political dynamics. One of the distinctions between these
sectors that is thought to be particularly important for rent-seeking is the manufacturing
sector’s dispersed nature in comparison to the extractive sector. The economies of scale,
barriers to entry and asset specificity that distinguish the extractive sector concentrate
resource rents in the hands of few. In contrast, an economy based on manufacturing is
more diversified. This diversification hinders the capture of industry profits and increases
the likelihood that powerful groups, able to counterbalance a kleptocratic government,
will emerge (Acemoglu, Verdier et al. 2004).
Moreover, manufacturing –unlike resource extraction– is more mobile. Both the
manufacturing sector’s lower capital intensity and its lack of dependence on geography
allow it to be more nimble, allowing investors to exit if the expectation of instability or
state capture of profits increases. This possibility deters state capture when compared to a
concentrated industry like extraction (Adsera, Boix et al. 2003).

How a government responds to rent-seeking in resource-rich countries can exacerbate the
negative effects of this activity. This is because how those in power react can create a
political domino effect by multiplying the incentives for rent-seeking. Government response
to rent-seeking feeds back to effect the expected benefit of rent-seekers, and thus the
incentive for “entrepreneurs to specialize in grabbing” (Mehlum, Moene et al. 2006).
This, in turn, implies rent-seeking and the outcomes associated with it are closely related to
the institutional environment. Public and private actors’ responses to rent-seeking are
constrained by the institutional environment, and are more problematic when institutional
constraints are weak (Deacon and Mueller 2005; Mehlum, Moene et al. 2006). A healthy
institutional environment contains incentives to engage in productive activities and implies
constraints on both rent-seeking activity and political patronage. Tornell and Lane’s (1994;
1996; 1999) model of rent-seeking suggest that, without institutions that restrict the
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government’s response to demands for redistribution, political patronage37 is of such a
magnitude that more resources are distributed than are created at the outset38.
The fact that government actors often respond to rent-seeking by transferring funds through
political patronage implies that those in power benefit from such patronage through
retention of power – and that retaining power brings with it significant benefits. Moreover,
patronage appears to have broad repercussions. Lam and Wantchekon (2003) frame rentseeking and political patronage as important in their effects on a political regime’s endurance.
Their empirical results demonstrate that natural resources are associated with prolongation
of dictatorships. Their theoretical model suggests that the process of rent distribution
concentrates power and exacerbates the Dutch disease. Robinson and Torvik (2005) model
patronage via public employment, finding that booms raise returns to power and therefore
increase resource misallocation because politicians will pay more to stay in power.
The types of governments that often emerge in this context, thus, are often governments
that do not seek redistribution that maximizes societal welfare. Rather, the struggle to
capture these revenues often empowers subsets of the population that do not necessarily
support policies that strengthen the stability of the country. In essence, those in power,
rather than depending on legitimacy, can use resource revenues to keep themselves in power
without using those revenues to strengthen the economy, improve the conditions of the
people they govern, or overcome infrastructure deficiencies, or strengthen institutions that
would support development. Thus, rather than stabilizing a foundering economy, resource
revenues are often used to prop up inefficient bureaucracies or industries (Auty 2003).
III.C.2.a)

Conflict

A wealth of research documents that the risks of civil war also increase with dependence on
primary commodities (Collier and Hoeffler 1998; Collier, Elliott et al. 2003; Ross 2003;
Collier and Hoeffler 2004; Collier and Hoeffler 2005). The same incentives that result in
increased rent-seeking and political patronage can also increase conflict in resourcedependent states. The increased risks occur due to many of the political factors that often
coincide with natural resource wealth – unaccountable governments that depend on resource
revenues rather than legitimacy, corruption, weakened capacity of public institutions to
protect against conflicts, and inequality39. Additionally, the revenues and royalties from
natural resources often finance groups involved in conflict – as in Angola, Somalia, the
Sudan, and the Democratic Republic of the Congo (Human Rights Watch 2003; Bray,
Switzer et al. 2004).
37 Perverse subsides, including implicit ones in the form of externalities that are not internalized, are thought to
be a preferred route of redistribution. Although subsidies are always more attractive due to their low visibility,
like all transfers, their magnitude depends on the institutional environment (Deacon and Mueller 2005).
38 Their model also specifies that this outcome is predicated on a single group not having complete fiscal
control and, thus, needing to “buy” additional support. They term the outcome where this “discretionary
redistribution” is larger than the windfall of the increased productivity – the “voracity effect”.
39 The data used in Section IV suggest that the greater inequality associated with resource-dependence may be a
primary factor in increased conflict; the risk of conflict is significantly higher in countries with greater
inequality. A t-test on our data shows that the risk of internal or external conflict is significantly higher in
countries with a higher Gini index (p=.01). As discussed in Section III.C.1.b.i, one explanation for this
association may be that inequality leads to dissatisfaction but a dearth of means to express this through the
political process, leaving the disaffected with limited options for expressing their dissatisfaction.
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Collier and Hoeffler find that primary commodity exports are significant predictors of the
risk of civil war, with the effect being nonlinear and peaking when these resources
constituted one-third of GDP (Collier and Hoeffler 2004). A country with this level of
exports has a 22% risk of civil war compared to a 1% chance for countries with no primary
commodity exports (Collier and Hoeffler 2004).
In addition to the relationships between resources, inequality and instability, other facets of
natural resource wealth can facilitate conflict. Among these are the high expectations
fostered by the development of natural resources. If some subgroups perceive that they are
not receiving their due, regardless of the accuracy of this perception, political instability is
more probable. The results of expectations not being met in Nigeria have been widely
publicized: attacks on pipelines, kidnapping of foreign oil workers, and the like.
Increased likelihood of conflict in resource rich countries can lead to governments that are
even less responsive than would otherwise be the case. As a result of this higher probability
of rebellion, the government has greater incentives to steel itself against challenges to its
power (Moore 2004). This can reinforce other influences pushing governments to be
unresponsive.

III.C.3)

Corruption

Rent-seeking, corruption and institutions are closely associated in resource-rich countries.
Essentially, intense competition to capture a portion of this inordinately large pie, in
combination with weak institutional constraints, results in a rise in corruption.
III.C.3.a)

Definition & Attributes

Corruption can be defined as the abuse of public or private office, position or power for
private gain in contravention of established rules or norms (Kaufmann 2002; Klitgaard 2003;
Argandona 2005). Essentially, as Klitgaard (1988) points out, it is the outcome of a standard
principal-agent problem, where “an agent betrays the principal’s interests in pursuit of her
own”.
Corruption can be separated into two broad categories. The first, small-scale corruption, is
commonly thought of as the giving and receiving of “facilitating payments” or bribes at the
lower levels of government, business, or non-governmental organizations – such as at the
bureaucrat level. The second type is “grand” corruption –where the very institutions that are
erected in most societies to protect against small-scale corruption are themselves corrupt
(Rose-Ackerman 1998; Klitgaard 2003). This more pervasive form of corruption weakens
the foundations of a state, “distorts incentives, undermines institutions, and redistributes
wealth and power …” in such a way that forces towards development are hobbled, crippling
progress (Klitgaard 2000).
III.C.3.b)

Corruption Background

In the 1960s, economists hypothesized that corruption of public officials was a Coasean
bargaining process. In essence, as Klitgaard (1998) summarizes this early perception of
corruption, they saw corruption as the market creeping into inefficient government
transactions. The central premise of this view of corruption is that if, with corruption, public
officials give out licenses to the highest bidders, efficiency can be improved under certain
conditions (Bardhan 1997). Seen in this light, corruption can be a positive in a society with
high transaction costs.
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More recent literature rejects this view of corruption in most instances. Current experts
point to the costs imposed by corruption: diversion of human capital and public resources
away from productive activities; increased instability40; increased costs of investing and
difficulty in planning due to uncertainty; and, ultimately, reduced economic growth. Current
research also highlights that the transaction costs inherent in corrupt transactions cause
further inefficiencies. Because agreements resulting from corrupt negotiation cannot be
enforced other than through reputation, the expected cost of such transactions is higher.
These costs lower the number of transactions and –even in neoclassical terms- reduce the
optimality of the aggregate outcome.
Even more important, regardless of whether corruption increases efficiency as early theorists
believed, grand corruption profoundly affects distribution, distorting the allocation of
resources in ways that hurt the poor (Mauro 1998; Tanzi and Davoodi 1998; Gupta,
Davoodi and Alonso-Terme 2002). As discussed above, the resulting inequality can decrease
growth, slow development and increase instability (see Section III.B.6). Seen from this
vantage point, centralized corruption can lead to slower growth in human capital, less
entrepreneurship, and ultimately a hobbled economy. Thus, even without a normative
preference for equality, these secondary effects of inequality mean that the distributive
effects of corruption are cause for concern.
Moreover, corruption appears to propagate a vicious cycle. It can undermine the very
incentives countering corruption and rent-seeking (Deacon and Mueller 2005). When people
perceive their society to function in a corrupt manner, the societal sanction on corruption
declines and the costs of corrupt rent-seeking are decreased. In addition, this increased
expectation of corruption decreases politicians’ credibility. This decline in credibility, in turn,
expands the latitude public officials have to act in a corrupt matter and “encourages political
actors to focus on a narrow group of constituents to the exclusion of all other citizens… ”
(Keefer 2004).
Part of the reason increased corruption gives public official more latitude is that it inherently
clouds constituents’ calculations of how such clientilistic activity affects them – and this
informational problem decreases the costs to politicians of not following through on public
promises (Persson & Tabellini 2000). Similarly, the costs to politicians of corruption
decrease as corruption increases, as the chances of getting “caught” decrease. All of these
changing incentives combine to support the World Bank’s (2004) hypothesis that
“…corruption is subject to increasing returns: an increase in rent-seeking activity may make
corruption more attractive, not less” and Bardhan’s (1997) contention that “corruption
represents … frequency-dependent equilibria, and our expected gain from corruption
depends crucially on the number of other people we expect to be corrupt.”
Because corruption begets corruption, “initial” corrupt conditions call for policy-generated
incentives orders of magnitude larger to overcome corruption than in less corrupt environs.
In states with high levels of corruption, the societal sanction on corruption is much smaller,
discount rates are higher, and risk aversion is lower. Thus, in a corrupt state, policygenerated costs must account for a greater portion of the total “costs of corruption” needed
to ensure that the cost of corruption outweighs the benefits (Cadot 1987).

40

Corruption is negatively correlated with foreign currency credit ratings (Sutton 2005).
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III.C.3.c)

Relevance to Resources

While revenue mismanagement is often blamed on simple ignorance or greed, this
attribution is neither accurate nor useful in attempting to devise policy options to reduce
such mismanagement (Ascher 1999). The true incentives underlying resource management
are much more complicated and lie much deeper. In particular, the corruption of the very
institutions meant to guard against corruption results in an environment where the tools
typically used to fight corruption are woefully lacking.
In some ways, natural resources are the perfect storm of corruption. The government plays a
large and direct role in economic affairs41 and has a monopoly over management of resource
revenues, while imperfect information, weak institutions and clientilistic relationships lower
accountability and provide those in power discretion over the management of resource
revenues. Moreover, given that MNCs reap monopoly rents in many states and that the
tenuous nature of their rights to extract resources depends on the favor of those in power,
MNCs are more willing to agree to host country demands of opacity or corrupt payments.
This leads to a particularly inimical form of “collusive”42 corruption which is difficult to
overcome, as the main parties all have an interest in supporting a corrupt status quo.
Empirical results tend to support this hypothesized relationship between resources and
corruption, though the methods are imperfect, the models used highly varied, and the results
not unanimous. Various measures of resource dependence and wealth are significantly
associated with corruption (Leite and Weidmann 2002; Kronenberg 2004). However, many
of these same studies, including Kronenberg (2004) confound resource dependence and
resource abundance (see Section III.D.3 below for a discussion of this problem) and
mistakenly equate their correlational findings with causation. Nonetheless, the correlation is
relatively conclusive.
While there are theoretical reasons to expect that this association is actually causal – that
resource dependence fosters corruption, empirical findings are far from conclusive in this
regard. Numerous researchers claim that the slow growth observed in resource-dependent
states is due to corruption, which is in turn fostered by resources (Leite and Weidmann
2002). However, others suggest corruption is only a weak mediator between natural
resources and slow growth (Papyrakis and Gerlagh 2004; Serra 2006)43.
Due to problems with most studies addressing this topic, it is difficult to discern which
results are closer to the truth. Leite and Weidmann’s results must be viewed with caution, as
justification for their chosen instrument for corruption – ICRG’s “rule of law” – is weak.
One could reasonably imagine that “rule of law”, defined as “the strength and impartiality of
the legal system”, could effect growth through other constructs than corruption. For
example, weak rule of law may also –independent of corruption- decrease investment or
decrease people’s trust in their government. Moreover, rule of law itself is not exogenous –
and, in fact, it is possible that rule of law could itself be weakened by dependence on natural

41

The state’s insertion into economic affairs provides an environment ripe for corruption (Bardhan 1997).

42

(Shleifer and Vishny 1993; Bardhan 1997)

43

Serra (2006), based on an extreme bounds analysis that attempts to discern the robustness of the relationship
between Transparency International’s corruption indicator and other variables by varying the conditioning
variables, finds that resource dependence is not related to corruption.
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resources. However, Papyrakis and Gerlagh’s results are also questionable, as they equate
correlation between resources and other “mediators” with causation, omitting any
consideration of these mediators’ effect on the degree of resource dependence. Similarly,
Kronenberg’s analysis ignores the fully plausible possibility that more corrupt states are also
more likely to be dependent on natural resources for many reasons – including that: (1) the
power imbalances in corrupt countries means that those in power may more easily control
the economy and discourage economic progress that isn’t easily controllable be the corrupt
elite; and, (2) more corrupt countries are less attractive to FDI, forcing them to rely more
heavily an assets like natural resources. In sum, then, these efforts at parsing out the
association between resources and corruption are inconclusive.
III.C.3.d)

Bureaucratic Politics

What appears to be corruption for personal gain, however, is not uniformly or uniquely so.
As Ascher (1999; 2000) rightly emphasizes in his work, a variety of actors with different
interests and motives make up government. As his examples clearly illustrate, policies that
confound external analysts can often be explained by decision-makers’ desire to further
programmatic or political goals that have not, or could not, be agreed if different agencies
and the public were to openly debate these objectives. Thus, resource revenues can simply
provide the freedom to pursue these ends without public scrutiny and without resolving
intra-governmental disputes over priorities.
Graham Allison’s framing of the role of bureaucratic politics is helpful with regard to the
resource curse. He sees government outputs as the product of “players who act in terms of
no consistent set of strategic objectives, but rather according to various conceptions of
national, organizational, and personal goals...” (Allison 1971). Given this perspective, it is of
little surprise that Ascher (1999) finds that in Indonesia, the diversion of oil monies under
President Suharto was catalyzed by discord within the government: Suharto funneled oil
funds to the timber industry to support his development goals – goals that were opposed by
others within the government.
This example, in addition to the other Ascher covers, highlights that differences of opinion
that could lead to healthy policy debate between government agencies in other circumstances
can –when low-visibility and appropriable resources are available– increase the pressure to
funnel funds in an opaque manner. As Ascher (1999) states:
“…disagreement within the government is the driving force behind the use
of resource policies that provide economic benefits to particular groups. The
inability to settle on a distributive strategy, and to pursue distributive
objectives through other means, is a serious obstacle to sound resource
exploitation.”
Seen in this light, intra-governmental divisions can make rent diversion appear necessary to
those decision-makers who perceive their priorities as being vulnerable if subjected to a
centralized and transparent decision-making process.

III.C.4)

Accountability

Much of the literature focusing on institutions, governance, rent diversion and corruption in
countries dependent on the extractive sector, focuses largely on the lack of accountability.
The theoretical reasons for the dearth of accountability in these countries, each of which will
be discussed in turn below, include:
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-

incomplete information and the low visibility of resource revenues;

-

relaxed pressure for accountability;

-

the paucity of resources for mobilization among the disenfranchised;

-

the lack of income taxes; and,

-

the greater ability of the government to quell dissent through political patronage.
III.C.4.a)

Dearth of inputs necessary for accountability

Resource-dependent countries often lack the inputs critical for accountability: information;
human capital; and, monetary resources.
Information is crucial to accountability. The resource industry, however, propagates a
paradigm of incomplete information. Unlike in a diversified industry, where many people are
involved in the industry and the management of the many revenue streams, the centralized
revenue stream in the resource industry means that relatively few people are involved. This is
exacerbated when state-owned enterprises control the revenues, as there are even fewer
opportunities for public scrutiny to restrict opportunities to funnel resource revenues to
objectives that fulfill programmatic or political objectives rather than going towards the
public good44 (Ascher 1999; Ascher 2000). Thus, the quantity of resources flowing into the
government is difficult to detect, the low visibility of natural resource monies makes them
easier to manipulate, and the costs of misdirection faced by those in power are greatly
decreased (Ascher 1999). Moreover, the preferred method of distributing patronage –
implicit subsidies- is also largely undetectable, further easing inequitable distribution without
accountability.
What is more, as discussed above, inequality means that those hoping to hold the
government accountable have inadequate monetary resources and human capital, increasing
the difficulty of mobilizing. This further decreases the ability of citizens to hold their
government to account and thereby decreases the cost to those in power of misusing
resources.
III.C.4.b)

Political implications of sectoral divisions

Other antecedents of accountability are also lacking in resource-dependent countries. The
discussion above (see Section III.B.4) notes the implications of a diversified economic basis
for “modernization”. The political implications of slowed “modernization” are thought to be
pervasive. Political changes –such as organization of labor and democratization– are thought
to be slowed when urbanization and organization of labor are not stimulated by
manufacturing. Not only does a concentration of revenues in the hands of a few decrease
access to the means to pursue education and entrepreneurial activities, but “an
entrepreneurial elite does not arise to force a more equitable distribution of political power”
(Falkinger and Grossman 2005). Thus, theories based on modernization suggests that
“alternative sources of power” do not arise when the manufacturing sector is not strong
(Isham and Woolcock 2005).

44 An entire literature on the concerns with state-owned enterprises (SOEs) exists, but is not fully reviewed
here. For a discussion of oil and mining SOEs see (Aharoni and Ascher 1998).
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This is particularly important given that the political pressure exerted by the manufacturing
and extractive sectors is thought to yield very different results. The decline of the
manufacturing sector may reduce the accountability of government by both diminishing the
positive influence of the manufacturing industry’s lobbying and increasing the power of the
extractive sector. Shafer (1994) contends that the relatively low capital intensity and reduced
economies of scale in manufacturing promote better public and private risk management.
Thus, when the manufacturing sector declines, so does its "political force pushing for
sensible government policy to ensure their continued competitiveness" (Rajan and
Subramanian 2005). In contrast to manufacturing, the asset specificity and barriers to entry
associated with resource extraction ease collective action within the extractive industry. The
resulting one-sided pressure on the government in resource-intensive countries, coupled
with a lack of opposing political forces, creates institutions that deal with the risk of the
extractive sector well but inadequately support the rest of the society.
Empirically, though, the jury is still out regarding whether the political modernization effects
are a significant factor in resource-rich countries. Ross’s (2000) cross-country exploration did
not find support for the idea that point sources interrupt the social and cultural progress
spurred by growth in more diverse and dispersed sectors, though it is questionable whether
his model really tested this explanation. Similarly, Przeworski, Alvarez et al (2000) find that
this explanation has little power. However, Murshed’s (2004) more compelling findings
suggest that a strong manufacturing sector is associated with better institutions. This could
be interpreted as supporting the political importance of industrialization.
III.C.4.c)

Patronage & Repression

In countries facing the “curse”, civil society is likely to face larger hurdles organizing as a
result of retarded industrialization, has little information about its government, and does not
have the resources necessary to mobilize. In contrast, the government has all of the
resources it needs to ensure, both through outright repression and clietelism, that the
disaffected do not evolve into a substantial threat to those in power.
Resource revenues provide repressive governments the means to overpower dissent through
force. Empirically, however, it is unclear whether resource revenues are often used in this
way or whether such action plays a significant role in the curse. While Ross (2000) finds
support that these revenues are used to suppress dissent, his findings are not particularly
robust45. Moreover, Smith (2004) finds no support for the repression effect.
Patronage, however, does unequivocally play a large role in the functioning of polities
dependent on resources. As noted above, lack of information regarding resource revenues
and their distribution facilitates patronage. Moreover, imperfect information creates an
opportunity for political intermediaries to fill an informational role between the government
and its constituents. Collier and Hoeffler (2005) hypothesize that voters in developing
45 He tests for this effect by looking at the significance of three different independent variables: the proportion
of the labor force accounted for by the military, the percent of the population in the military, and the
proportion of the GNP accounted for by the military. Of these, only the latter is statistically significant. Not
only does the lack of statistical significance of the former indicators suggest that repression may not be a
substantively significant mediator of the curse, but the statistical significance of the latter variable does not
equate to substantive significance. The latter indicator could be statistically significant for numerous reasons,
including because a government may attempt to increase employment by upsizing the military without
necessarily using its military for repressive purposes.
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countries are aware that their limited access to information constrains their power to hold
politicians accountable. As a result, voters look to the leaders of different subgroups to
indicate whom should receive their support.
Because politicians are aware of the role of these opinion leaders, political patronage
increases. In an environment with complete information, it is cost-effective for politicians to
attract votes by providing public goods because the total benefit from these public goods to
all individual citizens –and thus the votes politicians reaps as a result of providing them– is
greater than the total cost of the public good. However the same votes can be attracted at a
lower cost when there is imperfect information. Politicians know that, to reap the votes of
the intermediaries’ cohorts, they only have to convince the various subgroup opinion leaders
to support them.
Thus, political patronage46 becomes the preferred method of staying in power. Given that
power can be retained via patronage, reelection does not rest on accountability. Coupled
with increased resources to mollify and repress dissent47, retaining power does not
necessitate legitimacy.
Lastly, repression may take an entirely different form: those in power may actively
discourage economic diversification to preempt industrialization and the development of
powerful opposition groups. Dunning’s (2005) analysis, focusing on countries that did
successfully diversify -Zaire, Botswana and Indonesia- suggests that this explanation has
resonance. He finds that when those in power are concerned that support for diversification
will result in a challenge to their power, diversification does not occur. In other words,
resource dependence may actually be a choice variable: authoritative governments may
actually choose resource dependence as a way of ensuring political challengers to not acquire
the power to challenge the incumbents.
III.C.4.d)

Effects of lax fiscal constraints

Pressure for accountability is further reduced because the resource revenues enable
avoidance of the painful public decisions and debates (Okruhlik 1999). Resource revenues
reduce fiscal pressure and nearly eliminate the need, present in most modern democracies, to
debate tradeoffs and for the public to coalesce behind chosen expenditure options. In
addition, the government can use resource revenues through patronage precisely to
postpone difficult choices and inevitable, yet painful, social and economic changes.
III.C.4.e)

Taxation

The abundance of revenues at the government’s disposal has another effect thought to be
critical in a state’s political economy: the reduced need for income taxes (Ross 1999). On
prominent hypothesis contends that when the state is not dependent on its citizenry for

46

Patronage can take many forms. Even public goods that would, in other conditions, indicate a government
legitimately attempting to obtain votes by maximizing the benefits its constituents receive, become vehicles for
patronage. For example, whereas education is an investment good in other conditions, in resource-dependent
countries it can become a consumption good. When it is used by the government to appease certain citizens’
desire to see tangible results from resource extraction, and when the demand for skilled labor is low due to a
hobbled manufacturing industry, the education provided can be of such low quality that it does not
substantially build human capital (Birdsall, Pinckney et al. 2000).

47

See (Acemoglu, Verdier et al. 2004) and (Lam and Wantchekon 2003).

35

income, the links between the people and their government can disintegrate. The end result
is thought to be a further weakening of institutional development, accountability and
stability48.
The political science literature suggests that sources of money independent of taxation can
weaken the standard ties binding a government and the people it governs in two ways. First,
the government needs less from its citizens because the state receives its funds primarily
from the extractive sector. Second, less taxation reduces the incentives for citizens to
demand accountability and the provision of public goods (Mahdavy 1970; Karl 1997; Moore
2004; Collier and Hoeffler 2005). Citizens aren’t motivated to ensure that the money they
hand over to the government is spent well, since citizens do not necessarily perceive the
money the government is spending to belong to them.
Thus, the atrophy of this “two-way interaction between a state and its citizens” is thought by
some to produce numerous outcomes that can negatively impact the ability of a government
to be an effective welfare maximizer (Ross 2000; Sala-i-Martin and Subramanian 2003;
Moore 2004; Isham and Woolcock 2005). The state gains more autonomy from its citizens.
As a result, the pressure for public good provision, compared to that for patronage, is
thought to decrease (Collier and Hoeffler 2005). Democratic pressures are dampened. Civic
engagement recedes. Thus, some scholars argue that without the demands of revenue-raising
forcing the government to be effective, the public bureaucracy decays49.
However, there are numerous reasons to question the importance of taxation as a force that
binds the government with its constituents. For one, countries with little or no income
taxation are also likely to be the same countries where the government’s largest source of
money is foreign corporations that often utilize their leverage solely to promote their claim
on resources and to support their ability to conduct business in an unfettered manner. The
government’s dependence on external actors, and the MNCs’ resulting influence, is likely to
have a larger effect on government than income taxes. In addition, the apathy regarding
government in many countries with high levels of taxation call into question taxes ability to
encourage citizens’ engagement.
III.C.4.f)

Discussion

Numerous studies attest to the lack of powerful forces calling governments to account in
resource-rich countries. Jensen and Wantchekon’s (2004) thoughtful empirical analysis
suggests that the size of the extractive sector is inversely related to democracy in Africa.
Further, they attribute this link to executive discretion and opacity in resource dependent
countries. Their interpretation is backed up by a wealth of additional evidence that these
countries’ governments are often authoritarian and durable, and that they suffered
democratic breakdowns in the 1990s. This suggests that there is, in fact, little empowered
opposition in these countries and that what opposition does emerge is squelched (Ross 2000;
Ross 2001; Wantchekon 2002; Jensen and Wantchekon 2004; Smith 2004).

48 Empirically, it has been demonstrated that lower taxes are associated with lower quality government (Porta,
Lopez-de-Silanes et al. 1999).
49

These effects are supported by Ross’s (2000) empirical work, which shows that tax rates, government
spending and government revenue are statistically significant explanatory variables, and that accounting for
them decreases the explanatory power of minerals and oil.
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Moreover, this lack of accountability may further weaken ties between citizens and their
governments. Without the perception that the government is “their government”, citizens
have even fewer incentives to call the government to account. This disconnect is illustrated
well by problems recently observed in Iraq. The Coalition Provisional Authority –an outside
body over which Iraqis have no control and to which they pledge no allegiance– has
administered the revenues from oil. Similarly, in many of the countries facing the “curse”,
the citizens perceive little connection between themselves and the governmental entities
administering oil revenues.

III.C.5)

Resource & Institutions: Discussion

This body of work cumulatively suggests that understanding political dynamics is essential in
understanding the forces behind the “curse”. Resource revenues catalyze the concentration
of political and economic power and squelch the development of viable political
competition. This institutionalized imbalance contributes to the key weakness of many
countries with large extractive sectors: a lack of accountability. The institutions that keep the
government accountable are weak, civil society lacks the political and real tools to organize
against government, and ultimately the meaningful accountability needed to support robust
democracies is lacking.
Given that institutions are critical in protecting the populace from the degenerative political
forces that can emerge in countries rich in natural resources, assuming away or relegating
political complications to secondary considerations results in a misunderstanding of the true
nature of the predicament. As a result, policies designed to overcome solely economic
problems will never allow countries to circumnavigate the “curse”.

III.D)

Summary of Shortcomings of this Literature

The literature on the “curse” has demonstrated that –not due to lack of ingenuity or good
intentions, but rather due to the difficulty inherent in making causal findings from crosscountry data and imprecise indicators– the usefulness of inferences drawn from empirical
work focusing on many countries’ historical patterns is limited. Much of the literature’s
attempts at simplicity result in a disregard for the complicated interactions between
economic and political forces. Thus, much of this literature fails to consider the wealth of
evidence that economic and political drivers are interdependent and, though there are
exceptions, avoids peering into the convoluted mechanisms underlying the associations
suggested by their empirical work. Much of this work attributes slow growth, declining
genuine savings, or institutional weakness to factors that are endogenous, failing to probe the
roots of what are presented, misleadingly, as independent variables. The result is that the
“resource curse” can be over- or under-estimated, or mischaracterized by these inquiries.

III.D.1)

Is resource dependence really what is of interest?

As mentioned numerous times above, the most problematic variable in nearly all of the
literature is also the most important: resource dependence. Specifically, many empirical
explorations of the curse have used measures of resource dependence50 that confuse cause
and effect. Resource dependence is not entirely exogenous. Rather, it is either a choice

50 Such as percentage of total exports accounted for by exports of primary commodities and percentage of
GDP accounted for by primary commodity exports.
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variable or a product of many policy and economic decisions and conditions. Unfortunately
and surprisingly, almost no researchers –with the notable exclusion of Dunning (2005),
Ascher (2005) and Stijns (2005)– acknowledge this key problem or its implications for the
inferences made from empirical work. The result is that the conclusions drawn from much
of the work discussed above are misleading.
More specifically, standard measures of resource dependence such as those used in the
research discussed above do not measure the absolute size or value of the extractive sector.
Rather, they also measure weakness in other sectors of the economy, especially the
manufacturing sector. In essence, then, many of the empirical studies suggesting that
countries dependent on resources have lower GDP actually use some form of GDP as both
§ Re sourceExports ·
the independent and the dependent variable (e.g. GDP = f ¨
¸ ). Thus, in
GDP
©
¹
the resource dependence indicator, a small denominator indicating a weak economy drives
the appearance of dependence on resources as much as the size of the resource sector.
Given the endogeneity of this indicator, the results inevitably show that the two variables are
related. Countries’ reliance on the development of natural resources may, hence, reflect
governance weaknesses and weaknesses in the industrial sectors rather than a large
endowment of natural resources (Ascher 2005).
The endogeneity of common resource dependence measures is illustrated well by Isham and
Woolcock’s (2005) empirical findings. They find that while point resource exports as a
portion of total exports (the export measure) has a negative effect on institutions, point
resource exports as a portion of GDP (the GDP measure) has a positive influence on
institutions. Isham and Woolcock suggest that this discrepancy may be due to countries with
higher total exports –those countries appearing less dependent when looking at the export
measure– having better institutions. While this is a reasonable inference, this interpretation
also implies that these results are also actually demonstrating the weaknesses of these
measures. This can be better understood if we consider that of two countries with the same
absolute quantity of point source exports, the country with the higher total exports appears
to be less resource dependent when considering the export measure, while the other country
appears more dependent. The measure is, thus, not necessarily revealing information about
the nature of the extractive industry, but rather about the myriad factors affecting total
exports.
Even the most recent literature51 is imprecise – often using resource “abundance” – a term
that should refer to a more absolute measure– and “dependence” – a term indicating that
resource production or exports are only considered relative to GDP or to total exports–
interchangeably. As the following graph shows, the difference between these terms is critical:
a new World Bank measure of resource rents indicates that the relationship between GDP
and resource wealth is positive – the opposite of the relationship shown by many of the
studies discussed above between resource dependence and GDP (see Figure 1).

51

For example, see Mehlum, Moene et al. (2006).
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Real GDP per capita from Penn World Table 6.1 (log)
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Figure 4: Relationship between absolute resource wealth and GDP

This positive association may also hold for institutional outcomes. Stijns (2005) finds that
resource abundance is related to better rule of law and bureaucratic performance

III.D.2)

What outcomes are of interest?

The typical dependent variable used, GDP growth, is not necessarily the outcome of most
interest to actors involved in resource-dependent countries nor to policymakers and their
constituents within the countries of interest. While it was appropriate in the early economiccentered work, much the current political economy work claims to be interested more
broadly in a society’s welfare. However, much empirical work fails to reflect the stated
outcomes of interest, as many researchers have not moved away from GDP growth as an
indicator of a society’s health or progress.

III.D.3)

Other empirical problems

In addition to the reliance on indicators that do not reflect the underlying constructs of
interest, much of the empirical work on the “curse” is plagued by the same persistent
problems that plague all development economists. While these empirical difficulties are
inevitable, the real problem lies in not acknowledging and discussing these weaknesses and
their implications openly. Unfortunately, much of the research on the “curse” fails to
acknowledge or explore the implications of the endogeneity of many of the explanatory
variables. For example, Ross (2003) considers growth –a clearly endogenous variable- as an
explanatory variable in explaining poverty. Conversely, Ross’s exposition also highlights that
models that explicitly include poverty as contributing to lower growth fail to account for the
endogeneity of poverty (United Nations Conference on Trade and Development 2002).
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Such oversights are likely to bias the observed coefficients on such endogenous variables, as
they are subject to omitted variable bias.
Thus, endogeneity makes interpretation of results difficult. For example, if resources are not
statistically significant in a particular model, this may be because they affect another
independent variable in the model that, in turn, affects the dependent variable. In contrast,
such results may indicate that resources are not relevant. Discerning which explanation for
the results is most plausible is difficult, and arriving at misleading conclusions is easy. While
this does not negate the usefulness of such models in exploring the relationships of interest,
it does mean that interpretation of the results must be significantly circumscribed.
Given such weaknesses in much of the empirical work, it is no surprise that the empirical
literature comes to widely varying conclusions or that recent literature questions the
existence of the “curse”. Serra (2006) finds that resource dependence is not related to
corruption. Davis (1995) finds, comparing GNP in 1970 and 1991, that resource dependent
countries do not have lower GNP or slower development. Lederman and Maloney (2002)
find that Sachs and Warner’s results52 do not hold for a longer time period, or when
accounting for country fixed effects or the endogeneity of initial GDP and of trade
openness.
While numerous studies do attempt to instrument for some of the problematic explanatory
variables – a method used to purge endogenous variables of their associations with other
variables in the model53, their instruments are highly problematic themselves. One of the key
problems with the variables utilized to instrument for institutions is that they are imprecise
as to the nature of the institutions they are attempting to instrument for. Many researchers
do not specify whether they are intending to instrument for social, political, formal, or
informal institutions. This lack of precision throws into question the validity of the
instruments. For example, researchers instrumenting for political institutions do not justify
why the instruments chosen do not also affect growth through their effects on social
institutions. Since many of the instruments used are likely to affect more than a single
narrowly defined societal factor, the results of such attempts are likely to be biased.

52

Sachs and Warner analyze a cross-section of countries and interpret their empirical findings - that countries
dependent on primary commodities have slower manufacturing export growth and “poorer scores on a variety
of measures of institutional quality” - to suggest that resource dependence-which they misleadingly call
resource “abundance”- is not simply a proxy for a closed economy, inefficiency within the public sector, or
declining terms of trade (Sachs and Warner 1995; Sachs and Warner 1997).
Sachs and Warner’s discussion shows that they were quite aware that their model was simply a first step in
understanding the observed slow growth, qualifying their findings as a preliminary foray and asserting that the
result should not necessarily be interpreted structurally. However, researchers following up on Sachs and
Warner’s work were not so careful, and often multiply the problems in these early models. Sachs and Warner’s
main model has endogeneity problems with nearly every regressor. Identification of one of their models that
attempts to get closer to a structural interpretation is problematic given that there is no attempt to formalize
instruments or justify exclusion restrictions. Moreover, while they attempt to instrument for the relative price
of investment goods, trade openness and rule of law, they do not discuss the possibility that resource
dependence itself could be (and most likely is) endogenous. The resulting interpretation must then be tempered
by skepticism.
53

For a variable to be a valid instrument, it must (1) be related to the dependent variable only through the
independent variable that is being instrumented and (2) be strongly related to the independent variable that is
being instrumented.
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IV)
Empirical Analysis
In this section, I explore the “resource curse” via an econometric analysis. To develop
effective mitigation strategies, it is important to understand what these strategies seek to
alleviate. However, as discussed above, many of the existing analyses do not necessarily
achieve this goal. The use of measures that confound resource abundance with feeble
economies, among other weaknesses, can result in misleading conclusions. Thus, this
empirical examination seeks to improve understanding of the vulnerabilities associated with,
and the form of, the resource “curse”. This insight provides an additional foothold from
which to evaluate policy options.
This work considers the effect of resource wealth on dependent variables reflecting stability
that have not been previously considered in work on the resource “curse”. Indicators
reflecting country-level stability54 may usefully reveal aspects of the populace’s well-being not
revealed in empirical work focused on GDP. A priori, we would expect resources to be
negatively related to our indicators of stability55. This relationship is important because
instability, as discussed in Section III, puts a great strain on the poor, on policy-planners, and
on businesses attempting to operate in an unsteady environment. In addition, indicators of
instability also allow us to explore questions that are critical to the targeting of policy options
but not addressed by past research:
- Does the resource curse hold for different societal indicators of interest? In
particular, does the resource curse hold when analyzing a society’s stability?

-

Is the relationship between resource endowments and stability influenced by
governance?

-

Does the relationship between risk and an absolute measure of natural resource
wealth differ from the relationship between risk and a country’s dependence on
natural resource revenues?

Moreover, it is useful to explore indicators of instability because instability is of interest not
only to national actors. As discussed further in Section VI, many inter- and trans-national
private and public actors are affected by a country’s volatility. The stability of producing
countries not only affects the strain put on national and local policy planners and the
conditions faced by citizens within the country, but it also affects the performance of direct
and portfolio investments in that country, the ability of the country to repay sovereign debt,
and regional and global stability. Thus, a diverse group of actors are interested in the
implications of these countries’ stability for their investments, to ease forecasting and
planning, and to lessen the security implications of instability. Therefore, the results of this
empirical exploration have implications for external actors’ willingness to incur costs to help
countries avoid the resource “curse”. Instability is, hence, of interest in understanding the

54

See Section IV.B for a more detailed discussion of the indicators used to reflect instability.

55 As described above, resources may increase the tenure of an administration by solidifying the hold those in
power have on the government. However, as described below, the composite stability indicator does not
include durability of administration, but rather includes, conflict, socioeconomic conditions, the risks faced by
investors, the involvement of military and religion in politics and ethnic tensions – all factors that are thought
to be more unstable in resource-dependent economics. Thus, while the turnover of power may be delayed in
these countries, the expected relationship between resources and stability is negative.
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form of the “curse”, in evaluating policy options, and in identifying actors with a stake in
changing the status quo.
This work also seeks to clarify the substantive implications of past literature’s loose use of
language referring to resource dependence and abundance. As discussed above, I
hypothesize that a better measure of resources, purged of at least some endogeneity, will
better reveal the actual relationship between resources, governance and institutions, and the
outcome of interest.

IV.A)

Overview

My hypothesis is that the relationship between stability and resources is mediated by
governance. I expect resources to have little explanatory power once institutions are
accounted for. The key constructs of interest include:
x

Stability

x

Resource dependence and resource wealth56; and

x

Governance.

I first explore simple bivariate relationships to get a sense of the relationships between
stability and public sector governance, between natural resources and governance, and
between natural resources and stability. Then, I primarily use two different models to try to
refine our understanding of the extent to which these relationships are due to confounding
factors, such as the countries’ income level.
Overall, the data indicate that, as one would expect, lower income countries –which, given
the endogeneity of resource dependence, are also more likely to be dependent on resource
revenues– are more unstable and have lower GDP Growth. Investigation of bivariate
relationships also suggests that countries reliant on the extractive sector57 have weaker
institutions and more corruption58, and countries with weaker institutions are less stable59.
However, our data further suggest that these correlations hide underlying relationships that
are actually much more complicated, as the relationships between resource extraction and
instability or governance may be curvilinear60.

56

The indicator resource wealth is discussed further in Section IV.B

57 In the remainder of the document, the degree of resource dependence refers to fuel, ore, and mineral exports
as a percentage of GDP.
58

rho=.12*

To ease interpretation throughout this document, all reported correlations of “political risk”, its components
and corruption with other indicators refer to the correlation of the inverse PRS variable (with an increased
score indicating an increased risk and increased corruption) with the other relevant indicators.
59

Standard deviation of growth: rho=.47; “political risk”: rho=.85

60

I also explored whether return on capital is lower where institutions are weak and/or there is much
instability. Countries with a high investment profile risk (the risk associated with contract viability and
expropriation, profits repatriation, and payment delays) have a statistically significantly lower marginal product
of capital. However, the return on capital investment does not vary with broader measures of instability,
governance or resource dependence (see Appendix 3).
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The results also suggest that the institutional fitness of a country is the key to the “resource
curse”. Resource wealth -in the presence of a weak institutional environment- appears to be
negatively related to stability, suggesting that higher quality governance may protect against
instability. Further, the results have important implications for implementing policy changes,
suggesting both that the “curse” is not inevitable –and thus that policy intervention has a
role- and that there is in fact a substantive reason for outside actors to be interested in
policies that mitigate the negative effects of resource dependence.
Lastly, there are many surprises in this analysis, suggesting that future empirical work needs
to be done to clarify these relationships.

IV.B)

Data

I estimate the models and the relationships using cross-country secondary data smoothed
over five year periods61 and covering 1985-2000; thus, a single country has a maximum of 4
observations. Our dataset includes: 71 to 81 developing and developed countries that have at
least 2 observations and contain data for all the variables used on our models predicting
political risk62 and 98 countries in models predicting GDP growth variance63.
While many variables would be of interest if longer time-series were available64, due to the
inherent difficulty in measuring some of these constructs, and due to lack of historical data
on numerous constructs of interest for the most relevant countries, I have chosen two
measures of stability as the primary outcomes of interest. The first is the standard deviation
of annual GDP growth rates (sdGrowth). This measure is of interest for policy directly and
for those who may have a role in instigating change, as the variance of GDP growth has
been widely used as an indicator of risk, and has been shown to retard growth and to affect
private investment negatively as it is also related to increased investment risk (Ramey and
Ramey 1995; Aizeman and Marion 1999).
However, this macroeconomic indicator does not reflect some important facets of volatility,
and is stable relative to the variance of stock price or bond yields65 (Madhavan and Yang
2003). Thus, I also use a composite indicator, which I call “political risk”66, composed of

61

For example, the 1990 observation contains the averaged data between 1988 and 1992.

62

Sufficient data from some countries that are interesting for our purposes, in terms of resource dependence
and governance, are not complete, and thus these countries are omitted from this analysis.
63

Models predicting the volatility of growth contain 192 to 355 observations, depending on whether lagged
variables are included.
64 For example, access to services such as doctors, poverty, inequality, educational attainment, life expectancy,
infant and child mortality, etc.
65 The latter is a third potential indicator of stability that I do not use in this analysis. According to many
experts, the difference, or spread, in countries’ bond yields are too tight, misrepresenting stability and risk.
Moreover, credit spreads are not necessarily a good indicator, as they are volatile, and influenced by factors
beyond a country’s stability, such as investors’ varying risk preference and capital market imperfections
(Ferrucci 2003; Borio and Packer 2004). In addition, many developing countries do not have access to the
financial markets, making data on yield spreads unavailable for the countries in which we have the most
interest.
66 Throughout this text we use “political risk” to refer to our variable political risk, which is described in
Appendix 1.A.
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seven political risk variables67–socioeconomic conditions, investment profile, internal
conflict, external conflict, military in politics, religion in politics, and ethnic tensions68- from
the PRS Group’s historical dataset69. The PRS Group’s data70 on political risk is used by
many to assess political risk, including by Citigroup’s Emerging Market Equity Country
Specialists and prominent researchers including Mauro (1998), Knack and Keefer (1995) and
Hall and Jones (1999). Moreover, it has been shown to predict changes in other risk data,
such as Institutional Investor’s ratings71, and the composite ICRG risk variable (which
includes economic, financial, and political risk components) has been shown to predict
inflation, and is highly correlated with country credit ratings72 including S&P sovereign
ratings73 (Erb, Harvey et al. 1996; Harvey 2002).
I also use additional data from the PRS Group on governance, including data on
corruption74, democratic accountability, bureaucratic quality, and law and order. Our
resource rent data (called “resource wealth” below) comes from the World Bank data on
adjusted net savings and enters our models as resource rent per capita75. Data on resource
dependence comes from World Development Indicators for fuel, mineral, and ore exports.
The remaining data I use is primarily from the Penn World Tables and the World
Development Indicators76.
Measuring stability and governance validly and reliably is difficult, and thus use of indicators
that seek to reflect these constructs must be carefully considered. While the indicators used
certainly do not perfectly reflect stability and governance, the rationale underlying the
stability and governance variables (see Appendix 2) makes us reasonably confident that the
association between the governance and stability indicators does reflect the relationship
between the broad underlying constructs. As discussed above, political risk is made up of
subcomponents reflecting socioeconomic conditions (unemployment, consumer confidence
67

This indicator, from the PRS Group, is largely based on subjective analysis. “Political risk” and its
components have a reverse scale, with higher values indicating lower risk. See Appendix 2 for more
information.
68

Because we are interested in the relationship between governance and stability, we have separated PRS’s
governance variables out from the “risk” variables. Thus, the governance indicators that make up PRS’s
composite political risk are not included in the “political risk” variable used in this empirical work.
69

This dataset was chosen for its relatively long time history, which goes back to 1985, and its coverage over
many countries (140 developed and developing countries) in comparison with many other datasets.

70

This data is also referred to as ICRG – International Country Risk Guide- data.

71

t=5.67 for the ICRG political risk composite

72

r=.85

73

Those countries rated B have an average ICRG composite of 65, and those with a AA+ having an ICRG
composite score of about 84.
74

This variable is based on surveys of business people’s perception of corruption in each country.

75 Resource rent is mineral rents plus energy rents from the World Bank’s data on adjusted net savings
(http://siteresources.worldbank.org/INTEEI/1105643-1115814965717/21000263/Oil_Gas_rents.xls). While
this variable does not completely eliminate endogeneity, as the amount of resources extracted and sold are not
independent of other factors, it does decrease the endogeneity of the resource variable as it is no longer a
measurement as a proportion of GDP or total exports.

76

For more information on the data used, refer to Appendix 1.
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and poverty), investment profile (contract viability and expropriation, profits repatriation,
and payment delays), internal and external conflict, military in politics and religious and
ethnic tensions; governance is reflected in indicators of law and order (the strength and
impartiality of the legal system and popular observance of the law), bureaucratic quality
(autonomy from political pressure, ability to govern without drastic policy changes or
interruptions of government service), and democratic accountability (the responsiveness of
the government to the people). The difficulty of constructing valid indicators of stability and
governance, in addition to the subjectivity that arises in attempting to reflect the underlying
constructs, surely means that there is measurement error in political risk and in the
governance indicators. Nonetheless, I believe the political volatility indicator is measuring a
distinct construct from the governance-related variables. Although the variables that make
up political risk are based on subjective assessments, their basis is sufficiently circumscribed
to be indicative of the concepts of interest77. To account for concerns about overlap between
these indicators, however, I report results for both the composite “political risk” and for the
standard deviation of GDP growth.
Because I cannot be sure that the governance variables as measured can be distinguished
from one another, and due to concerns about multicollinearity, I use a single composite
indicator that is the linear combination of the ICRG governance variables. This results,
admittedly, in a grouping of governance metrics with perhaps unrealistic weighting of the
components. To address concern about weighting, I also report the results of models
utilizing, on at a time, the individual governance components.

77

ƒ

Socioeconomic Conditions represents an assessment of the pressures exerted by unemployment, consumer
confidence, and poverty on the ability of government to act and on social dissatisfaction.

ƒ

Investment Profile represents an assessment of the effect of contract viability, expropriation, profits
repatriation, and payment delays on the risk to investment.

ƒ

Internal Conflict represents an assessment of political violence’s actual or potential impact on governance,
and is based on the occurrence of armed or civil opposition to the government, governmental direct of
indirect “arbitrary” violence against its own people - civil disorder, terrorism, political violence, civil war
occurrence and threats, and coup occurrence and threats.

ƒ

External Conflict represents an assessment both of the risk to the incumbent government from foreign
action, ranging from non-violent external pressure (diplomatic pressures, withholding of aid, trade
restrictions, territorial disputes, sanctions, etc) to violent external pressure (cross-border conflicts to all-out
war). External conflicts can adversely affect foreign business in many ways, ranging from restrictions on
operations, to trade and investment sanctions, to distortions in the allocation of economic resources, to
violent change in the structure of society.

ƒ

Religious Tensions represents the domination of society and/or governance by a single religious group
that seeks to replace civil law by religious law and to exclude other religions from the political and/or
social process; the desire of a single religious group to dominate governance; the suppression off religious
freedom; the desire of a religious group to express its own identity, separate from the country as a whole.

ƒ

Ethnic Tensions represents an assessment of the degree of tension within a country attributable to racial,
nationality, or language divisions.
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IV.C)

Bivariate results

IV.C.1)

Relationship between risk measures

As expected, our two measures of stability are related. Firstly, bivariate correlations show
that higher volatility in GDP growth is correlated with instability as measured by political
risk (r=.41)78. A simple regression confirms that the relationship between the two variables is
statistically significant79. A 100% increase in the standard deviation of GDP is associated
with roughly one-fifth of a standard deviation increase in in risk80. Likewise, a simple
regression controlling for GDP, life expectancy and new investment in capital assets shows
that volatility of GDP growth is associated with a higher “investment profile”81 risk; a 100%
increase in sdGrowth is associated with about one-fifth of a standard deviation increase in
risk to investment.

IV.C.2)

GDP & Stability

As one would expect, lower income countries are riskier. Of the poorest countries –those
classified as low income by the World Bank - 35% are less stable (as measured by political
risk) than the mean and over 19% are in the highest 25th percentile of instability. In
comparison, fewer than 13% of countries classified as middle- or upper-income are less
stable than the mean and fewer than 7% are in the highest 25th percentile of instability. In
countries classified as low or lower-middle income by the World Bank, the mean political
risk is 36.8 and the mean standard deviation of growth is 6.1 – roughly the instability in
Guyana or Papua New Guinea in 1990. In countries classified above lower-middle income,
the mean political risk is 48.682 and the mean standard deviation of growth is 4.7 – roughly
the instability in Thailand and Trinidad and Tobago in 2000. The differences in stability (on
both the political risk, investment profile, and standard deviation of growth scales) between
high and low income countries83 are significant both substantively –on the political risk scale
that difference in the categories’ means is more than one standard deviation– and statistically
(p=.0.000)84.

78

If a single cross-section of smoothed data is used, the correlation is stronger in 1985, 1990, and 1995 than in
the pooled time-series. If the log of the standard deviation of growth is used, the correlation is r=.44.
79

This regression controls for GDP, life expectancy, and openness of the economy or new investment in
capital assets, and shows that the volatility of GDP growth is associated with higher risk (as measured by
“political risk”) (at the 1% and 5% significance level, respectively).
80

An “increase in risk” refers to a decrease in a country’s “political risk” score. Throughout the remainder of
this section, when we refer to an increased “political risk”, this means a lower score.

81

Based on contract viability/expropriation, profits repatriation and payment delays.

82

Higher score indicates lower risk.

83 Where high income refers to countries classified above lower middle income by the World Bank and low
income refers to countries classified as low or lower middle income by the World Bank.
84

This distinction between high and low-income countries is not sensitive to which cutoff is chosen. Using the
mean GDP in our dataset as the cutoff between low and high-income countries (~$6900) also results in a
statistically and substantively significant difference in risk between high and low income countries.
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Figure 5: Risk and GDP are highly correlated85

Risk is not only inversely associated with GDP, but also with GDP growth. Both risk
measures show that higher risk is correlated with lower GDP growth (standard deviation of
growth: rho=-.15; political risk: rho= -.11). The difference in GDP growth between
countries with a standard deviation of growth above the mean and those below the mean is
statistically significant at the 1% significance level.

IV.C.3)

Governance & Stability

As expected, bivariate correlations reveal that countries with high levels of corruption
and/or weak governance are more unstable. The correlations suggest that stability decreases
as indicators denote weaker “governance”86, less democratic, less free, and more corrupt
countries87, 88.

85

Where risk is the inverse of “political risk”; so in the figure, a higher score indicates a higher risk.

86

A composite variable composed of ICRG’s governance variables. See Appendix 1 for details.

87

While none of the governance indicators are perfect predictors of instability, this is to be expected given the
complexity of stability itself, as well as because the indicators of stability and governance do not measure the
variables of interest perfectly (Klitgaard 2005).
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Figure 5: The correlation between “political risk” and corruption is strong (rho=.62) – more corrupt
countries are more unstable.

More specific measures of stability89 also have strong relationships to governance90. More
corrupt countries are less stable91, have more internal and external conflict92, and have

88

Stability is highly correlated with PRS’s governance variables (the correlations between political risk and the
individual indicators of law and order, bureaucratic quality, democracy, and corruption ranges from .58 to .71
(rho=.56-.81); the correlations between these indicators and the standard deviation of growth ranges from .17
to .40 (rho=.18-.49) and Freedom House’s political rights and civil liberties indicators (political risk: .62-.66
(rho=.60-.64); sdGrowth: .37-.38 (rho=.38)).

Unless otherwise noted, “correlation” refers to the simple Pearson correlation. “Rho” refers to the
nonparametric Spearman rank correlation.
The bivariate correlations between the individual governance variables range from 0.22 to 0.94. This range
indicates that, taking measurement error into account, some of these governance indicators may not be
measuring distinct constructs (for example, Freedom House’s two indicators, ICRG’s democracy indicator, and
the University of Maryland’s Polity score are all correlated between .76 and .94). In contrast, ICRG’s stability
indicator (see Appendix 2) appears to be measuring a different construct than the other governance indicators,
as its correlation with the other governance variables ranges between .22 and .50.
89

These more specific risk indicators are the components of the “political risk” indicator.

90 In particular, we focus on the relationship between risk and corruption here because of the importance of
corruption in the relevant literature, as discussed above.
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Figure 6: Both internal and external conflict are highly correlated with corruption (rho = 0.57 and
rho=.43, respectively), and the risks of internal and external conflict are significantly different between
corrupt and less corrupt countries (p=0.00)94.

91

rho=.20

Further, instability, as measured by political risk, investment profile, or standard deviation of growth, is
statistically significantly higher in corrupt countries than in less corrupt countries. T-tests reveal that risk, as
measured by any of the three measures, is higher in corrupt countries (statistically significant at the 1%
significance level).
In the remainder of the document, unless otherwise noted, “statistical significance” refers to significance at the
5% significance level.
The difference in stability between countries rated at or above 4 on the corruption scale (low risk) and those
rated below 4 (high risk) is statistically significant at the 1% significance level.
92

rho=.57 and .43 respectively

The difference in internal conflict risk between countries rated at or above 4 on the corruption scale (low risk)
and those rated below 4 (high risk) is statistically significant at the 1% significance level; similarly, the difference
in external conflict risk between countries rated at or above 4 on the corruption scale (low risk) and those rated
below 4 (high risk) is statistically significant at the 1% significance level.
93

rho=.53

94

The mean risk of internal conflict in more corrupt countries is more than one standard deviation higher than
in less corrupt countries.
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Figure 7: The correlation between the standard deviation of growth and corruption is strong
(rho=.4495) – more corrupt countries are also riskier.

Substantively, the difference in stability between corrupt and less corrupt countries only
appears to be significant in relation to the standard deviation of growth – a one standard
deviation increase in corruption is associated with a 1.5 unit increase in the standard
deviation of growth. This is roughly the difference in stability between New Zealand and
Laos or South Africa 96. Lastly, and somewhat unexpectedly, stability97 and corruption appear
to be more closely related in countries dependent or resources for less than 20% of GDP98.

IV.C.4)

Resources & stability

The bivariate relationship between resources and stability appears to be heterogeneous,
varying with GDP, degree of resource wealth and dependence, the measure of stability being
used, and governance. The variability in this relationship suggests that resource dependence
does not inevitably lead to the negative outcomes evoked by the “resource curse”
hypothesis.

95

rho=.44 in a pooled time-series and rho=.43 in 2000 alone

96

New Zealand has a standard deviation of growth of 2.14; Laos, the Dominican Republic and South Africa
have standard deviations of growth of 3.53-3.73.
97

As measured by the standard deviation of growth and “political risk”.

98

p=0.00
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IV.C.4.a)

Resource dependence & stability

Looking at all countries together, stability decreases as dependence on resources increases,
although the relationship is relatively weak99. Despite the weakness of this correlation in the
overall population of countries, comparison of mean stability in countries more dependent
on resources with those countries less dependent shows the means to be statistically
significantly different100.
This relationship, however, appears to obscure a more complicated –and somewhat
surprising– picture. The underlying relationship appears to vary widely with country
characteristics. While I discuss this heterogeneity in more detail later, broadly, countries
dependent on resources for less than 20% of GDP are less stable unless they have low levels
of corruption101. In addition, increased resource dependence appears to be more strongly
related to increased “political risk” in high-income countries102 and in less resource
dependent countries.
Moreover, while the following table shows that political risk is most closely related to
dependence in upper-income countries dependent on resources for less than 25% of GDP,
this does not hold for those countries with less than 5% dependence. For these leastdependent upper-income countries, increased dependence is associated with decreased risk.
Thus, for high-income countries, initial dependence is associated with decreased risk (up to 5%
dependence), and then is associated with increased risk (up to 25% dependence). In other
words, more dependence is associated with increased risk only for upper income countries
with a moderate dependence on resources103.
In low-income countries, the relationship between resources and political risk is actually the
opposite of what one would expect based on the “resource curse” hypothesis: in these
countries stability increases as resource dependence increases104. Similarly, increased
dependence is associated with increased stability in all subsets of countries dependent on
resource revenues for less than 5% of GDP or over 25% of GDP.

99

political risk: rho=-.04; sdGrowth: rho=-.33

100 T-tests show this difference to be statistically significant. The difference in the standard deviation of growth
is statistically significant at the 1% significance level regardless of which degree of dependence is used as the
cut-off to separate the two groups of countries (dependent and not dependent). For “political risk”, the
difference is significant at the 5% significance level when using 10% or 20% as the degree of resource
dependence cut-off; using 15% as the cutoff results in only marginal significance (p=.08).
101

p=0.00

102 Where high-income countries are those classified by the World Bank as lower middle income or above,
based on gross national income (GNI) per capita. Here, “high-income countries” refers to all countries with an
annual GNI of $826 or more per capita.

In higher income countries, increased “political risk” is associated with increased resource dependence (r=.28;
rho=.15). However, increased resource dependence is associated with no significant change in “political risk”
(r=.05; rho=.01) in low and lower-middle-income countries.
103

When 5-25% of GDP is from fuel, ore and mineral exports.

104

Regardless of the degree of dependence.
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% of GDP
from Fuel,
Ore and
Minerals
Exports
Low Income
Countries
Low or Lower
Middle
Income
Countries
Countries
classified
above
Low or Lower
Middle
Income
All Countries

<5%

5-15%

15-25%

>25%

All levels of
resource
dependence

-0.180

-0.229

-0.121

-0.343

-.078

(rho=-0.098)

(rho=-0.011)

(rho=-0.357)

(rho=-0.364)

(rho=-0.049)

-0.166

0.116

-0.145

-0.476

0.054

(rho=-0.195*105)

(rho=0.173)

(rho=-0.167)

(rho=-0.511+)

(rho=0.010)

-0.186

0.368

0.150

-0.032

0.276

(rho=-0.216*)

(rho=0.313)

(rho=0.040)

(rho=-0.059)

(rho=0.148*)

-0.109

0.177

-0.006

-.177

0.099

(rho=0.246*)

(rho=-0.105)

(rho=-0.188)

(rho=0.044)

(rho=-0.215**)

Table 3: Correlation between resource dependence and “political risk”106

The relationship between the standard deviation of growth and resource dependence shows
a similar pattern, particularly in low-income countries. In these countries, the standard
deviation of growth decreases as resource dependence increases. The relationship in upperincome countries is also similar to what I found using political risk, in that stability decreases
with resource dependence between 5 and 25% dependence, but increases over 25%
dependence. The notable difference between the bivariate relationships when using the
different stability indicators is that, in countries with less than 5% dependence, there appears
to be no significant relationship between resource dependence and the standard deviation of
growth.

105 Throughout the document, +: significant at the 10% significance level; *: significant at the 5% significance
level; **: significant at the 1% significance level.
106 For ease of interpretation, a negative correlation here means that increased dependence is associated with
decreased risk (as represented by an increase on the risk scale).
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% of GDP
from Fuel,
Ore and
Minerals
Exports
Low
Income
Countries
Low or
Lower
Middle
Income
Countries
Countries
classified
above Low
or Lower
Middle
Income
All
Countries

<5%

5-15%

15-25%

>25%

All levels of
resource
dependence

0.055

-0.223

-0.499

-0.205

.395

(rho=0.088)

(rho=-0.036)

0.151

0.149

-0.238

-0.165

0.070

(rho=0.090)

(rho=0.172)

(rho=-0.317)

(rho=0.128)

(rho=0.308**)

-0.066

0.115

0.203

-0.162

0.334

(rho=-0.107)

(rho=0.423*)

0.056

0.142

0.018

(rho=-0.038)

(rho=0.230*)

(rho=0.021)

(rho=-0.608*) (rho=-0.122) (rho=0.395**)

(rho=0.413+) (rho=-0.236) (rho=0.331**)

-0.139

0.1333

(rho=-0.049) (rho=0.326**)

Table 4: Correlation between resource dependence and the standard deviation of growth.

IV.C.4.b)

Resource wealth & stability

As discussed above, resource dependence is an endogenous indicator. Thus, I also explored
the bivariate relationships between a measure of resource wealth and stability to investigate
how the relationship between resources and stability holds up when using a more absolute
measure of resource rents. Overall, when considering all countries together, the bivariate
regressions and correlations suggest that stability does not decrease with resource wealth. In
fact, the difference in stability between countries with and without resource wealth107 is
significant108 in the opposite direction of that expected: countries in the upper 75th percentile
of resources per capita are significantly more stable than those in the bottom 25th percentile.
One explanation of this unexpected finding is that, as with resource dependence, the
relationship between resource wealth and stability is heterogeneous, differing depending on
GDP and degree of resource wealth. As with resource dependence, stability increases with
resource wealth at low levels of resource wealth and decreases with resources at higher levels
of resource wealth. Moreover, resource wealth is more strongly related to the standard
deviation of growth in countries with more resource wealth. In addition, when
107 Where countries with resource wealth are those countries with resources per capita at or above the 25th
percentile (at or above $0.39 per capita).
108 A t-test shows a statistically significant difference, at the 1% significance level, between “political risk” in
countries with and without resource wealth.
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differentiating by GDP, the positive correlation between risk and resource wealth is
strongest in middle and upper income countries109. In low-income countries, as the criticism
of the resource dependence variable might predict, the results are weaker than when
considering resource dependence. In this case, there is essentially no relationship between
stability and resource wealth.110

Low-income
countries
Investor Profile
and resource
wealth
“Political risk”
and resource
wealth
Standard
deviation of
growth and
resource wealth

Lower-middle
income
countries

Countries
classified above
low income

Countries
classified above
lower-middle
income

-0.01

0.22

0.08

0.08

(rho= - 0.02)

(rho= 0.24**)

(rho= 0.10+)

(rho= 0.07)

-0.08

0.38

0.01

0.25

(rho= -0.03)

(rho= 0.25**)

(rho= 0.10+)

(rho= 0.12)

0.19

0.43

0.21

0.28

(rho= -0.02)

(rho= 0.09)

(rho= 0.17**)

(rho= 0.23**)

Table 5: Correlation between various stability indicators and resource wealth.

As Table 5 shows, in low-income countries and lower-middle income countries111, the
standard deviation of growth is not closely associated with increased resource wealth. This
general lack of a relationship holds for any of the stability variables within low-income
countries. However, in lower-middle-income countries, political risk or investor profile risk
increase as resource wealth increases. In upper income countries, in contrast, only the
standard of deviation of growth is significantly related to resource wealth.
Comparisons of means are also revealing. Within low and lower-middle income countries
political risk and the standard deviation of growth are significantly higher112 in resource-rich
countries than in those with less natural resource-based wealth113. This seems to be driven by
the significant relationship between risk and resources per capita in lower middle-income
countries rather than in low-income countries. In contrast, in middle- and upper-income
countries, risk as measured by the standard deviation of growth is not significantly different
between countries with and without resource wealth despite the apparent correlation.

109

Of course there are major exceptions to this general relationship in the population of wealthy countries,
such as Norway.

110 This outcome may also be related to the hypothesis that leaders in poor countries with weak institutions may
intentionally seek resource dependence in order to enhance their hold on power. In addition, the measurement
error discussed above with relation to both stability and institutions may result in significant relationships
appearing weaker than they are in reality.
111

As defined by the World Bank.

112

Statistically

113 T-test show this difference is statistically significant (p=.02 and p=.00, respectively) using the pooled time
series and when considering cross-sections from 1990, 1995, and 2000.
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IV.C.5)

Relationship between resources and governance

0

2

Corruption

4

6

Countries reliant on natural resources tend to have weaker governance and institutions114.
While these correlations are not strong, countries whose resource exports account for more
than 15% of GDP score significantly (statistically115 and substantively116) worse in terms of
corruption117, civil liberties, political rights, and democracy118.

Countries reliant on
resource exports for
less than ¼ of GDP

Countries reliant on
resource exports for
more than ¼ of GDP

Figure 8: Countries more reliant on resource revenues are more corrupt

These relationships, though, are weaker 119 or inverted when looking at the relationship
between resource wealth120 and “governance”121. The weak relationship between resource
wealth and governance could be interpreted as supporting the criticisms of resource

114

Composite governance indicator: rho=-.09; Corruption: rho=.12; Bureaucratic quality: rho=-.05;
Democracy: rho=-.24
115

p=.000

116

The difference in the means of the two groups (roughly 1.4 units) is nearly 1 standard deviation.

117

A t-test shows the difference is statistically significant (p=.000).

118

At the 1% significance level

119 The correlations between resource wealth and governance indicators are very weak (Composite governance
indicator: r= -.02; Corruption: r=-.06; Bureaucratic quality: r=.03; Democracy: r=-.16)).
120

Resource rent per capita, rather than resource dependence.

121

The correlations between resource wealth and governance indicators are weaker, or have the opposite sign,
when compared with the relationship between governance and resource dependence (Composite governance
indicator: rho=.14; Corruption: rho=-.12; Bureaucratic quality: rho=.22; Democracy: rho-.06)).
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dependence as a measure of natural resources. If countries are dependent on these revenues
because they fail to institute policies protecting the economy and institutions against the
detrimental impacts of rent-seeking, if countries with weak institutions tend to have weak
economies that result in reliance on resource revenues, or if those in power in countries with
weak institutions choose to retain political control by promoting reliance on the resource
sector, these findings would make sense: we would expect countries dependent on resources
to also have weak governance and would expect resource wealth to have a weaker
relationship with governance.
However, this apparent lack of a relationship may be hiding a stronger relationship in
subsets of countries. Stratifying this relationship by income, the correlations contradict
Ross’s (2001) and Leite and Weidmann’s (2002) findings that natural resource wealth has a
greater impact on poorer and less developed countries.
Our data weakly suggest that in low-income countries, governance improves and corruption
decreases with resource wealth, while in high-income countries, governance worsens and
corruption increases with resource wealth122.
Table 6: Correlation between resource wealth per capita and governance indicators

Governance Corruption
Low Income Countries
Lower Middle Income Countries
Countries classified above Low or
Lower Middle Income

IV.D)

0.14

-0.12

(rho=.15+) (rho=-.11)
-0.16
-0.03
(rho=-.10)
-0.33

(rho=-.07)
0.34

(rho=-.11)

(rho=.11)

Regression Analysis123

IV.D.1)

Overview

While the bivariate relationships explored above are indicative of the relationships in which
we are interested, they do not take intervening variables into account124. Thus, to further
122

This relationship in high-income countries appears to be driven by countries in the Middle East, such as the
United Arab Emirates, Kuwait, Oman and Saudi Arabia.

123

As mentioned in Section III, some have used a two stage approach where corruption is predicted based on
resource dependence and other factors, and this corruption variable (purged of endogeneity) is used to explore
the relationship between corruption and growth. However, the available instruments do not satisfy the
conditions necessary for an instrument to be valid. Namely, the instrument must be related to growth only
through the governance variable predicted with the instrument. Instruments such as “rule of law”, used by
Leite and Weidmann (1999), however, are likely to be related to growth other than through corruption.
Moreover, many researchers utilizing such instruments do not justify the exclusion restriction. Thus, because of
the difficulty in finding a valid instrument relevant to this literature, I chose to avoid an instrumental variable
approach.
124

For example, the relationship between governance and instability could be misleading if some other factor is
accounting for their association. One possible explanation is that countries with weak governance are also
poorer countries and poorer countries are less stable; the association between governance and risk may, thus,
be largely due to GDP rather than a direct relationship between governance and risk.
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explore what mechanisms may be underlying the relationships observed, I also ran pooled
time-series regressions with robust standard errors125 and cross-sectional time-series
regressions with and without fixed effects and with and without corrections for autocorrelation and non-independent and identically distributed errors. The regressions show
that the direct relationship between stability and natural resources126 is weaker than suggested
by bivariate analyses. The results also suggest that the relationship between stability and
governance is robust when using “political risk” as the dependent variable and relatively
robust when using the standard deviation of growth as the dependent variable.

IV.D.2)

The standard deviation of growth127

IV.D.2.a)

Resources

Among countries that have at least some resource wealth, that wealth is a significant
predictor of stability128, as measured by the natural log of the standard deviation of growth,
almost regardless of the control variables included in the model. These regressions show that
a 1% increase in resource wealth is associated with a 3% increase in the standard deviation of
growth and a 1% increase in lagged resource wealth is associated with 3.5 to 4.1% change in
the standard deviation of growth129. Among all countries –those with and without resources–
however, resource wealth and resource dependence do not appear to have a significant
relationship to the standard deviation of growth.
Counter intuitively, upon further investigation, the overall relationship among countries with
some resource wealth seems to be dominated by the relationship in upper income
countries130 – a finding that is supported by our earlier bivariate analyses. In middle- and
high-income countries131, the statistical significance of resource wealth in predicting the
standard deviation of growth is much higher than in all countries and is robust to

125

Using a Huber-White estimator of variance.

126

The models were run with both resource dependence and resource wealth.

127

I first explore the relationship between risk and governance and risk and resources by conducting simple
OLS using the standard deviation of GDP as the dependent variable (this variable is discussed in Appendix 1).
A pooled time series is used for much of the analysis of the standard deviation of GDP, which in some cases
may overstate the significance of the coefficients. As a result, I also check for significance in single crosssections.
We estimate the OLS model as follows:
SdGrowth = D+Ƣ1Resourcesi,t+Ƣ2governancei,t+Ƣ3Xi,t+ƥi,t
See Appendix 4 for regression tables.
128

At the 1% or 5% significance level.

129

Significant at the 1% significance level.

130 Including interaction terms (between resources and income) confirms this. The interaction term is
statistically significant (at the 1 or 5% level, depending on the model used), suggesting the association between
resources and the standard deviation of growth in low or lower-middle income countries is weaker than in
upper income or upper-middle income countries.
131

Those classified as above lower-middle income by the World Bank.
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specification. For those countries, a 1% increase in resource wealth is associated with a 3 to
7%132 increase in the standard deviation of growth133.
The relationship is also significant in low-income countries alone. However, in these
countries the relationship is the opposite of that observed in high-income countries: increased
resources are associated with a decreased standard deviation of growth. This relationship,
which is less robust than in middle- and high-income countries, shows that a 1% increase in
resource wealth in low or lower middle income countries is associated with a 3 to 7%
decrease in the standard deviation of growth – an increase in stability.
Resource dependence, although not significant in either high or low-income countries
separately, is significantly related when all countries are included in the model: a 1% increase
in resource dependence is associated with a roughly 4% increase in the standard deviation of
growth134.
IV.D.2.b)

Governance

Governance, as measured by various indicators, is a significant predictor of stability as
measured by the natural log of the standard deviation of growth. Generally, these regressions
indicate that volatility decreases as governance improves. Our results show democracy,
bureaucratic quality and “governance” as measured in the ICRG data, as well as other
common institutional indicators, to have substantively and statistically significant inverse
associations with the standard deviation of growth135.
However, corruption is not significantly related to the standard deviation of growth. While a
bivariate regression shows that a one-point decrease in corruption is associated with more
132

Depending on which governance variables are included in the model.

133

This difference in significance may be partially attributed to the larger variation in growth in low-income
countries, and the likely larger measurement error in all variables in low-income countries.

134

This is significant at the 1% significance level in many formulations, including when governance variables
are included.

135 With regard to democracy, a one unit increase in democracy is associated with a 6 to 9% or a 10 to 14%
decrease in the standard deviation of growth, with the larger decrease manifesting when democracy is lagged.
Bureaucratic quality is also significant in many formulations – a one unit increase in bureaucratic quality is
associated with an 8 to 15% decrease in the standard deviation of growth. Polity and a composite of ICRG’s
governance-related variables are also statistically significant; a one unit increase in polity score is associated with
a 1.2-1.4% decrease in the standard deviation of growth and a one unit improvement in governance is
associated with a 2.5% to 2.8% decrease in the standard deviation of growth. Lastly, lagged Freedom House
variables are significant, with 1 unit change indicating increased civil liberties and political rights (a unit decrease
on the scale) is associated, respectively, with 22.2% increase and 20.9% decrease in the standard deviation of
growth.

The relationship between increased bureaucratic quality and decreased GDP variability is driven by the
relationship in upper income countries, as, when countries are separated by income, this indicator is strongly
related to the standard deviation of growth only in upper income countries. In contrast, democracy is only
significant in lower income countries. In low income countries, when bureaucratic quality, democracy, and
corruption are all included, democracy is significant, with a one unit increase in democracy associated with a 9
to 10% decrease in the standard deviation of growth and a one unit increase in lagged democracy associated
with a 12 to 13% decrease in the standard deviation of growth. In high income countries, when bureaucratic
quality, democracy, and corruption are all included, bureaucratic quality is statistically significant, with a 1 unit
increase indicating increased bureaucratic quality associated with a 28 to 31% decrease in the volatility of
growth; when lagged, the decrease in the standard deviation of growth is roughly 25 to 49%.
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than a 20% decrease in the standard deviation of growth, when other factors are controlled
for, this association disappears and, in fact, the results suggest the reverse relationship. When
democracy and bureaucratic quality are also used as predictors, corruption is shown in most
formulations to not be significantly related to the standard deviation of growth and when it
is significant, a 1-point increase in corruption levels is associated with a 7 to 12% decrease
(depending on whether the governance variables are lagged) in the standard deviation of
growth136. While the lack of robustness of this result suggests that it is most likely that there
is simply no substantively significant relationship, the results also suggest that if there is a
relationship, increased corruption is associated with increased stability.
Analyzing lower income and middle and upper income countries separately, we see that the
relationship observed in all countries between corruption and stability is driven by lowincome countries. In upper income countries, there appears to be no significant relationship,
but in lower income countries a one unit increase in corruption levels137 is associated with a 9
to 13% decrease in the standard deviation of growth138. However, when lagged variables are
used to reduce endogeneity, this relationship is also revealed in upper income countries; in
this case, an increase in the standard deviation of growth of about 18%, is associated with a
1-unit decrease in corruption levels in upper income countries.

IV.D.3)

Political Risk

While the above exploration of the standard deviation of growth elucidates the relationships
at work, endogeneity is still a concern. Our “political risk” data allows us to get closer to
establishing causality. Although simultaneity bias is still a concern, the time-series nature of
the data can be used to reduce endogeneity. These results suggest that resource wealth does
not directly lead to political instability, but weak democracy and corruption do add to
political instability.

136 Given the high correlation of different governance measures, multicollinearity is of concern. However,
multicollinearity would make it less likely that the coefficient on the collinear variables would be significant,
thus finding significance here is of note.
137

A unit decrease on the scale.

138 Analyzing a model containing interaction terms confirms that there are heterogeneous effects depending on
a country’s income level. A corruption and income interaction term is statistically significant.
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Bivariate difference-in-difference139 regressions reveal a marginally significant140 relationship
between “political risk” and resource wealth, with a 100% increase in resources per capita
being associated with a 1-point decrease in stability141. However, this relationship is likely to
be substantively insignificant given the imprecise nature of the “political risk” indicator (see
Appendices 1 and 2 for more information). Furthermore, when control variables are added
to the model, even this marginal significance disappears. Difference-in-difference regressions
of political risk on different measures of resource dependence and resource wealth, different
governance indicators, and other control variables reveal that neither resource dependence

139

Difference-in-difference regressions control for the many aspects of a country that do not change over time,
eliminating these as possibly confounding factors in the coefficients observed between risk and resource wealth
or governance. Thus, while the associations observed in the simple OLS regressions on the standard deviation
of growth may be partially due to some omitted variable that is an immutable characteristic of that country,
these regressions control for constant country characteristics. The only possibly confounding variables in the
difference-of-difference regressions are those that change over time within a country and are not explicitly
included as independent variables. While this method improves on OLS estimation techniques, in most
formulations of the model, the sign on the resource and governance coefficients is the same as those in OLS,
meaning that our OLS estimates are generally likely to still be meaningful.
The models estimated predicting political risk are:
Risk= Di+Ƣ1Resourcesi,t+Ƣ2governancei,t+Ƣ3Xi,t+ƥi,t
The fixed effect, Di controls for all factors that affect risk in country i but do not change over time; Xi,t includes
such control variables as GDP and educational attainment. Moreover, I control for an auto-regressive error
structure and HEW standard errors.
140

Statistically

141

One point represents about 1.5% of the total range of “political risk”.
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nor resource wealth are significant predictors of political risk142. This is true regardless of
whether governance is controlled for. However, lagged resource wealth is statistically
significant. The relationship may not be substantively significant, though, as a 100% increase
in resources per capita is associated with a 1.4 to 1.9 point increase in political instability143.
Conversely, ICRG’s indicators of democracy and corruption are robust and significant
predictors of instability144. A one point decrease in corruption is associated with roughly a
2.3-point decrease in political risk145. This effect seems to differ between rich and poor
countries, with corruption having a much larger effect on instability in poor countries.
Governance is also significantly related statistically to stability146 -- a 1-point increase in either
of the two composite governance indicators is associated with a 0.9 to 1.1 point increase in
“political risk”.

142

The difference in difference regressions suggest that resource wealth may not be associated with stability, and if
a relationship does exist, that increased risk occurs only in those countries with the most resource wealth,
perhaps suggesting a curvilinear relationship as also suggested by the bivariate analysis above.

Coefficients in Regressions Predicting “Political Risk”
Countries
Countries
with little
with little
resource
resource
wealth wealth (lower
(lower
75%)
50%)

Resource
Wealthy
Countries
(Upper
25%)

Resource
Wealthy
Countries
(Upper
50%)

Resources per
capita

-6.107

-2.328

-0.145

0.165

(3.68)

(1.44)

(0.67)

(0.62)

Observations

37

99

81

144

Number of
countries

14

36

31
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Standard errors in parentheses.
An interaction term (significant at the 1% significance level) suggests that while resource wealth does not affect
stability overall, it may actually be associated with increased instability in higher income countries and have no,
or a negative, relationship with political risk in low-income countries.

143

In low and lower middle income countries neither resource dependence nor resource wealth are significant
predictors of “political risk”. In high-income countries, resource dependence is not significant, while resource
wealth is significant at the 1% significance level.

144

Democracy and corruption were the governance variables that were the most robust to specification. Other
governance indicators may show up as insignificant due to multicollinearity; the other governance variables are
measuring constructs very similar to those being measuring by democracy and corruption.

145

This is significant at the 1% significance level whether corruption is used as the sole governance-related
independent variable, or whether it is used in combination with ICRG indicators of bureaucratic quality and/or
democracy.

146

This association is significant at the 1% significance level.
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IV.D.4)

Investigation of Residuals

In order to investigate the relationships between resources and stability from another angle, I
also regress stability on the control variables used in the above models147, and then regress
the residuals on governance. This will permit me to observe whether governance or
resources better explain the variance that is unexplained by the control variables. The results
do not suggest that there are any deterministic relationships at play. However, they do
suggest that governance is more important than resource wealth.
When the standard deviation of growth is the dependent variable in the first stage,
governance148 is a statistically significant predictor of the residual, but has a substantively
small coefficient. Lagged resource wealth149 is also a significant predictor of the residuals.
This relationship appears to be driven by a relationship in upper-income countries150.
When “political risk” is used as the dependent variable in the first stage, resources do not
predict the residuals, regardless of whether all countries are included together or whether
high and low income countries are considered separately. Democracy and governance are the
only two governance variables that are significant predictors of the residuals151.

IV.D.5)

Investment Profile

Lastly, I modeled the effect of resources and governance on investment profile152. This
indicator is likely to be of particular interest to external public and private actors that, as
discussed in Section VI, have an interest in the conditions of resource producing countries.
Resource wealth is a statistically significant predictor of investment profile risk; a 100%
increase in resource wealth is associated with a 0.32-0.58 unit increase in investment risk.
This association is fairly robust to specification.
Governance indicators are also statistically significantly related to investment risk. Both of
the composite indicators of governance are significant predictors – indicating a large increase
in instability for decreased governance quality. A one unit decrease in governance quality is
associated with a 0.3 unit increase in investment risk153. Put another way, a 2 standard
deviation decrease in governance quality is associated with a greater than 1 standard
deviation increase in investment risk. Corruption alone is also statistically significant,
although perhaps less substantively significant: a one unit increase in corruption is associated
147

The control variables used in the above models include GDP, educational attainment, capital formation and
trade openness.

148 As measured by Polity2 and Freedom House’s indicators in 1990; in 1995, democracy, our two composite
ICRG governance indicators, Polity2, and Freedom House’s indicators; in 2000, corruption, bureaucratic
quality, our two composite ICRG governance indicators, Polity2, and Freedom House’s indicators.
149

Log of resources per capita.

150

Classified above lower middle income by the World Bank

151

At the 5% significance level.

152

Investment profile is one of the components of the “political risk” composite variable (see Appendix 2).
This indicator reflects an assessment of factors affecting the risk to investment that are not covered by other
political, economic and financial risk components, including contract viability and expropriation, profits
repatriation, and payment delays.

153 Significant at the 1% significance level. This change represents 5% of the total range of the investment risk
indicator.
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with roughly a 0.4 unit increase in investment profile risk – or a 2 standard deviation increase
in corruption is associated with over a 1/2 standard deviation change in investment risk.
Overall, there is no difference in the relationship between resources and instability in the
subsets based on GDP, which is confirmed by the lack of significance of interaction terms154.
Similarly, differentiating by resource wealth results in a few significant differences. However,
the relationship between corruption and investment profile is relatively stronger in countries
above the mean resource wealth155, and is only statistically significant in the lower income
countries.

IV.E)

Summary of Findings

Our findings suggest that:
x

Governance is more important than resources in directly explaining instability; and

x

Resource wealth and dependence have non-linear and varied relationships with
stability.

Simple correlations suggest that the relationships between stability, resources, and
governance are not uniform. First, simple correlations between resources and stability show
that resources are not closely related to stability. Natural resources can account for about 0.2
to 6% of the variation in “political risk”, 0 to 0.4% of the variation in investment profile risk,
and 2 to 11% of variation in the standard deviation of GDP growth156. However, these weak
relationships appear to mask underlying heterogeneous relationships between resources and
stability in subsets of countries. In the least dependent countries, for example, increased
resource dependence or wealth does not appear to be associated with decreased stability.
In addition, bivariate correlations suggest that governance is a more useful predictor of
stability. A composite measure of governance accounts for 72% of political risk, 52% of
investment profile risk, and 15 to 22% of the variation in the standard deviation of GDP
growth. One component of this governance composite, corruption, accounts for 38 to 39%
of political risk, 13 to 14% of investment profile risk, and 14 to 19% of the variation in the
standard deviation of growth.
Our econometric models of stability show that resources are statistically important in most
models predicting the standard deviation of growth, and less statistically and substantively
significant in predicting “political risk” or “investment profile” risk157:

ƒ
ƒ

154

A 1% increase in resource wealth per capita is, in many models, associated with a 3 to
4% increase in the standard deviation of growth; and
A 100% increase in resource wealth per capita is, in some models, associated with a 1.4
to 1.9 unit (2% of the “political risk” range; 1/10 of a standard deviation) increase in
GDP per capita * resources or GDP per capita * governance

155 Ƣ=.65 in countries with above average resources vs. Ƣ=0 in countries with less than the mean resources.
Only the former coefficient is statistically significant.
156

These ranges reflect varying assumptions about what we assume about how these variables are distributed
and whether resource dependence or resource wealth are used as resource indicators.

157 This discrepancy may be largely due to omitted variable bias that is accounted for by the more sound
econometric methods used in predicting “political risk” and investment profile risk.
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“political risk” in the next period and roughly a 0.4 unit (3% of the “investment profile”
range of 12 points and 1/5 of a standard deviation) increase in “investment profile” risk.
In contrast, governance is important in predicting all risk variables and is relatively robust to
specification. When governance improves by 1 unit (3% of the “governance” range of 34
points), the standard deviation of growth decreases by about 2.5%, “political risk” decreases
by 1.1 to 1.3 units and investment profile risk decreases by about 0.3 units.
As with the bivariate analyses, the positive relationship between instability and resource
dependence is largely due to the strong relationship in high-income countries. Moreover, the
relationship is misleading in that when GDP and governance are controlled for, the
relationship between resources and stability is substantively very small158. Lastly, many of our
models and bivariate correlations reveal stability increasing with resource wealth in lowincome countries, and at low levels of resource wealth. Governance variables (with the
exception of corruption), in contrast, show the expected relationship, decreased stability
associated with decreased governance quality.
One possible explanation of the unexpected relationship between corruption and the
standard deviation of growth159 is omitted variable bias. Corrupt countries are often also
controlled by a very concentrated elite. It is further probable that such concentrated power is
also associated with stability. In other words, corruption may be positively related to the
length of time the ruling party has had control, which in turn may be negatively related to the
standard deviation of growth, resulting in a downward bias on the coefficient on corruption.
Essentially, the control that autocratic and authoritarian governments wield can translate into
a high degree of stability. In comparison, a relatively empowered populace and a democratic
society often implies a higher degree of instability (Fosu, Bates et al. 2006).

IV.F)

Discussion of Results: Redefining the Problem

The results indicate that neither resource wealth nor resource dependence is strongly or
unerringly directly associated with instability. The variability of this relationship suggests that
factors other than the resources themselves are crucial in understanding and averting the
“resource curse”. The heterogeneous nature of this relationship is supported by Myers
(2005) work160, which suggests that resources are most harmful in moderate amounts
because they can harm the exchange rate, expose the country to volatility, and maintain
autocratic rulers- but are not sufficient to address poverty or support human development.
The results here, and Myers’ results, could also be explained by hypotheses suggesting that
moderate resource wealth can also spur an increase in expectations while simultaneously
increasing the difficulty of meeting these expectations due to increased rent-seeking and
exacerbated institutional weaknesses.
Overall, the results appear to suggest that the “resource curse” is an oversimplification of a
much more complicated reality when it comes to instability. In contrast to much past
research that interpreted the relationship between misleading variables to suggest that the
158

Especially as measured by “political risk” and using the superior methods this variable allows.

159 As discussed previously, corruption shows little relationship to the standard deviation of growth, except in
low-income countries which actually show a negative association between volatility and corruption.
160 Myers finds that countries with high per capita oil production do better than other countries, but lower
levels of dependence have mixed results.
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forces acting on countries with resource windfalls doomed them, these results clearly
highlight that instability, at least, is not an inevitable byproduct of resource development. In
fact, they suggest that by including resources in a model predicting stability, we actually learn
little compared to a predictive model without resources. The significance of governance
variables and the decreased significance of resource variables when governance is included in
the regressions further suggest that higher quality governance may protect against volatility
even when resource wealth is high, and possibly that the effect of resources on stability acts
via governance.
Thus, while natural resource abundance does often conjure significant challenges, countries
are anything but powerless against the hypothesized “curse.” Although it is likely that
resource wealth can exacerbate preexisting institutional weaknesses, expanding small holes in
the institutional fabric into gaping chasms that severely hinder the effective management of
resource wealth, the variability in the relationship indicates there are factors that can insulate
countries against the instability that can accompany resource extraction and inhibit political
and economic progress.
The importance of governance in our models suggests that how resource wealth is managed,
not the resources themselves, may be the key to the “resource curse”. Our empirical work,
combined with the recent work discussed in Section III.C suggests that policy efforts should
be targeted at fortifying the institutional foundations that are essential for forward-looking
resource revenue management. With stronger institutions, the balance of incentives in these
countries can change – encouraging productive activity over rent-seeking. It may be precisely
in poor countries rich with resources where institutional reforms, including in the resource
sectors, may have ample benefits in terms of instability (not to mention growth, poverty, and
equality).
While the literature on development is in general consensus regarding the importance of
institutions, reaffirming that the “resource curse” appears to be merely a magnification of
this larger development thesis is critical to targeting mechanisms to reduce the incidence of
the “curse”.
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V)

Overcoming the “Curse”

V.A)

Background

V.A.1)

Overview

Many schemes have been suggested to protect countries from the economic and political
problems that can accompany resource wealth. These tools range from very detailed
prescriptions to overcome macroeconomic problems to broad mechanisms aimed at
strengthening institutions and democracy.
If designed and implemented properly, many of the suggested mechanisms may hedge
against the worst-case scenarios. But are these suggested mechanisms the safeguards that
need to be in place to ensure that the suggested policies protect the long-term interests of
the population while overcoming the political dangers often engendered by natural resource
wealth? What principles and guidelines should be followed in establishing and managing
these mechanisms? If those in power are not interested in advice regarding the
implementation of these tools, what other actors can encourage their implementation? The
answers to these questions may help determine whether The leaders in countries with natural
resource reserves will use this influx of money to benefit their people over the long term or
macroeconomic, institutional, and rent-seeking pitfalls will divert resource revenues away
from uses that benefit more than the powerful elite.
In the following sections, I first consider the most commonly proposed protective
mechanisms161. I then examine Social Funds, a parallel mechanism related to the use of
foreign aid monies. In Section V.C I create a framework to think about the key features of
these different mechanisms, and how each of these features target particular symptoms of
the “curse”.

V.A.2)

Proposed Mechanisms to Mitigate the Curse

V.A.2.a)

Diversification

Just as early research into the existence and causes of the “curse” focused on the economic
pathways, many proposals for averting the curse targeted these economic pitfalls. Chief
among these were recommendations aimed at diversifying the economic base. As discussed
above (see Section III), there are many reasons to believe diversification can benefit not only
the economic robustness of a country, but can also significantly change the political
dynamics within it. Thus, mechanisms toward this end appear to be promising.
They can, however, also be dangerous. As elsewhere in economic policymaking, the policy
interventions may create new economic and political problems. Many mechanisms aimed at
fostering diversification often shelter industries that would otherwise not be competitive.
Thus, to maintain profitability in these industries, the government can be forced into
erecting more trade barriers, diverting revenues from the extractive industry to prop up these

161

Only the broad mechanisms are considered here. For discussion of particular initiatives aimed at
implementing these mechanisms, see Section VI.
Monetary and exchange rate policy aimed at stabilizing exchange rates is relatively well understood, and is not
discussed here for the sake of brevity.
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uncompetitive industries. Eventually these protectionist policies often result in an economy
that is unsustainable and a private industry that is precariously intertwined with the public
sector.
Requirements that the extractive industry utilize local goods and services, such as in Norway,
are likely to be better than protecting domestic industries through other means. However,
these, too, have weaknesses. One liability of this tactic is that supporting the development of
businesses that complement the extractive industry, results in the development of domestic
industries that do not necessarily insulate the economy against fluctuations in the resource
industry. The businesses that grow out of these requirements are likely to be specific to the
extractive sector or are unlikely to have significant enough demand independent of the
extractive industry to maintain their profitability in downturns or once the resource has been
exhausted.
Other suggestions to encourage diversification include using resource revenues as a
guarantee for foreign investment (Mane 2005). While such recommendations have merit,
they do not constrain the elite, particularly given the weakness of institutions in these
countries. Just as resource-backed loans have been taken out by many corrupt governments
for personal benefit and without the knowledge of their constituents, using resource
revenues to draw in investment in other sectors, though potentially promising, can both
over-commit resource revenues and provide further opportunities for corrupt deals.
Ensuring that this is done in a responsible manner is not necessarily something more easily
effected than ensuring the revenues themselves are not funneled to the elite.
Overall, while diversification is an important component of a vibrant economy and society,
many of the mechanisms that can be used to encourage diversification can be highly
problematic. Instead, tools that affect diversification more indirectly, by decreasing the
transaction costs associated with business in a country and decreasing barriers to entry, may
have fewer drawbacks while also having wider beneficial repercussions.
V.A.2.b)

State-Owned Enterprises & Privatization

Experts and other commentators have –for decades- also proposed various forms of
privatization to address the “curse”. The early wave of privatization, whereby governments
were encouraged to privatize state-owned resource firms as part of the structural adjustment
reforms encouraged by IFIs, has produced mixed results. Privatization does usually lead to
increased efficiency, better management of the enterprise, and reduced opportunities for
diversion of revenues to “off-budget” priorities162 (Boardman and Vining 1989; Ascher 1999;
Megginson and Netter 2001). Moreover, in the resource sector, privatization can increase the
pressure to take into account the negative externalities of resource development and to
ensure that extraction is properly priced and that the entity extracting the resource pays
162

As mentioned in Section III, an entire literature on the concerns with state-owned enterprises (SOEs) exists,
but is not fully reviewed here. For a discussion of oil and mining SOEs see Aharoni and Ascher (1998). Their
recommendations suggest that if existing institutions or political imperatives limit the likelihood that the
proceeds of privatization are used for the public good, various strategies –including increased transparency and
inviting private firms to enter and compete (or creating public enterprises to do so) – can reduce the ease of
diverting funds from state-owned enterprises while also increasing the pressure on SOEs to be efficient. Ascher
(2000) further suggests that public-private partnerships can decrease the latitude SOE have to operate opaquely
and to divert funds. For a discussion of the efficiency of SOEs in comparison to private companies, see
Boardman and Vining (1989).
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royalties that reflect the rent owed the owners of the resource, and can reduce contradictory
priorities that result when the government is responsible both for resource extraction and
for protecting public goods (Ascher 1999).
While these benefits are not inconsequential, the net effects of privatization are not
necessarily an improvement over the status quo. As with structural adjustment more broadly,
despite the advantages, privatization does little to address broader development problems
plaguing these countries (Summers and Pritchett 1992). As a result, the process of
privatization is just as capturable as the proceeds of state-owned enterprises. As Susan RoseAckerman (1998) says, similar to the process of tendering a large infrastructure project,
“…the process of turning over state assets to private owners is fraught with opportunities
for corruption and self-dealing.” Thus, while privatization can be beneficial in a competitive
environment, in the cases of most concern where there are numerous market failures and the
underlying institutional problems are not addressed, privatization is likely to be a weak tool
to address the root problems of the “curse” (Megginson and Netter 2001; Palley 2003;
Birdsall and Subramanian 2004).
Despite these less than overwhelming results, privatization continues to be pointed to as the
route to development of property rights institutions and to clearly differentiate between the
public and private sectors (Weinthal and Luong 2006). More recent results, though, are as
mixed as the results in the 1980s and 1990s. In Russia, for example, though the oil industry’s
profits have jumped, it is not clear that privatization has facilitated the strengthening of
property rights institutions or that it has benefited anyone besides the elite. The suspicious
auction of Yukos Oil Company’s main asset after the indictment of Mikhail Khodorkovsky –
in addition to the prosecution of Khodorkovsky himself- suggests that if institutions are
weak and corruption is already endemic, the benefits of privatization are just as capturable as
the resource revenues themselves. If the rule of law is weak, the initial allocation or auction
conducted to privatize state-owned enterprises is not likely to be conducted in a “fair”
manner, and privatization itself is therefore a feeble tool to overturn the existing system.
Thus, as Susan Rose-Ackerman (1998) has pointed out, privatizing state-owned enterprises is
similar to large infrastructure projects in that it provides myriad opportunities for corruption
and that this may undermine that rationale for privatization. In essence, as with many of the
suggested mechanisms that are discussed below, how the income the government gets from
privatization and how the privatization process itself is conducted depend on the same
institutions that are of concern in the first place.
Some recent advocates of privatization suggest a different form of privatization, whereby the
royalties and other revenues that accrue to government are turned over to their citizens –
often referred to as “voucher” or mass privatization. Some versions would have citizens
actually receiving shares in existing state or public resource firms (Wolf 2005). The premise
of these proposals is that citizens will be more inclined to play an active role in the
management of natural resource revenues when they better perceive their stake in the game.
This, in turn, is hoped to be a way to decrease the leeway these firms and the government
have in diverting revenues away from welfare-maximizing goals while also increasing the
incentives for citizens to take part in productive, rather than rent-seeking, activity. While
such proposals are attractive, their practicality, given dysfunctional bureaucracies, may be
limited in many instances.
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V.A.2.c)

Natural Resource Funds

V.A.2.c.i)

Objectives

Natural resource funds (NRFs) -most often state-owned investment accounts that are
invested overseas- are currently among the most popular tools suggested to protect, manage,
sterilize and/or stabilize resource revenues and the economies dependent on them. These
repositories into which resource revenues are deposited operate in states as diverse as
Botswana, Alaska, Azerbaijan, Chile, Oman, Venezuela, Gabon, Norway, Kuwait, Chad, Sao
Tome and Principe, Tuvalu, and Nigeria.
Their goals are varied and diverse. Natural resource funds are essentially stabilization and/or
savings mechanisms developed to:

-

Dampen the macroeconomic effects of resource revenues, including currency
appreciation, by institutionalizing the holding of international reserves;

-

Counteract resource price and demand volatility;

-

Extend the distribution of resource benefits over the long-term; and

-

Insulate resource revenues from political influence.

Many funds focus on only one of these objectives. “Sterilization funds” focus on setting
aside resource earnings to decrease the effect on the economy. The goal is, thus, to avoid the
appreciation identified as central to the Dutch disease. This type of fund often also serves as
a savings or “future generation” fund, setting aside resource revenues for future
consumption and development efforts. Sterilization funds are thought to improve the
conditions for business and thereby promote diversification.
“Stabilization funds” add an additional mechanism to sterilization funds to counteract the
tendency for public consumption to be procyclical. To dampen volatility, these funds create
rules specifying either a set price for the resource or a non-oil fiscal balance minimum, above
which revenues are deposited in the fund and below which the fund can be drawn down163.

163 One example is Chile’s Copper Stabilization Fund, which uses a moving average of the spot price to
determine when resource revenues are deposited and can be withdrawn (Engel and Meller 1993).
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Sao Tome and Principe
Sao Tome and Principe, a country just starting to receive what is expected
to be an influx of billions of dollars from oil development off of its coast,
has one of the most well-designed funds existing in a developing country.
According to the Oil Revenue Management Law, enacted in December
2004, all of its oil revenues are set aside in this fund, which is held and
managed overseas. Investment of the fund is managed by the central bank
and finance ministry (National Assembly of Sao Tome and Principe 2004).
The law related to the management and distributions of the fund is
relatively clear, with legislation under this law specifying a substantial
portion of funds be designated for poverty reduction, national
development plans and governance reforms. Legally, only a single
withdrawal from the fund is permitted annually, and is transferred to the
state budget. In addition, transparency is required in the law, and oversight
is strong. The group tasked with overseeing management of the Fund’s
monies, unlike in numerous other countries with natural resource funds,
has legitimate authority to investigate, and includes representation from the
opposition party and from civil society. Moreover, there is a mandatory
audit conducted by state and international entities, the results of which are
made public.
Despite the careful construction of this fund, there are still substantial
concerns over the management of natural resource revenues in Sao Tome
and Principe. One of the most prominent concerns is that this Oil
Revenue Management Law will be quietly ignored, allowing for the funds
to be funneled to a concentrated elite (IRINNEWS 2005).

While funds’ primary objectives are usually macroeconomic, the political effects may be the
most important (Tsalik 2003). Some researchers and experts claim that NRFs address
political effects by increasing transparency. Others hypothesize that the establishment of a
fund can help create a constituency interested in the management of resource revenues by
establishing a focal point (Devlin and Lewin 2002). This increased attention, in turn, is
purported to change the incentives for rent-seeking.
V.A.2.c.ii)

Limitations and Empirical Results

Funds have proven successful in many respects in developed countries- most notably in
Alaska and Norway164. Yet, even in developed countries, these successes are relatively

164

At least a quarter of mineral royalties are placed in the Alaska Permanent Fund, which was established in
Alaska’s constitution in 1979 (Weinthal and Luong 2006). The real returns of the fund are then distributed to
all residents annually. The laws governing the fund specify withdrawal rules such as a prohibition of drawing
down the principal without a majority vote. In addition, the laws governing the fund can be changed only by
popular vote. The Alaska Permanent Fund Corporation, independent of the state legislature, manages the fund.
In addition to insulating its management from politicians, this provision also effectively separates the spending
responsibilities from the investment and savings decisions (International Monetary Fund 2004). While the fund
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circumscribed, and there are significant challenges in managing such funds. For example, the
30-year-old Alberta Heritage Savings Trust Fund has been largely unsuccessful in creating a
renewable asset out of these nonrenewable resources and in limiting politicians’ access to
natural resources to meet short-term objectives165. Thus far, it has not served well as a
sterilization, stabilization or savings fund. Many features of the fund have been pointed to as
responsible for its relatively unimpressive performance. Among these are that it (Warrack
and Keddie 2002; Sheppard 2006):
x

Was formed by legislation rather than by constitutional amendment, decreasing its
visibility and the government’s commitment to the fund, making it easier to dip into;

x

Was not inflation proofed, significantly decreasing its value as a savings device;

x

Funded its own Crown corporations which both made the goals of the fund
ambiguous and resulted in negative externalities, as these corporations’ outputs, such
as telephone service, were mispriced;

x

Directed income into government General Revenues rather than to citizens,
decreasing its power to positively influence the political economy or engage the
citizenry in the management of resource revenues;

x

Suspended deposits to the fund for 20 years; and

x

Unlike Alaska, sought to target development, rather than just seeking financial
returns, resulting in conflicting objectives and decreasing the fund’s power to
stabilize inflows into the economy.

As a result of past revenue mismanagement, the current boom in Alberta is fueling
boisterous debate over how to manage the revenues better this time around.
Given the deficiencies of Alberta’s fund, it is no surprise that funds in developing countries
are plagued with problems. As in Alberta, simple provisions, such as those inflation-proofing
NRFs, are often overlooked, severely limiting the potency of this tool166. Many funds –
has been successful in many ways, the government is still largely dependent on oil income, exposing the state to
significant instability (Devlin and Lewin 2002).
The Government Petroleum Fund in Norway (now the Government Pension Fund), established in 1990, was
created primarily as a stabilization and transparency mechanism, but also serves as a savings mechanism for
future generations (Skancke 2003; Naes 2006). It has primarily functioned as a mechanism for absorbing and
transferring monies to finance the non-oil deficit in the short-term, rather than as a savings or sterilization fund
(Hannesson 2001; Baunsgaard 2003). While, in comparison to the Alaska Permanent Fund, Norway’s fund is
managed in a less independent fashion, as it is fully integrated into the budget, the operational management of
the assets –delegated by the Ministry of Finance to the central bank- are independent of the investment of the
funds, ensuring monetary policy is not linked to investment decisions (International Monetary Fund 2004).
The Norwegian fund is highly transparent, publicizing quarterly results. However, there is doubt as to whether
the fund plays a significant role in this transparency. It is likely that the quantity and use of resource funds
would be transparent regardless of the fund due to Norway’s pre-existing commitment to transparency
(Skancke 2003).
165 At the end of the 2006 fiscal year, the Alaska Permanent Fund had $32.9 billion, while at the end of 2005,
Norway’s Petroleum Fund topped $165 billion and Alberta’s fund had $14.3 billion (Alaska Permanent Fund
Corporation 2006; Sheppard 2006).
166

Even Norway did not limit its fund dispersals to account for inflation until 2001.
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including the relatively new NRFs created in Kazakhstan and Azerbaijan- lack transparency,
do not have checks and balances on the control of the assets in the NRFs, and do not have
clear rules as to when funds can be withdrawn or are deposited (Tsalik; Baunsgaard 2003). In
addition, many funds can be drawn down regardless of the amount of assets in them (Engel
and Meller 1993). All of these factors dilute the power of funds to smooth the entry of
revenues into the economy, as they make it extremely easy to draw on the funds on a whim.
These limitations not only curb the usefulness of funds and the stability they add to the
system, but they also turn NRFs into tools that can be used by kleptocrats to further corrupt
ends. In fact, although transparency is often trumpeted as one of the benefits of such funds,
NRFs can create more opportunities for mismanagement and for diversion of funds. Funds
have the potential to fragment and complicate fiscal policy, create a dual budget, reduce
transparency and accountability, and ultimately “reinforce the concentration of power and
authoritarian tendencies in mineral-rich countries” (Daniel 2003; Eifert, Gelb et al. 2003;
International Monetary Fund 2003; Weinthal and Luong 2006). Thus, NRFs when designed
and implemented incorrectly, can actually exacerbate some of the worst problems plaguing
resource-rich and –dependent countries.
The empirical evidence appears to support this concern, as –in large part– funds have not
succeeded in decreasing corruption, especially when control of the fund is maintained largely
by the President, as is the case in Azerbaijan’s fund. Unsurprisingly, a fund controlled by the
President is not likely to reduce his, or his associates’, ability to dip into the fund. Hence,
while the political implications of funds are widely touted, funds appear to be more
appropriate for managing economic problems rather than governance problems. When
institutions and corruption are of concern -- as is often the case -- funds actually do little to
ensure improvement in these realms (Davis, Ossowski et al. 2001). More to the point,
“…calling for the creation of a Fund…with stringent mechanisms to ‘ensure accountability
and prevent the misuse of resources’ begs the question of how these mechanisms can be
created” especially given the role extraction can play in undermining the accountability called
for (Davis, Ossowski et al. 2001; Sala-i-Martin and Subramanian 2003).
Moreover, many of the preexisting conditions in the developing countries that are most of
concern diminish the usefulness of these funds. Alaska and Norway had strong institutions
to support the management of funds at their inception. Many of the countries in need of
help in amplifying the positive, and dampening the negative, effects of resource revenues do
not have this luxury. As a result, funds in the countries most in need of options to avert the
“curse” are more likely to be plagued by significant management challenges.
There are many salient examples of how oil funds in such situations fail to address the
institutional weaknesses underlying revenue mismanagement. In Nigeria, a central bank
account receives deposits when the price of oil is higher than the conservative reference
price on which the government budget is prepared (International Monetary Fund 2005).
Despite this provision, Nigeria still has frequent unrest directed against the oil industry and
severe poverty – and the stabilization provision does little to direct benefits to the poor or to
draw in the disenfranchised into more productive enterprises. Rather, it bypasses these issues
entirely. While this weakness does not mean that NRFs are useless, it does suggest their
power is not as broad as some hope, and that other mechanisms are needed to supplement
NRFs’ limitations in this regard.
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Other funds become nearly irrelevant, as leaders simply change the rules when they do not
fit their needs. Venezuela, for example, has changed the rules stipulating how oil fund
monies are distributed six times in only a few years, while Chad recently abolished a law
governing a fund for future generations when it desired more funds (Birdsall and
Subramanian 2004). Such outcomes suggest that stabilization funds are –at best- an
incomplete solution, especially where reality on the ground can differ vastly from formal
laws.
Even NRFs’ effects on stability -one of their central goals- are in question. Daniel (2003)
argues that these funds do not adequately protect countries against the volatility to which
they are targeted. He contends this is largely because NRFs are often managed in a manner
that assumes that oil price shocks are temporary. However, oil price shocks are often not
short-term – and there is no equilibrium to which oil prices revert. This lack of predictability
makes it difficult for a NRF to cushion the shock of long-term price falls, as payouts from
the fund may assume that prices will rebound more quickly than they do, resulting in the
fund shrinking too quickly and an inability to substantially cushion the price downturn in the
medium term.
True stabilization is dependent on policy changes that are based on a longer-term outlook,
such as not borrowing at the same time the government is contributing to the fund (Daniel
2003). However, NRFs give mal-intentioned governments the ability to exacerbate
procyclical policies. In particular, they can be used to take out additional natural resourcebacked loans (Gary and Karl 2003). Further enabling debt to accrue is especially of concern
since the interest on debt may be greater than the interest earned on natural resource funds.
The result, as in Angola, is that the size of funds are dwarfed by the size of their debt
(Shaxson 2005). Thus, while such loans fill a true need for greater liquidity, this liquidity in
the absence of transparency and oversight can severely hamper these countries in the long
term and can exacerbate the lack of visibility of monies flowing into government coffers,
thereby making conditions even more conducive to corruption.
Another concern about such funds in the most impoverished countries is that such countries
need an influx of monies immediately. This argument suggests that postponing spending can
relegate millions to prolonged poverty – poverty that could be avoided if resource revenues
were not set aside. However, there are two problems with this criticism of funds. First, it
assumes that if resource revenues were not diverted to natural resource funds, they would
otherwise be spent on well-thought-out infrastructure investments and on poverty reduction.
As discussed in great detail above, though, this is anything but assured. Moreover, there is
reason to believe that even in countries with an initial low capital stock, spreading the
disbursement of funds over many years, rather than spending revenues when they come in,
may be preferred when institutions are problematic (Takizawa, Gardner et al. 2004).
Essentially, the reasoning is that the efficacy and benefits of spending can be much larger if
spending is delayed until institutions have been strengthened or if spending is spread out
such that the institutions that do exist can handle a more moderate level of flow.
Despite the potential limitations, natural resource funds, if designed and implemented
properly167, hold great promise. Notwithstanding their many imperfections and the
dependence of their success on each fund’s objectives, design, administrative arrangements,
167

Perhaps most importantly, that the fund is not under the control of the President.
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and adherence to rules168, funds can defer consumption and increase the proportion of
natural resource revenues used to finance investment rather than current consumption
(Atkinson and Hamilton 2003). While there are other means of achieving this goal, NRFs
can help the government to commit to stabilizing public expenditures. Moreover, this
macroeconomic stability affects many political and economic incentives central to the
problematic outcomes.
As discussed above, the limitations of funds lie in the details and in an over-reliance on them
to be a silver bullet capable of addressing myriad institutional and economic issues. This is
particularly problematic given that their success relies largely on the strength of
commitment, institutions and governance. As a result, they must not be considered a standalone mechanism, and should be closely linked to complementary efforts to fortify
institutions.
V.A.2.d)

Distribution

V.A.2.d.i)

Design & Objectives

The distribution of natural resource revenues, regardless of whether natural resource funds
are used to delay or stabilize dispensation, is one of the tasks of managing resource revenues
that is a key determinant of their effects. Unless distribution is carefully contemplated and
executed, introducing natural resource funds can do little good.
Many early incarnations of resource funds –including Alberta’s and Norway’s– were more
concerned about the creation of these set-asides than with how to optimally dispense funds.
As a result, many simply directed payouts to the central budget or to a parallel budget, with
few controls on how the money was then spent. Because of the strength of the governance
structures in Canada and Norway, this did not doom the funds. However, in countries with
weaker institutions, the mechanisms in place to control revenue distribution largely
determine the effects of NRFs. In Venezuela, the NRF’s payouts are not integrated with the
budget, which has resulted in great concern about the fund’s transparency. And this is
exactly the fear of such parallel budgets or the existence of independent spending authority:
they imply a degree of autonomy that is often synonymous with less oversight and fewer
provisions to ensure that kleptocrats hands are kept out of the till (Devlin and Lewin 2002;
Eifert, Gelb et al. 2003).
More carefully planned mechanisms have been used to distribute the payouts of NRFs in
Alaska and, more recently, in Canada. These funds pay out a portion of their real returns
directly to residents (Weinthal and Luong 2006). Such direct distribution raises awareness of
the magnitude of resource revenues and is thereby thought to increase the accountability of
the government to its citizens. Moreover, directing flows directly to the population ensures
that citizens do benefit from resource revenues.
This method of allocating the proceeds of NRFs stimulated innovative proposals to refine
direct distribution. These adjustments attempt to utilize distribution more proactively to
change the political economy in resource-rich or resource-dependent countries, a concern
that was less pressing in Alaska and Canada. While the design of distribution mechanisms in
Alaska and Alberta did not focus on the political repercussions of distribution, as the import
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of incentives in the political economy has been better understood, more experts have called
for distribution that addresses these concerns.
The refinements to direct distribution include “virtual distribution” and direct distribution
with taxation. As noted above, with direct distribution, resource revenues or proceeds of
natural resource funds are directly distributed to the people. Virtual distribution is similar,
though it has less of an administrative burden. In essence, the idea is that the funds would be
distributed to citizens or residents but immediately taxed. Citizens would, thus, never actually
hold the money in their hands. Rather, they would receive statements of the amount of
government tax income that “virtually” came from them.
These means of distribution attempt to draw the citizenry into the management of revenues
while also ensuring that the government has capital. One problem observed in Alaska, but
more important in countries with weaker institutional foundations, is that the lack of
taxation has resulted in a disengaged citizenry. These refinements attempt to overcome this
weakness of direct distribution by making the government explicitly dependent on its
citizens for its revenue. If all funds are first directed to the populace, the government must
fund itself through taxation, rather than directly from natural resource revenues and
royalties. The result, theoretically, is an increase in citizens' investment in how the
government spends resource revenues - and a more accountable government. Thus, in some
ways, these newer suggestions are closely related to the latter version of privatization
discussed above, in that they attempt to make concrete the idea that the resources, and thus
the benefits of developing them, belong to the people.
While some researchers still discuss taxes in the context of the resource curse from the
classical economic perspective –concerning themselves with their distortionary effects, the
majority of recent literature relating to taxation and the curse focuses on the benefits of
taxation. In particular, taxes are thought to bind a citizen to her government by creating an
incentive for the citizen to scrutinize how public funds are spent, and thereby to involve
citizens in debates over the best uses of public funds and therefore over public priorities169.
Sandbu (2004) attributes this to an endowment effect170 –as taxing distributions can change
people’s perception of resource revenues such that they perceive the government’s waste to
be coming out of their own pockets– and an information effect –as they are more aware of
the amount of revenues the government is receiving. It is this reasoning that largely underlies
suggestions to distribute funds directly or virtually.
As Sandbu points out, there is considerable psychological theory to support the substantial
effect such changes could have on people’s perception of resource revenues. The
psychological literature suggests that to utilize people’s risk aversion to the full advantage of
policy-makers in this context, distributions must be framed such that citizens perceive
themselves to be losing money if the government mishandles resource revenues. In other
words, because prospect theory suggests that when changes are framed as losses, individuals
are more risk averse, it would is worthwhile to frame government’s mishandling as a
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For a discussion of the political science literature on the association between taxpayers and governance, see
Moore (2004). Also, see Section III.

170 The endowment effect originally referred to people’s tendency to want more compensation for something
than they would be willing to pay for it (Thaler 1980; Kahneman, Knetsch et al. 1991).
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potential loss to the individual (Tversky and Kahneman 1981; Kahneman, Knetsch et al.
1991).
V.A.2.d.ii)

Criticisms & Implementation

One criticism of both direct and virtual distribution is the implied administrative burden
(Weinthal and Luong 2006). Both mechanisms will strain already weak bureaucracies.
Moreover, such distribution will inevitably be inefficient. There will inevitably be some
“leakage”, and some of the resource revenues will be diverted the creation of the
administrative capacity to distribute and tax.
However, the very burdens of creating the infrastructure to distribute revenues may actually
be beneficial. As has been argued with taxes in the development literature, by forcing the
development of a bureaucracy capable of administering distribution and taxation,
distribution can build a state’s capacity to conduct much of the business of governing.
Hence, though it is burdensome, strengthening the administrative capacities in these states
may support their transition to effective and efficient governance (Yates 1996).
Another criticism is that the populace does not have the capacity to understand and manage
direct or virtual distribution. In many of the countries in which such a mechanism is
relevant, the majority of citizens have no experience with bank accounts, checks or taxation.
As a result, to obtain the hypothesized political dividends, substantial efforts will have to be
directed towards increasing their capacity to comprehend the new system. Citizens are likely
to need to be educated to understand any statements or payments they receive.
In addition, actual distribution will require new infrastructure to help people manage their
windfalls – even if the quantity is small. In the lowest income countries and the rural areas,
money itself may be a new commodity. Hence, the transition to a monetary system will
require the development of an entire system to support this.
While education and infrastructure to support distribution will surely reduce the efficiency of
distribution, both are important undertakings in the development of a state. Like the
administrative burdens, these burdens are actually beneficial to the state. Thus, these
criticisms are weak. In many ways, these burdens actually are likely to add to the beneficial
long-term effects of establishing systems that distribute and tax resource revenues.
Other critiques simply doubt the efficacy of these approaches. Some experts argue that
direct distribution, when taxed, does little to change status quo. If the government continues
to be the primary beneficiary of resource extraction, as is the case with taxed direct or virtual
distribution, the country will continue to suffer “from the same disincentives for fiscal
discipline” (Weinthal and Luong 2006).
While this criticism may be valid in the short-term, it loses its potency in the longer term. In
the long term, as citizens demand greater accountability from the government in spending
“their” money, distribution is likely to induce greater fiscal discipline. Even if this effect is
not as profound as hypothesized, it is likely to be an improvement over the status quo
Nonetheless, this is not to assume away serious concerns over direct or virtual distribution.
Like natural resource funds, the success of distribution instruments will depend on sound
oversight, transparency and accountability (Weinthal and Luong 2006). Without these, the
state can continue to capture the revenues and distribution can become little more than a
façade.
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What is more, direct distribution can suppress incentives for entrepreneurship. This concern
has been realized in Alaska, which has low levels of entrepreneurship (Weinthal and Luong
2006). This is a particular concern given the already low entrepreneurship in developing
countries dependent on resource revenues due to the attractiveness of rent-seeking activity.
On the other hand, the lack of liquidity in these societies means that entrepreneurship is
already low. Thus, the increased liquidity provided with distribution may be may actually
increase entrepreneurship, and may outweigh the weakened incentives for entrepreneurship.
The success and desirability of these distribution mechanisms may ultimately rest on whether
the inefficiencies outweigh the benefits. Distribution aims centrally to shift the political
incentives that are distorted by resource revenues. Given the centrality of institutions and the
political economy in the manifestation of the “curse”, it is likely that the accountability
fostered by distribution eclipses the efficiency costs (Sala-i-Martin and Subramanian 2003;
Birdsall and Subramanian 2004; Sala-i-Martin and Subramanian 2004).
However, as with NRFs, for the balance of these effects to come out in favor of these
mechanisms, they must be carefully designed and implemented. Of the many details of direct
or virtual distribution that must be considered, how to create the system with the minimum
unexpected outcomes is crucial. The distribution of resource revenues will create incentives
that must be carefully considered. For example, to not encourage fertility inadvertently,
distribution should be distributed to adults, rather than all citizens (Sala-i-Martin and
Subramanian 2004). Or, given the wealth of literature showing the connection between
positive development outcomes and empowerment of women, funds could be distributed
only to women. It is also possible to use the distribution of funds to create incentives for
other activities. For example, to encourage education by offsetting the opportunity cost of
keeping children in school, the government could distribute resource revenues to those who
keep their children in school. Similar incentives have been successfully used in a wide range
of developing countries (Easterly 2006).
How to create a constituency that will support the implementation and continuation of
distribution must also be carefully considered. Implementation may be difficult, given that
discussing it “opens up the prospect of an open national debate on the appropriate
distribution of income and wealth that few states may be willing to contemplate” (Auty and
Gelb 2001). This is of particular concern in many countries given producing regions’
demands that they receive a larger portion of benefits. On the other hand, in countries where
the populace has loudly protested about not receiving benefits from the development of
resources, this is an option that could be used by the government to clearly demonstrate its
commitment to improving constituents’ quality of life.
One particular benefit of direct distribution is its power to bind officials. Once created, it is
likely that it would be very difficult to reverse. Like Social Security in the United States, if
direct or virtual distribution were implemented nationwide, once citizens were given an
endowment, it would be politically difficult to renege on the commitments. As Roosevelt
explained to an advisor in establishing the Social Security System, the system was being
established with an “account” for each individual “not to determine how much should be
paid out … [but] so those sons of bitches up on the Hill can’t ever abandon this system
when I’m gone” (Neustadt and May 1986). Similarly, these distribution instruments could
ensure that resource revenues are not directed at different politically expedient recipients
depending on the political tide, “anchoring” the management of resource revenues in a
relatively stable force – the populace.
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Lastly, in deciding whether to institute direct or virtual distribution, policymakers must weigh
the tradeoffs. The administrative costs of the former are substantial, and in some contexts
possibly insurmountable in the short term. However, empirical research suggests that
actually receiving money via direct distribution may result in a much stronger endowment
effect, thereby strengthening the accountability that may result (Kahneman, Knetsch et al.
1990). Similarly, Sala-i-Martin and Subramanian (2003) and Palley (2003) suggest that direct
distribution without taxes has the greatest chance to decrease corruption, as only this
mechanism actually takes the revenues permanently out of potential kleptocrats’ hands. The
tradeoffs between direct and virtual distribution may suggest an initial cash transfer followed
by virtual taxed transfers could capitalize on the benefits of all.
V.A.2.e)

Oil Risk Markets

As an alternative to stabilization funds, some researchers advocate that the government use
instruments such as futures, forward contracts, put options, or over-the-counter instruments
containing pre-packaged versions of these to hedge against price falls. Such instruments
could reduce the consequences of price volatility without creating off-budget accounts that
provide a further opportunity for corruption.
However, there are limitations to the applicability of these market mechanisms. First, the
largest producers’ market power coupled with the small size of these markets means that use
of these mechanisms is not an option for the largest producers. Second, the complexity of
the futures and options markets may be inappropriate for governments without the capacity
to manage these complex instruments (Daniel 2003). Instead, over-the counter instruments
provided by intermediaries may be a better option, as these instruments can reduce volatility
without getting these governments in over their heads.
Another option is to craft contracts between producing countries and the MNCs such that
the volatility of government inflows is reduced. Traditional contracts are constructed such
that volatility is actually magnified during booms, as the proportion of revenues that
countries receive increases during booms under many contracts (Shaxson 2005). A Pareto
improvement is possible, however, as each party to the contract can do just as well by
building in a stabilizing mechanism to the contract itself. In fact, this may be one of the
explanations for Botswana’s relative success: Botswana was insulated from shocks because
DeBeers, until the end of the last century, absorbed much of the market volatility by buying
and storing stocks in market downturns (Dunning 2005; Evan-Zohar 2006). One option is
for MNCs to simply provide for pay-outs based on moving averages.
Political impediments may make the implementation of these market mechanisms difficult.
These mechanisms are typically difficult to understand. This lack of public understanding
and the danger of the public perceiving losses under these instruments (when prices rise) to
be political failures, are significant enough to scare away governments considering their use.
Moreover, while addressing volatility is undeniably important in these environs, such
hedging instruments do nothing to directly address corruption (Shaxson 2005). Indirectly,
however, decreasing the volatility of these countries can increase entrepreneurship,
investment, diversification, and ultimately increase the quantity of powerful bodies that can
generate political opposition to ruling parties and to the resource sector, creating a more
accountable government.
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V.A.2.f)

Transparency

Transparency is a currently popular recommendation to overcome the “curse”. Increasing
information disclosure is the key ingredient of two of the most prominent initiatives
attempting to change the status quo in the extractive sector171, is a central component of
efforts to improve corporate and public sector governance within the extractive sector, is
one of the key arguments underlying direct and virtual distribution, and is advocated across
governments, corporations, international institutions, and advocacy groups as a means for
stakeholders to demand accountability.
These calls for transparency --of transactions between companies and governments, of how
governments spend their resource revenues and of oil-backed loans taken out by the
government-- largely emanate from concern about governance, and more specifically about
corruption. Without transparency, there is inadequate information to allow accountability.
Given information, however, constituents can debate the best use of that money and
pressure their government to spend it responsibly. Thus, increasing the accountability of the
public sector through transparency on the part of both the governments and corporations
can decrease corruption (Kaufmann, Mehrez et al. 2002; Browne 2004; The International
Monetary Fund 2005).
The accountability that transparency, in the right conditions, brings about is thought to be a
powerful buffer against the instability common in resource-dependent countries. Ensuring
people in the countries of operation have access to information about the size of revenues
taken in by the government can play a role in managing their expectations about the benefits
they could feasibly receive. Information disclosure enables them to demand these benefits
while also curbing unrealistic expectations. This, in turn, can reduce social tensions,
corruption, weak oversight, and macroeconomic instability (Oil & Gas Journal 2005).
Transparency also increases the costs of bad policy such as targeting subsidies or benefits to
individuals or subgroups, rather than using revenues for public goods (Deacon and Mueller
2005). When resource deals are made without transparency, a moral hazard problem arises in
that officials make different choices than they would with transparency (Stasavage 2003).
Bureaucrats can select projects to go forward –projects that would not be chosen in a
transparent context based on the net welfare effects– based on personal benefits they will
reap. When the project is implemented and people begin to bear the burden of externalities
associated with the project but not considered in undertaking it, such as the costs of
relocation for communities in the area or environmental costs, significant unrest can
develop.
However, with transparency, such public costs and misdirected benefits are more likely to be
visible earlier. When extractive sector projects or contracts are considered in this context,
issues of import to the public can then be forced onto the agenda. In essence, transparency
during the decision-making process gives the principal –the public- information about their
agent’s –the government officials involved in decision-making- performance. This enables
the public to change the incentives influencing officials such that the public’s preferences are
acted upon.
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See Section VI for a discussion of these initiatives.
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Transparency has additional benefits that extend beyond accountability. There is evidence
that transparency can be particularly useful in clarifying the boundary between the public and
private sectors (Kopits 2000). Given that state intrusion into the private sector may play a
large role in both the economic and political problems observed in resource-rich countries,
this may be particularly important. In addition, transparency supports credible commitment
by allowing public officials to obtain a reputation (Stasavage 2003).
Transparency does, nonetheless have tradeoffs. Transparency can significantly lengthen the
time period over which decisions can be made. This can have both positive and negative
effects: it decreases the short-term flexibility of the government172, which ties policymakers’
hands, but also forces policy changes to be more deliberate as it reduces the impacts of
short-term impulses. Transparency can also induce pandering to public opinion. The costs
associated with the delays imposed by transparency and with interacting with the public to
debate projects and how resource revenues should be spent, while providing benefits,
decreases efficiency. Transparency also imposes costs in developing the capacity to report
accurately.
Despite these tradeoffs, the body of evidence supporting transparency is large and growing.
In the banking sector, regulations requiring disclosure are strongly related to higher levels of
development of banking (Barth, Caprio et al. 2005). In relation to resource revenue
management, NRFs with transparency are more likely to succeed (Tsalik 2003). More
broadly, empirical results suggest that transparency: has positive effects on the management
of public monies’; explains “one-half to two-thirds of the variance in government
performance and corruption”; and, is associated with higher credit ratings173, better fiscal
discipline and lower corruption levels (Adsera, Boix et al. 2003; Stasavage 2003; Hameed
2005). As a whole, these results suggest that the benefits of the decreased autonomy of
decision-makers outweighs the costs of this reduced flexibility.
However, evidence suggesting transparency is associated with positive outcomes can be
misleading. Transparency, in many respects, is an outcome. When a government is
committed to responsible management of revenues, it is more likely to be transparent and
more likely to use revenues toward positive ends. While transparency is often framed as a
means to an end, it is also the end product of many separate components making up a
responsible government or a sound framework of institutions.
Furthermore, transparency is not a stand-alone tool. It is only one of the necessary
ingredients for accountability. Only when combined with a populace that is educated about
what the information means, when the information is provided in a timely manner, and
when the populace is empowered to act on this information, can transparency lead to an
ability for the public to monitor and discipline their public officials. Transparency without
education to help the general populace and its advocates interpret the information can
contribute to misunderstanding and can ultimately exacerbate pre-existing friction.
Companies involved in the early implementation of EITI (see Section VI.C) have learned
precisely this lesson, as they have found that a lack of familiarity with the convoluted
accounting norms of the industry can actually result in considerable misunderstandings of
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the released information. In the early stages of implementing EITI in Azerbaijan, BP
discovered this as one of the largest difficulties of managing the transition towards
transparency. Ensuring the various interested parties understand what the newly public
information means is a costly endeavor. Moreover, even if accounting norms are well
understood, innumeracy can be a large problem even in well-educated societies. Citizens may
have difficulty comprehending that while the revenues the government receives appear huge,
on an individual or community level the benefits that could be reaped, in even the best
conditions, may be relatively small.
More broadly, transparency is most likely to generate accountability rather than civil unrest
when it is complemented by sound government, market institutions, rule of law, and
responsive institutions (Gary and Reisch 2005). If government and market institutions are
not adequately developed, transparency can leave citizens aggrieved but unable to participate
in decision-making or to influence decision makers.
Other concerns with transparency, discussed more in Section VI.B.1, relate to the difficulty
of implementing transparency equally across the extractive sector. The weakness of
international mechanisms to ensure that transparency standards apply to all corporations
evenly throughout the world is of great concern. In addition, some question whether moving
towards transparency is even possible given the rising influence of Indian and Chinese
companies, confidentiality concerns, and the difficulty of influencing state oil companies’
practices (Abbott and Snidal 2000; Olsen 2005; Wu and Han 2005).

V.A.3)

Discussion

Much of the literature on overcoming the “curse” is inadequate in that it overlooks the
changes needed in the political economy of extractive economies. Most of the mechanisms
invoked as fixes to the curse were originally conceived of to deal, primarily, with
macroeconomic problems. While these macroeconomic changes are central to healthy
countries, without changes targeting participation, and reducing the incentives for rentseeking, these macroeconomic changes are insufficient. For example, even if appreciation
can be reduced by funneling resource revenues into the economy more slowly, reducing
appreciation does not fundamentally address the distortionary effects of resource revenues
on the political economy.
While some of these instruments are now framed as mechanisms that can also change the
incentives that shape the political economy, targeting these incentives is largely an
afterthought. As a result, their consideration of the political economy fallout is largely
inadequate. Thus, although these mechanisms can change the incentives shaping the political
economy, they often do so indirectly, as they are primarily designed to address the Dutch
disease. The most worrisome problem resulting from this is that the proposed solutions,
generally, are “asking a weakly institutionalized state to employ capacities that it has not yet
developed …” (Weinthal and Luong 2006).
In addition, many of these mechanisms inadequately consider implementation. For example,
while transparency is clearly an important facet of a responsible and responsive government,
how to arrive at this end is often not discussed in documents advocating greater
transparency. Thus, while they are promising, further consideration must be given to how to
implement them, and whether they are targeting the features of resource-dependent
countries most of concern.
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V.B)

An Analogy: International Experience with Social Funds

Despite Karl’s (1997) assertion that petro-states are unique, other countries dealing with
large windfalls often suffer similar fates. Countries receiving large influxes of bilateral and
multilateral aid, like resource dependent states, have not reaped the benefits development
scholars expected. In fact, aid-dependent countries develop some of the same problems as
petro-states and other states dependent on natural resources. Donor money, like natural
resource revenues, does not necessarily help a country’s institutions or its people. In fact,
many empirical and theoretical studies suggest that, like dependence on natural resources, aid
increases corruption while decreasing the incentives for entrepreneurship and accountability,
and the fiscal constraints that force governments to prioritize174.
One mechanism designed to allocate and safeguard inflows of bilateral and multilateral aid in
developing countries is social funds 175. As discussed in more detail below, social funds create
allocation rules that are transparent and carefully audited, insulate aid money from the
“normal” political processes and systems of public management, involve citizens in a variety
of ways, and force the development of the administrative capacity necessary to better
manage resource revenues. The following section, thus, analyzes social funds with the
premise that the similarities between these disparate sources of revenue –aid and resource
revenues- extend to the mechanisms needed to improve the effect of the aid or resource
wealth. This exploration of experience –both positive and negative- with social funds seeks
to inform the design and management of oil or other natural resource funds.

V.B.1)

Social Funds: Design & Objectives

Social emergency funds, or social funds, are basically a refined version of decentralization
where administrative bodies are set up to catalyze development by financing relatively small
projects in a variety of sectors (Jorgensen and Van Domelen 2000). Originally established in
many countries in the late 1980s and early 1990s, social funds have been utilized to channel
more than $10 billion in nearly 60 countries over the past two decades (Van Domelen 2002;
Rawlings 2004).
The first social funds were intended to soften the impact of structural adjustment programs
on the poor by speeding implementation of projects allowing the poor to cope with the
consequences of structural adjustment. Creation of jobs and social infrastructure were the
primary means of achieving this larger goal.
To ensure quick delivery, social funds were designed to bypass the normal bureaucratic
procedures, such as the typical public sector contracting, hiring, and operational constraints.
Moreover, to meet the most pressing local needs they were designed to be demand-driven.
The end result is that social funds act as intermediaries between the central government and
local entities tasked with implementation (Rawlings 2004).
In the twenty years since their inception, social funds’ objectives have expanded. In the
beginning, institutional strengthening was not considered to be particularly relevant to social
funds. With time, however, it has become clear that social funds can change societal norms
with regard to engagement with government and can affect the functioning of other
174 For recent inquiries into the negative effects of aid on institutions and governance, see Knack (2001),
Djankov et al (2005) and Moss, Pettersson et al. (2005).
175

Also called social emergency funds and social investment funds.

82

government institutions. Many social funds now seek to strengthen: civil society, democracy
and social infrastructure; governance; the private sector; and, decentralization (Batkin 2001).

Institutional
Strengthening

Democracy
Promotion
Employment

Basic
Services

Structural Adjustment
Impact Mitigation

Figure 9: Objectives of Social Funds

V.B.1.a)

Evaluation of their effects

Evaluations of social funds come to diverse conclusions. Part of the discrepancy in observed
outcomes is the breadth of administrative arrangements and objectives that fall within the
category of social funds (Tendler 2000). The label “social fund” does not necessarily indicate
what actual administrative procedures or structure are in place, nor the goals of a particular
social fund.
In addition to this difficulty of evaluating social funds because of their diversity, much of the
dialogue on social funds’ outcomes is based on little empirical evidence (Tendler 2000;
Dijkstra 2004). Part of this weakness may be due to the fact that long-term goals implicit in
the newer social funds, such as development of civil society, cannot be assessed in the short
term. Thus, any attempt to do so is inherently speculative.
Despite these weaknesses and difficulties in assessing the success of social funds, some
useful findings have emerged. One clear outcome of the myriad evaluations is a conclusion
that may appear to be obvious a priori: social funds are not a panacea. The details of both the
design and implementation of each social fund, and of the context in which it was
implemented, are critical. This is an important lesson with regard to the “resource curse” in
that policymakers must be especially aware of the dangers of instituting any particular policy
recommendation without ensuring that its effects are monitored and any needed changes are
made.
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The cumulative body of evaluations also suggests that social funds have many advantages.
They are fairly successful at targeting poverty, and do so cost-effectively. Moreover, while
social funds have certainly had their problems, the fact that they were initially used in
situations that were particularly difficult suggests that the effects observed thus far may
actually be biased such that social funds appear less effective. Since social funds were
targeted at those communities that were hardest hit in countries undergoing economic
changes, marginal communities suffering the drastic effects of structural adjustment, the
effects of social funds in these communities may actually be more substantial than they
appear.
The following sections analyze the many costs and benefits of social funds and how these
outcomes are dependent on context. Rather than trying to discern a mean effect of social
funds, the following sections are meant to discern the attributes of social funds that help
them succeed or decrease their efficacy, and to understand whether social funds are relevant
to resource revenues. I consider the relatively circumscribed stated goals and attributes of
the earliest social funds first, and go on to consider the broader goals, costs and benefits of
social funds. I then consider how this information is useful to policymakers interested in
aiding resource-dependent economies.
V.B.1.b)

Infrastructure, Employment, Sustainability, and Direct
Costs

The results appear mixed with regard to the initial principal goals of social funds. Politically,
they were successful. In their early incarnations, social funds helped overcome resistance to
structural adjustment policies. Governments and IFIs could hold up social funds as the
benefits communities would see, and officials in the central government could buy back, via
patronage, votes lost due to dissatisfaction with structural adjustment (Tendler 2000). In
comparison to other tools available to implement social and physical infrastructure projects,
social funds appear agile and cost-effective. However, their broader goals of mitigating
short-term risk and alleviating the impact of structural adjustment appear to not have been
as successfully realized.
As mentioned above, employment and infrastructure were originally envisioned to be the
main goals of social funds. Most evaluations suggest that social funds are especially effective
in implementing small-scale basic infrastructure projects quickly (Jorgensen and Van
Domelen 2000; Carvalho, Perkins et al. 2002; Van Domelen 2002). However, creating
employment has proved a more elusive goal (Carvalho, Perkins et al. 2002). This is largely
because the majority of jobs created is temporary and comes with little training to prepare
people for future employment. In addition, the better jobs go to skilled mobile laborers
rather than to those from the local communities (Tendler 2000).
The sustainability of the projects is unclear. Some inquiries suggest that the staffing and
equipment levels in projects funded by social funds ensure greater sustainability than
traditionally-funded government projects, while others note that social fund project
sustainability appears to be no better than traditionally-funded projects (Batkin 2001;
Carvalho, Perkins et al. 2002). This latter group reasons that the short-term emphasis of
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many social funds results in little provision for operation and maintenance, thus harming the
longer-term outlook of social fund projects176.
Lastly, the cumulative body of evaluations suggests that social funds have lower overheads
and achieve their goals at a lower cost than traditionally-funded projects (Klitgaard 1997;
Batkin 2001; Rawlings 2004). Numerous assessments suggest that social funds’ focus on
participation is partially responsible for these cost reductions. The speed and cost advantages
of social funds are substantial enough that many contend that the cost benefits may
outweigh any of social funds’ drawbacks (Tendler 2000).
This success, however, does not mean that further improvements could not be achieved. In
particular, many have suggested that the cost-efficiency could be improved through life-cycle
costing and through requiring community matching contributions. This latter proposal has
also been recommended to increase communities’ ownership of projects, and thus projects’
sustainability. The reasoning is that such a requirement would ensure only projects truly
desired by communities are funded by the social fund, as communities would not agree to
fund a portion of projects with less community support.
V.B.1.c)

Influence on other government bodies

One of the primary criticisms of social funds is that they effect other government bureaus
negatively over the long-term (Reddy 1998; Tendler 2000; Batkin 2001; Rawlings 2004).
Whether they do so is an ongoing debate.
Theoretically, social funds are thought to have the potential to influence governmental
agencies via:
1. direct or supply effects, whereby social funds directly fund activities aimed at
strengthening government agencies;
2. demonstration effects, whereby social funds’ successes catalyze changes within more
traditional governmental bodies by exhibiting successful practices;
3. competition, whereby social funds and local governments are incentivized to
improve their performance because they compete with one another; and
4. demand effects, whereby social funds catalyze beneficiary involvement and increase
citizens’ expectations of government.
In practice, the effect of social funds on government agencies is ambiguous. The variance of
social fund engagement with local governments translates into a wide disparity of social fund
effects on local governments (Carvalho, Perkins et al. 2002). The following discussion
outlines and analyzes the concerns widely expressed regarding each of the theoretical modes
of influence introduced above.
V.B.1.c.i)

Direct effects

Few social funds are currently set up to fund strengthening of local government directly.
Thus, this route of influence in the first decades of social fund operations has been
nonexistent.
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This lack of sustainability may be closely related to the unimpressive results seen with regard to
employment. Without provision for the long-term operation of social fund projects, the effects on
unemployment are unlikely to be anything more than short-term blips.
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V.B.1.c.ii)

Demonstration & learning-by-doing

The magnitude of demonstration effects is unclear (Tendler 2000; Carvalho, Perkins et al.
2002). Specific social fund practices, such as increased transparency and competitive bidding,
have set an example for local governments in some countries, especially where social funds
delegate some responsibilities to the local government (Carvalho, Perkins et al. 2002).
However, there is disagreement as to whether social funds have more broadly transferred
their strengths to government (Carvalho, Perkins et al. 2002; Dijkstra 2004). Regardless, this
channel may have great potential. The lack of definitive evidence may simply reflect that
most social funds were not originally designed for this purpose and have not yet been
refined to capitalize on this potential benefit.
Beyond the lack of attention in designing social funds to maximize the demonstration
effects, there are a few primary explanations for the lack of readily evident positive
demonstration effects. First, the notion of demonstration effects largely presumes that
governments are currently ignorant, and the only necessary ingredient for effective
government is better information on how to go about the business of governing – in this
case provided by the successes of social funds. In practice, political constraints within
existing agencies, not lack of knowledge, are usually the culprits that have impeded the
adoption of more effective practices177. Second, the generalizability of social funds’ successes
may be limited due to the very aspects of social funds highlighted as responsible for many of
their successes: their administrative autonomy and independence from government hiring,
operational, budget, contracting rules. This flexibility aids social funds, but standard public
sector rules hinder existing agencies (Batkin 2001; Faguet 2005). As a result, while social
funds may demonstrate effective practices, existing agencies cannot simply implement many
of these practices, as they are constrained in ways that social funds are not.
While both of these factors do limit the realization of demonstration effects to some extent,
they do not preclude substantial demonstration effects. Critiques maintaining that social
fund results are not relevant to government agencies because of social funds’ unique
administrative structure imply that line agencies cannot be amended to incorporate better
incentives or higher pay. Such intransigence regarding which tools are available to
government institutions hinders the ability of policymakers to learn from both the successes
and failures of social funds. Government agencies are not necessarily static and could
incorporate even these less traditional aspects of social funds.
V.B.1.c.iii)

Competition

The notion of influencing government performance via competition is based on the neoclassical economic line of reasoning that any excess “profits” can be driven away when
consumers have a choice between service providers. For social funds, the suggestion is that
if citizens can chose between services offered by different governmental and/or quasigovernmental entities, corruption and poor quality will be driven away because citizens will
choose those providers that meet their demands at the lowest cost (Shleifer and Vishny
1993).
The theoretical consequences of competition in this context, unfortunately, are based largely
on presumptions that are questionable in low-income countries: that citizens have
177

Ascher (1999) makes a similar argument with regard to resource exploitation policies.
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heterogeneous preferences, mobility, and the means to choose localities or implementing
bodies that provide them the greatest utility (Tiebout 1956; Fisman and Gatti 2002). The
political realities in low-income countries make many of these assumptions questionable and
appear to limit the positive effects that competition between localities, and between social
funds and local governments, can have. The poor in low-income countries often do not
actually have the information or capacity necessary to accurately judge the quality or quantity
of services they receive, the resources to exert power in selecting projects or implementing
bodies, or the training or organization to exert their preferences (Klitgaard 1991). Similarly,
while economists argue that the result of competition for limited resources results in
allocation to their best uses, the high transaction costs and imperfect information inherent in
the environments in which we are concerned make such optimality unattainable (North
1990).
Accordingly, many argue that –despite the theoretical positive effects of competition- social
funds’ competition with governmental bodies is, in practice, detrimental to line agencies.
social funds may undermine local governments by vying for a limited skilled labor pool,
public and donor attention, political will, turf and funds (Fumo, de Haan et al. 2000; Jack
2001; Cornia and Reddy 2004). For competition to positively affect existing agencies, there
must be an adequate quantity of each of these inputs. However, in the countries where social
funds are most needed, there is a dearth of each. As a result, when attention and funds are
funneled to social funds, government agencies may be left with an insufficient amount of
inputs.
To take labor as an example of the concerns expressed, some experts are concerned that
social funds’ ability to pay their employees more may divert the limited pool of skilled, hardworking labor away from traditional government employment, reducing the performance of
traditional government agencies and handicapping their ability to compete with social funds.
Moreover, some of the necessary resources may actually decrease due to the presence of
social funds. If social funds are perceived by donors or constituents as having “fixed”
problems, funds and public interest may dry up. Some assert that the political will and
pressure to reform existing agencies may dissipate when social funds enter the scene (Fumo,
de Haan et al. 2000; Batkin 2001; De Haan, Holland et al. 2002). The line of reasoning is that
social funds deplete what little donor and public will exists by providing a mechanism that
deceives people into believing deeper public sector reform is no longer needed, reducing the
possibility of true reform. In addition, competition for inputs and turf, combined with social
funds’ ability to bypass the constraints placed on line agencies and a lack of clarity about
social funds’ roles relative to line agencies, leads in some cases to resentment within line
agencies and “institutional confusion” (Carvalho, Perkins et al. 2002; Dijkstra 2004). Thus,
competition can lead to conflict with existing agencies that inhibits the positive effects of
social funds (Batkin 2001).
On the other hand, there is little evidence that these concerns are realized. Carvalho et al
(2002) find no data supporting a diversion of skilled labor away from the government. Many
of the other inputs, such as political will and its consequences, are difficult to measure,
especially in countries where little public opinion data exists. As a result, these concerns
remain speculative.
Not only are these concerns unproven, but the reduced inputs available for standard line
agencies may actually be beneficial. As discussed below (see V.1.a.iv), the competition for
resources can have benefits in some environments precisely because it reduces the funds
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available to standard agencies. social funds can impose a harder budget constraint on central
governments inclined to spend funds bailing out inefficient enterprises or funneling revenue
towards corrupt ends, increasing the benefits directed to improving the welfare while
reducing the fuel for corruption (Bardhan and Mookherjee 2006). While most evaluations
agree that social funds are not appropriate when the goal is to strengthen the central
government, under scenarios where the power of the central government and state capture
are problems, social funds have the potential to change the balance of power. And
depending on the situation in a country, this benefit may outweigh any of the negative
competitive effects discussed above.
V.B.1.c.iv)

Demand, Accountability & Institutional Impacts

Building capacity and expectations at the community level can result in a greater demand for
“good” government, thereby making government, particularly local government, more
accountable (Parker and Serrano 2000). These effects are inherently long term, as changing
the demands placed on government require deep changes in societal norms and institutions.
As a result, it is largely uncertain what effects social funds have had in this regard, though
some suggest that wider institutional effects are muted (Carvalho, Perkins et al. 2002).
Not only is the robustness of this channel uncertain, but social funds’ effect on demand for
public services may also have the opposite effect of that hypothesized. As noted above with
respect to the competitive effects of social funds, social funds may reduce pressure for
needed reform within the government if the citizenry is partially satisfied by the services and
projects provided by social funds (Faguet 2005).
Nonetheless, there is reason to believe that these potential long-term effects of social funds
are among the most important. Even if the direct effects on the line agencies at the central
and local level were as detrimental as some fear, the wider effects on societal institutions and
norms appear to be substantial enough to outweigh the negative effects on the central
government. Seemingly administrative changes in government practices that can be catalyzed
by social funds, such as the introduction of transparent and competitive procurement
systems, have the potential to have far-reaching effects by changing citizens’ expectation of
how their government functions. For example, Carvalho et al (2002) noted enhanced public
confidence arising from simple outcomes such as visible outputs being produced quickly.
This confidence, in turn, can foster citizen engagement with, and increased expectations of,
government. Thus, changes that appear relatively insignificant can have extensive effects.
Such indirect effects may be most important “where existing political institutions fail to
deliver assistance” and where demand for services provided by small businesses,
competition, and the microcredit sectors are weak (Jack 2001; Carvalho, Perkins et al. 2002).
V.B.1.c.v)

Discussion

The preponderance of these hypotheses regarding the various avenues through which social
funds may hinder other governmental entities are derived from theories of management and
government rather than from empirical work (Tendler 2000). Despite concerns to the
contrary, the limited empirical research on the subject suggests that social funds positively
influence the capacity and/or efficacy of local government (Graham 1992; Carvalho, Perkins
et al. 2002; Dijkstra 2004). However, the general consensus is that even when social funds
improve local governments, they do not have appreciable direct effects on central
government capacity (Graham 1992; Carvalho, Perkins et al. 2002).
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The lack of evidence on social funds’ effects on institutional development may simply reflect
the inattention to these outcomes given their lack of relevance to the early goals of social
funds (Carvalho, Perkins et al. 2002). Thus, although the effects on existing government
agencies is not clear, what is apparent is that social fund design could better account for the
concerns expressed regarding negative effects on government agencies and maximize the
positive benefit on these agencies.
There are numerous specific actions that could achieve this, some of which are being taken
in the most cutting-edge social funds. In particular, social funds should:

-

Clearly delineate up front the relationship between the social fund and the relevant
line ministries (Carvalho, Perkins et al. 2002; White 2002);

-

Evaluate the relative costs and benefits of maintaining a social fund as a separate
agency178, and locate social funds within local government where appropriate (Batkin
2001); and

-

Ensure that local governments can bid on project implementation (Klitgaard 1991).

All of these actions involve more careful consideration of the relationship between social
funds and pre-existing line agencies. They largely emanate from the realization that despite
the claims that social funds’ success depends on their autonomy, there is evidence that social
funds could more thoughtfully work with existing agencies while retaining the flexibility to
which their success is attributed. For example, the Chilean social fund is one of the best, yet
it works through a line agency (Tendler 2000). Another possibility is utilizing existing
agencies as one of the possible implementers of projects funded by social funds. Allowing
government bureaus to bid on projects, where it has been attempted, is a means of bringing
competitive forces to bear on line agencies while also getting them acquainted with the
innovative practices of social funds.
While it is true that new institutions should not be preferred over old ones simply because of
their novelty, as suggested by Reddy (1998), it is equally true that new institutions should not
be avoided solely because they threaten old ones. Attempts to improve service delivery,
institutions, and governance cannot be dismissed solely because they threaten line ministries:
in some situations, line ministries need to be shaken up, challenged, or -in some casessidelined. Even if government agencies were proven to be harmed, it is not clear that this
cost outweighs the benefits of social funds, especially where existing agencies are vastly
under-performing or where the institutional base is weak or dysfunctional.
V.B.1.d)

Community Participation

Social funds’ demand-driven nature is touted as one of their main strengths (Tendler 2000;
Faguet 2005). However, just as social funds vary widely, the label “demand-driven” is
applied to a diverse set of provisions for participation. Moreover, responsiveness to demand
is promoted as addressing a very wide range of goals from ensuring that projects with the
greatest benefit are undertaken to strengthening the institutional base of civil society and
democracy. Hence, while the demand-driven nature of social funds is a big selling point,
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Based on analysis of Nicaragua’s social fund, which had planned to transfer activities to line ministries but
did not succeed in doing so, “there are serious doubts on whether maintaining a social fund as a separate
agency enhances effective governance for sustainable poverty reduction” (Dijkstra 2004).

89

ensuring that this label is actually backed up by its essential component – meaningful
contributions from and responsiveness to those targeted– is challenging in weak institutional
environments. Moreover, applying the label when participation is neither genuine or
equitable can be very misleading (Reddy 1998).
In fact, participation in social funds is increasingly highlighted as potentially weak. The
primary criticisms mirror the standard critiques of decentralization efforts in general. These
include: (1) better organized and educated (and often concurrently wealthier) communities
and/or segments of communities have a greater capacity to participate and therefore receive
more than proportional benefits of social funds, possibly perpetuating existing inequities
(Tendler 2000; The World Bank Group 2001; Carvalho, Perkins et al. 2002; White 2002; Rao
and Ibánez 2005); and, (2) community elites, leaders, and local politicians often commandeer
the process, resulting in a bias towards certain projects and away from the largest needs of
the poorest – needs around which there is little existing organization179 (Tendler 1999; Jack
2001; Carvalho, Perkins et al. 2002; Mansuri and Rao 2004; Platteau 2004).
In addition to the difficulty of achieving equitable participation, there are numerous actors
involved in social funds that may have interests in limiting information and community
choice (Tendler 2000). When NGOs and local governments are included in project
submittals or selection, the concerns of the citizens are not necessarily prioritized. These
entities have their own survival in mind180 and may have preferences not in line with
communities’ greatest needs (Tendler 2000; De Haan, Holland et al. 2002). For example, any
of these implementers could prefer larger projects that favor their strengths over smaller
projects with more local demand181.
However, like many of the concerns about social funds, there is little evidence bearing out
the concerns about the incentives of implementing actors. And while the concerns expressed
are logical, it is also possible that many of these actors have incentives to work with local
governments and citizens (Klitgaard 1991). Especially if community approval of executed
projects is used to guide future funding decisions of social funds, the executing actors have
reason to work with locals to meet their needs and increase the probability of future funding.
Klitgaard found support for this: private sector contractors demonstrated interest in working
with communities and adding to their technical skills to counteract concerns about the
limited capacity of the poor.
Moreover, in contrast to apprehensions about the poor being able to voice their preferences,
the cumulative body of empirical results suggest that in many countries: the highest-priority
projects were funded; targeting improves over time; and, while participation is a struggle,

179 Both of these arguments are further supported by economic theory suggesting that the marginal utility of
income is greater to those with lower initial incomes. In essence, this difference predicts that the rich will
demand lager benefits than the poor, and the poor can be satisficed with smaller absolute benefits (Robinson
2003).
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Tendler’s data support this to some extent, showing that NGO projects were politicized and were not
sustainable.
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Similar concerns arise when tying social funds more closely to existing line agencies. As a result, some are
concerned that the mechanisms suggested to improve the effects of social funds on local governments, by tying
social funds more closely to local governments, actually lessen the demand-driven nature of projects funded by
social funds.

90

social funds can promote participation and involvement in the democratic process while
achieving results cost-efficiently (Graham 1992; Jorgensen and Van Domelen 2000; Van
Domelen 2002; Rawlings 2004). These findings, although variable, suggest that social funds
can derail the standard criticisms of decentralization. While local government may be “too
corrupt, institutionally weak, or prone to interest-group capture to improve upon central
government’s allocation of public resources,” social funds provide a viable alternative to
traditional decentralization (Faguet 2004). Moreover, the findings suggest that the
democratic process is supported through additional means, such as by improving the
relations between the government and non-governmental organizations (Graham 1992).
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Poverty & Social Funds
Social funds appear to be particularly successful in targeting poverty
despite concern that the capacity of lower income communities would
hurt their ability to obtain funds (Batkin 2001; Van Domelen 2002;
Rawlings 2004). Many different evaluations, including a few based on
household-level data in, inter alia, Nicaragua, Armenia, Zambia and
Peru, have found that benefits are concentrated among the poorest and
that, compared to other government programs, social funds’ poverty
targeting appears to be superior (Chase 2002; Paxson and Schady 2002;
Rawlings 2004).
Such findings do have their critics (Pradhan, Rawlings et al. 1998;
Carvalho, Perkins et al. 2002; Mansuri and Rao 2004). One analysis of
19 case studies of decentralization suggested that poverty reduction was
most difficult in the settings in which it was most needed – postconflict societies and those with weak institutions (Jutting, Kauffmann
et al. 2004). Similarly, numerous experts assert that social funds and/or
decentralization cannot substitute for a central government committed
to poverty reduction (Batkin 2001).
However, many of the criticisms of social funds’ effects on poverty –
noting that social fund projects are only slightly pro-poor, that the
poorest are not always targeted and the benefits leak to households
with less need, that the degree to which benefits are progressive is
insubstantial, or that targeting is actually worse where initial inequality
is higher (Galasso and Ravallion 2005) - are not necessarily indications
that social funds have failed. Rather, even if the poorest aren’t reached,
social funds may still be: successful in mitigating risk; large
improvements over standard government programs; and, reaching
people in great need - even if they aren’t the absolute poorest.
Moreover, evaluations showing weak poverty targeting may simply
suggest that social funds’ success in this arena is dependent on the
details of their structure and administration, or that certain project
areas182 are not appropriate when poverty targeting is the objective.
One particular concern regarding poverty targeting is that provisions
for cofinancing, whereby communities bear a portion of the financial
burden of the projects, compromise redistribution (Jack 2001). One
proposed solution is that the “cofinancing rate should vary with the
ability of the community to generate local funds” (Jack 2001).
Unfortunately, this fix is dependent on good data regarding ability to
pay.

182 Such as education and health benefits, as Pradhan et al (1998; 2002) found in Bolivia, or sewerage and water
in Nicaragua.
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These positive findings are not to suggest that there are no problems with the demanddriven aspect of social funds. Some evaluations have found that participation does not
improve with social funds or related attempts to involve citizens in deciding on spending
priorities, and that elites do dominate the participatory process (Tendler 2000; Babajanian
2005; Rao and Ibánez 2005; Moffett 2006).
Moreover, some call for a greater attention to whether demand-driven institutions are the
best mechanisms to meet the stated objectives of social funds. (Carvalho, Perkins et al.
2002). In particular, letting priorities be driven by local participation can result in diversion
of funds away from the greatest priorities (Carvalho, Perkins et al. 2002). For example, in
Peru citizen participation sometimes resulted in money being spent on “…churches rather
than on basic services…” (Moffett 2006). Thus, practices such as needs assessments may
actually better meet stated priorities of social funds – such as poverty reduction. However, if
a social fund is serving goals beyond a narrow targeting of services for the poor, for
example, increasing citizens’ engagement with their government, reducing the demanddriven nature of social funds may actually diminish their broader effects on institutions and
citizen engagement (Rao and Ibánez 2005).
V.B.1.d.i)

Strengthening of civil society

One of the primary “broader effects” that has migrated towards the core goals of social
funds is social funds’ potential in building civil society and social capital. While this was not
prioritized in early social funds, it has been incorporated as a major objective in numerous
social funds, including those in Argentina, Romania, Malawi, and Zambia (Jorgensen and
Van Domelen 2000).
The impact of the demand-driven nature of social funds on civil society and social capital183,
however, is still unclear and appears mixed (Jorgensen and Van Domelen 2000; Carvalho,
Perkins et al. 2002; Chase 2002; Mansuri and Rao 2004; Rao and Ibánez 2005). The weight
of the best evidence suggests that social funds may enhance social cohesion, community
commitment, accountability, and trust, and that these intermediate effects have wide-ranging
benefits including positive “demand effects” as discussed above (see V.B.1.c).
There is, though, considerable disagreement on this subject. In general, projects are not
designed to maximize social capital development. As with concerns regarding social fund
funding being channeled disproportionately towards the elites within a community, Rao and
Ibánez (2005) find that elites also benefit the most from efforts to improve collective action.
Moreover, the long-term nature of social capital suggests that perhaps social funds targeted
at the short term may not be the best instruments to effect change. All in all, these concerns
have caused some to suggest that this should not be a primary goal of social funds (Batkin
2001).
However, social funds can build in provisions to counteract these concerns. Many of these
concerns appear to simply highlight how the objectives of social funds have progressed, but
their design has lagged. Many features can be added to social funds to magnify the potential
benefits from community development. The World Bank (1998) found evidence that an
183

Social capital is defined by Putman (1993) as the norms and networks facilitating coordinated action within a
society.
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information and education component of the social fund in Malawi succeeded in changing
power relations, leading to greater involvement among the poorer segments of the
community and increased trust within the community. Others agree that outreach campaigns
and training, though still not common practice for social funds, are critical to increase the
likelihood that the poor: have some bargaining strength; become interested and involved in
social funds; are not on the losing end of established power relationships within the
community; and, ultimately have some “ownership” over social fund projects (Carvalho,
Perkins et al. 2002; Platteau 2004).
V.B.1.d.ii)

Discussion

Although participatory mechanisms have flaws and are inefficient, in the institutional
environments of many developing countries they are an improvement over the status quo.
Even when elites do dominate the participatory process, the vast majority in communities
surveyed are happy with the outcome – possibly because the elites within communities are
likely to have interests more aligned with the less fortunate than any other possible decision
makers184 (Rao and Ibánez 2005).
The observed problems, however, suggest that demand-driven mechanisms do not
automatically ensure the desired outcomes, and that improvements can be made to take
account of concerns. For example:

-

With regard to concerns about elite capture of the process, measures can be taken to
ensure information is widely available and that social funds support those attempting
to organize responses to calls for project proposals;

-

If a community is severely unequal, a circumstance which may exacerbate elite
capture problems, it is likely that checks on elite capture should be prioritized over
speed of implementation;

-

Establishing clear guidelines for social fund spending. This can ensure that the
breadth of projects allowed to be funded by the social fund are circumscribed
enough to disallow spending on projects that do not meet social fund goals; and

-

Using a participatory approach to identify subprojects, rather than just inviting
proposals for projects without support from the social fund for developing
proposals may overcome problems in highly unequal communities or communities
where participation is deficient in the early stages of a social fund (Carvalho, Perkins
et al. 2002).
V.B.1.e)

Corruption

Reducing corruption is a central goal of social funds. Moreover, social funds’ efficacy in this
regard has a critical effect on whether the objectives of social funds are reached. I have
cursorily taken up these issues with regard to the effect of social funds on government
agencies and the danger of the demand-driven mechanism being captured by elites. This
section considers the relevance of corruption to social funds more closely.
184

However, this too may be misleading, as this acceptance may indicate that people are accepting small Pareto
improvements simply because they realize their bargaining strength is limited. They may accept small changes if
they think that without the local elites receiving disproportionate benefits, no one in the community would
benefit at all (Platteau 2004).
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There are a few primary questions to consider with respect to social funds and corruption:
(1) What effect do social funds have on corruption; and
(2) How do initial levels of corruption change the effect of Social Funds and/or the
cost-benefit calculus?
A subset of this first question is how the likelihood of corruption at the local level compares
to that at the federal level. social funds inherently devolve some incentives and accountability
to localities. While this form of decentralization may limit central control, and therefore
centralized patronage, it does not necessarily limit local patronage, especially if local
accountability is weak (Graham 1992; Shah 2006). Moreover the freedom accorded social
funds to facilitate speedy funding of projects creates further opportunities for capture and
political manipulation (Graham 1992).
Social funds, and more broadly decentralization, can be thought of as a way to intervene in a
principal-agent problem. If one considers, as Klitgaard (1991) does, the central government
to be the principal, the local office (or in our case the social fund) to be an agent of the
central government, and the clients to be the local citizens, it become relatively clear that the
greater discretion granted by decentralization creates an opportunity for shirking and
corruption. However, Klitgaard points out that this discretion also enables the agents to
respond to “changing conditions, nonstandard requests, and local variations.” Thus, the crux
of the issue is whether the benefits from this flexibility outweigh the increased room for
shirking and corruption.
The cost-benefit ratio of social funds, therefore, largely depends on whether the potential for
state capture at the federal level, and the cascading implications, are more detrimental than
decentralized corruption; is the cost of centralized corruption greater than the sum of more
dispersed corruption? One can come up with hypotheses that support both decentralization
and centralization, depending largely on whether competition is hypothesized to be a realistic
means of decreasing corruption (Fisman and Gatti 2002).
A centralized state may be more corrupt because:

-

The links between government and its constituents are less visible, lessening
accountability;

-

The transaction costs associated with civic engagement are high. In contrast,
community participation associated with social funds may force greater
accountability and engagement (Jack 2001);

-

Informational asymmetries make it difficult for citizens to judge the quality or
efficiency of the services provided by the government;

-

The coordination supporting corruption is easier when decisions are centralized. In
contrast, the dispersed decision-making of decentralized governments can raise the
costs of coordination, thereby decreasing corruption; and

-

The central government has no competitors. In contrast, as discussed earlier,
competition between social funds and different government entities, if there is a
choice mechanism, can drive corruption to zero (Shleifer and Vishny 1993).

However, a decentralized state may have greater opportunities for corruption because:
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-

There may be less incentive for monitoring local politicians given the lower prestige
of holding office at the local level185 (Persson and Tabellini 2000);

-

Interactions with the government are more personalized, introducing more
opportunities for relationships to develop and corruption to creep in;

-

If decentralization creates many tiers, it is less easy to attribute blame (Fisman and
Gatti 2002; Arikan 2004). This, in turn, decreases the expected costs of corruption,
increasing its occurrence;

-

Existing inequality creates power dynamics that disadvantage the poor;

-

Smaller voting districts result in higher barriers to entry in the political arena and less
choice in local elections (Persson, Tabellini et al. 2003); and

-

Local official have more difficulty coordinating due to the proliferation of agencies
and personnel involved in a given task. This lack of coordination can result in many
officials extracting bribes from the same person or business, resulting in the overextraction of rents (Shleifer and Vishny 1993; Treisman 2000).

The weight of the evidence with regard to decentralization and other versions of devolving
responsibility to subnational levels strongly suggests that “the problems of local capture
within communities have not been excessive and have been dominated by beneficial effects
on targeting across communities”, by the availability of, and access to, better information,
and by overall better performance without large costs (Bardhan and Mookherjee 2000;
Taliercio 2004; Bardhan and Mookherjee 2006). One particularly thorough study looking at
cross-country empirical evidence finds a strong association between fiscal decentralization
and lower corruption (Fisman and Gatti 2002). While the endogeneity of the decision to
decentralize may be biasing the coefficients in this study186, the findings are supported by
other empirical results suggesting that fiscal decentralization decreases corruption (Huther
and Shaw 1998; Arikan 2004; Gurgur and Shah 2005). Although the statistical significance of
these empirical results is questionable187, considering the body of work on this subject as a
whole certainly suggests that decentralization, particularly if such decentralization is not
solely political but comes with expenditure decentralization, does not increase corruption
(Lederman, Loayza et al. 2005). This is an important finding in itself, in that it suggests that

185 Person and Tabellini (2000) hypothesize that the prestige of national office may induce more intense
monitoring. Essentially, they conjecture that this prestige makes the rewards of central office greater, thereby
increasing the competition for these offices, and increasing the monitoring effort induced by these rewards.
186

There are two reasons that the coefficient on decentralization is likely to be biased downwards –
exaggerating the decrease in corruption resulting from decentralization. First, the level of corruption prior to
decentralization is likely to be negatively correlated with the decision to decentralize: corrupt governments are
less likely to want to relinquish control over funds, and are thus less likely to choose to decentralize. Second,
the level of corruption prior to decentralization is likely to be positively correlated with the level of corruption
after decentralization. For example, even if the most corrupt country is successful in reducing its corruption
through decentralization, its corruption levels are still going to be higher than most other countries.
187

Arikan’s conclusion that the two-stage least squares (2SLS) result suggests that the OLS coefficients are not
biased is questionable given the weakness of the instrument used. Given that the Hausman test Arikan uses to
test this rarely rejects the consistency of OLS and 2SLS coefficients when the instrument is poor, we cannot be
certain that the OLS coefficients are not biased.
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if the tradeoff is between the informational benefits of decentralization and the costs of
increased corruption it was thought to engender, the former clearly dominates.
Moreover, social funds may actually have magnified beneficial effects on corruption, in
comparison with decentralization in general. First, the small size of social fund projects may
“… be a useful way of increasing the transaction costs associated with collusion…” (Jack
2001). In addition, their autonomy may also insulate them from entrenched local patronage
(Taliercio 2004). Moreover, provisions used in such social funds, such as rotating staff, can
further reduce potential for corruption (Klitgaard 1988).
There are, however, mixed empirical results with regard to social funds and corruption.
Findings that the poorest communities invest social fund funds in highest-priority projects
suggests that corruption does not dominate, contradicting concerns about local corruption
limiting the benefits of social funds (Faguet 2004). More broadly, many social funds have
shown that project selection can be insulated from politics, and that transparency can be
maintained (Graham 1992). However, not all social funds have been so successful.
The apparent discrepancy in outcomes may simply be an indication of lack of specificity in
the evaluations. Corruption is difficult to measure, as it encompasses a wide variety of
factors. These factors are affected differently depending on how decentralization is carried
out. Moreover, decentralization and social funds increase some aspects of corruption while
decreasing others. Whether or not these tradeoffs are beneficial depends on the extent and
type of centralized corruption, and whether, as mentioned above, local elites’ interests are
more closely aligned with others in the community than those of a federal government
bureaucrat or central elite.
This argument suggests that the first question above is very closely related to the second: the
effect of social funds on corruption is likely to depend on the pre-existing institutions. With
regard to the second question, social funds may be a particularly important tool when
centralized corruption is a significant impediment to development. When centralized
corruption is so pervasive that it significantly inhibits public and market activity within a
country, the benefits can outweigh the costs of devolving decision-making. In fact, social
funds fit Collier’s (2005) prescription for overcoming weak governance, as one of their
strengths is that they limit the inputs available for the patronage necessary to sustain a
corrupt system.
The decision to forgo the coordinating benefits of the central government is thus critically
linked to the soundness of the central government. If the central government does little in
the way of protecting and providing public goods, decentralization does not carry with it
forgone benefits. Thus, when centralized corruption and credibility are a problem, then,
social funds may be particularly beneficial. In this circumstance, as has been the case with
numerous social funds including the Kosovo Community Development Fund, a fund
organized outside the central government’s purview offers a way to bypass decayed
institutions (Faguet 2005).
On the other hand, corruption may exacerbate some of the problems with social funds
discussed above. When initial corruption levels are high nationwide, the probability of elite
capture at the local level are also higher. In this case, decentralization risks further widening
the gap between better-off, better-connected localities and those that are the most in need
(Rawlings 2004). Jutting et al (2004) find that decentralization leads to worse outcomes
precisely in countries that are corrupt at inception.
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However, this danger may actually support the use of social funds rather than more
traditional decentralization. Jutting et al’s (2004) solution to concerns about local capture is
phased devolution of decision-making power with support for community participation and
capacity building. This suggestion could be interpreted as supporting the need for social
funds to support a transition towards a more decentralized system, as such an intermediary
mechanism devolves much control over projects while maintaining a centralized oversight
component. Klitgaard (1991) supports this conception of social funds, noting they allow for
centralized quality controls while decentralizing project formulation and implementation.
Furthermore, certain provisions within social funds can reduce the opportunity for
corruption. For one, mechanisms can be instituted that ensure “…that agents have to
collude to appropriate rents and that they cannot access those rents unilaterally…by
separating the tasks of appraisal, approval, and supervision” (Jack 2001). In Argentina, for
example, the social fund only appraises projects, while a panel of local government officials
selects projects. This can reduce corruption while simultaneously increasing linkages with
local government. Other suggested options include making the transfer of funds conditional
on transparency or, if corruption is a large concern, requiring social fund staff to rotate (Jack
2001; Platteau 2004).
V.B.1.f)

Overview of Social Funds’ Effects

Social funds strengths may lie in their relatively narrow purview. As Easterly (2006) argues,
the desire to have all encompassing plans to aid developing countries is less useful than small
targeted projects that empower what he calls the “Searchers”. Social funds may be a useful
way to empower these local entrepreneurs and encourage local involvement in change.
While any and all evaluations of social funds are necessarily dependent on context and the
specifics of the social fund itself, the above discussion suggests that some broad conclusions
can be drawn. First, as with decentralization more broadly, the cost-benefit ratio of social
funds appears to depend partially on the importance of public goods and externalities in the
society. However, centralized decision-making is highly political in many developing
countries. If, as a result, the central government is not able to regulate externalities or
contribute to the uniform provision of public goods across regions and communities, the
costs of social funds are drastically reduced. When the central government is corrupt or
weak, decentralization does not sacrifice the oversight of an entity concerned with protecting
public goods and regulating externalities, as the central government does not successfully
manage these tasks. As a result, even with significant intra-community externalities,
decentralization may be favored (Besley and Coate 1999).
Parallels drawn between social funds or decentralization and free-market capitalism are
illuminating in assessing the tradeoffs. Like capitalism, decentralization requires certain
antecedents for the “first best” to be attainable. However, these antecedents –such as perfect
information and minimal externalities– are often lacking in developing countries. Social
funds, in contrast, are designed to function without perfect conditions: they can provide the
centralized decision-making and support to overcome situations in which these antecedents
do not exist. Thus, when designed and implemented properly, social funds can maximize the
benefit from local information while ensuring that inter-community distributional effects and
public goods are considered (Jack 2001).
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Table 7: Tradeoffs Inherent in Social Funds

SOCIAL
FUND
FEATURE

COSTS & HAZARDS

BENEFITS

Participatory

-

Difficult to reach the poorest

-

Accountability

-

Risking elite capture of process

-

-

Externalities not considered by
individual communities

Reduces informational
asymmetries

-

Can help build civil society
capacity

-

Encourages civil development
of intermediaries, including
NGOs188

Multisectoral

Autonomy

-

Free-riding

-

Can slow down process

-

Broad purview places heavy demands
on executing agency189

-

Encourages local initiative

-

Allows funds to be spent
where there is greatest demand

-

Makes transfer of lessons learned to line
agencies more difficult

-

Flexibility190

-

-

Speed of implementation

Diverts attention and resources from
reforming line agencies

-

Responsiveness to local needs

-

More difficult to coordinate
consideration of externalities

-

Funding decisions more
insulated from political
influence from above

-

Where formal government
institutions are extremely weak,
can fill the gaps191

-

Can reduce funds available for
sovereign capture

-

Social funds “model” more
efficient procedures for the
public sector192

-

More difficult to coordinate
rent-seeking

188

(The World Bank Group 2001)

189

(Carvalho, Perkins et al. 2002)

190

(Rawlings 2004) (Fumo, de Haan et al. 2000) (Faguet 2005)

191

(The World Bank Group 2001)

192

(Batkin 2001)
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While some social funds have not met some of the objectives discussed above, the
deficiencies noted may be shortcomings in how social funds were structured rather than in
the concept of social funds in their entirety. One such shortcoming of social fund design is
that many social funds were considered temporary at their inception. Their mandate was
only later expanded to encompass longer-term goals. These broader and longer-term goals,
however, haven’t been met by a parallel development in the structure of social funds.
Moreover, the outcomes of newer social funds that do incorporate a long-term approach
from the outset are unclear. It is possible that evaluations of these newer social funds will
prove even more beneficial, as the newest social funds have had the opportunity to
incorporate the lessons of early social funds.
Other lessons learned include:

-

Social funds may exacerbate existing imbalances, between better-off and less-well-off
regions, in the quality of governance. To counteract this tendency, social fund
guidelines can create mechanisms that educate and support transparency or that
provide for more support for the development of proposals (Bardhan and
Mookherjee 2006);

-

Within communities, power and informational asymmetries can be counterbalanced
with transparent selection criteria, training, and public information campaigns
(Tendler 2000);

-

Clear criteria for project selection can reduce many of the hazards relating to
participation and sustainability. The criteria should ensure that only projects high in
technical quality and with adequate provisions for maintenance are considered
(Rawlings 2004);

-

Social funds should seek to mitigate risk rather than just manage and cope with crises
(Rawlings 2004);

-

Coordination with line agencies can support sustainability while decreasing turf wars
between social funds and line agencies;

-

Good intermediaries between social funds and the community can increase positive
outcomes (Mansuri and Rao 2004);

-

Competitive mechanisms should play a role in project selection (Faguet 2005);

-

Certain functions of social funds should be centralized where possible, including:
development of general cost estimates; project evaluation; development of means of
generating and validating local information; and, development of industry standards
against which costs can be checked (Klitgaard 1991). However, these functions must
be balanced by a strong field presence to ensure the standards and norms developed
centrally have validity in the communities of interest;

-

Social funds can promote accountability and transparency by requiring periodic
reporting on implementation progress and funds spent (Klitgaard 1991; Jack 2001);
and

-

Social funds must be subject to public scrutiny themselves, including through audits,
to balance their operational autonomy (Rawlings 2004).
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Even without realization of these improvements in social fund design, and despite social
funds benefits being subject to capture, they appear often to be an improvement over the
status quo. Social funds create allocation rules that are transparent and carefully audited,
insulate aid money from the “normal” political processes and systems of public
management, involve citizens in a variety of ways, and force the development of the
administrative capacity necessary to better manage resource revenues. Where civil society is
weak, any capacity development - even if not distributed equally, may be important in
supporting further political end economic development. Where corruption is entrenched in
the national government, increasing local control may help move the countries away from an
equilibrium restraining the country’s development.

V.B.2)
Discussion: relevant insights for the design and implementation
of natural resource funds.
Many of the design features of social funds can inform the mechanisms targeted at
controlling natural resource revenue use and distribution. The first factor that suggests their
relevance is that NRFs and social funds have similar objectives, including insulating revenues
from the standard pressures. Moreover, social funds appear to achieve this goal in a manner
that complements NRFs. Lastly, the form of measured decentralization offered by social
funds may be particularly appropriate given the political economy of resource-dependent
countries. This section considers the relevance of social funds to natural resource revenue
management, analyzes the similarities and differences between NRFs and social funds, and
offers lessons for natural resource management suggested by experience with social funds.
The institutional weaknesses, corruption, and skewed incentives that often accompany
resource extraction curtail the central government’s positive effects. The result is a central
government that does little to correct market failures by absorbing volatility, regulating
externalities, or managing redistribution to maximize economic growth and minimize
poverty. With a handicapped central administration, some degree of fiscal decentralization is
likely to be beneficial in resource-dependent states (Ahmad and Mottu 2003).
V.B.2.a.i)

How Social Fund Features may complement Natural
Resource Funds

Experience with social funds can be used to design mechanisms that can be utilized as an
alternative or a complement to NRFs. As can be seen in the table below, social funds and
natural resource funds have many similarities, as well as noticeable differences. While both
types of funds vary structurally, the objectives of some oil193 funds are similar to that of
social funds. For example, both types of fund are established to insulate capital, albeit in
somewhat different manners, from political influence. Similarly, both natural resource and
foreign aid funds can dampen problems that can plague both types of revenue inflows, such
as overvaluation of the real exchange rate.
In addition, social funds offer concrete means of achieving many of the antecedents
necessary for a successful NRF. Social funds create allocation rules that are transparent and
carefully audited, insulate aid money from the “normal” political processes and systems of

193

While the objective is to develop guidelines for natural resource funds, oil funds have historically been the
most common type of natural resource funds. As a result, comparison of past funds will focus on oil fund
experiences.
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public management, involve citizens in a variety of ways, and force the development of the
administrative capacity necessary to manage resource revenues better.
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Social Funds194

Natural resource funds
Objectives
ƒ
Primary
ƒ
Objectives ƒ
Insulate
against/Mitigate
ƒ
risk of:

Price shocks (Stabilization funds)
Currency appreciation
Mismanagement of
revenues/corruption
Political influences and rent-seeking

ƒ
ƒ
ƒ
ƒ

Structural adjustment
Economic crises
Mismanagement of revenues/corruption
Political influences and rent-seeking

Secondary
Objectives Achieve primary
objectives by:

Catalyzing development efforts
Promoting:
ɼ
Diversification of economy
ɼ
Transparency/ accountability
Converting non-renewable resources
to a renewable source of funds/
extend benefits over long-term

ƒ

Catalyzing development efforts,
especially improvement of infrastructure
Promoting accountability
Creating employment
Improving provision of and poor’s access
to services
Insulating the poor in economic crises
Reducing poverty
Efficiently distributing aid in a
decentralized manner
Building local institutional capacity and
strengthening decentralized delivery
mechanisms (Carvalho 1994)
Select and finance small projects
Support NGO and government
organizations attentive to community
needs (White 2001)
Foster participation and civic engagement
Build administrative capacity/strengthen
institutions (White 2001)
Provide a more rapid financing
mechanism (White 2001)
Varies
Administered by separate/semiautonomous entities
Often require co-financing at local level
to ensure community desires project
Autonomous from many public sector
rules (Jorgensen 1999; Tendler 1999)

ƒ
ƒ
ƒ

ƒ
ƒ
ƒ
ƒ
ƒ
ƒ
ƒ
ƒ
ƒ

Other Key
Functions

ƒ
ƒ
ƒ

Structure

ƒ
ƒ
ƒ
ƒ
ƒ

Outcomes

ƒ
ƒ

Varies
Administered by transparent body
Generally a state owned investment
fund
Proceeds may be distributed to
citizens
Part of fund may be set aside to be
distributed to priority projects
Successful in developed countries
Outcome uncertain in developing
countries

ƒ
ƒ
ƒ
ƒ

ƒ
ƒ
ƒ

Generally well-targeted to needy
communities
Provides accountability
Supports projects truly needed by
communities

Table 8: Comparing Social Funds and Natural Resource Funds

194 This table is a broad generalization. The objectives and structure of both natural resource and social funds
vary; not all funds exactly fit the description above.
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Despite the similarities, the two types of funds are operationally quite distinct. While they
both set monies aside from the general budget, they are focused on the opposite ends of
fiscal resources control. Natural resource funds focus on the front end –they primarily seek
to commit governments to setting aside funds. In contrast, social funds focus on the back
end –they are centered on the expenditure of resources.
This distinction highlights a key deficiency of the majority of natural resource funds to date:
how to manage the monies that are dispensed from NRFs. While natural resource funds
often specify in what areas funds should be spent, such as on poverty reduction programs or
for “future generations”, there are seldom many details to ensure the funds are actually spent
for these purposes. Recent recommendations to improve Kazakhstan’s National Fund,
advising clarification of how the funds put away “will be used to combat poverty, reform the
education system, and address the country’s environmental challenges”, highlight the lack of
attention paid to how NRF payouts are actually spent (Tsalik 2003).
Recent proposals to distribute funds directly (or virtually) to citizens indicate that some
experts are becoming more aware of oil funds’ deficiency in defining how these set-aside
funds should be reintegrated into the economy. Similarly, some of the most recently
established funds, such as the one in Chad, do include committees tasked with dispersing the
funds. However the details of how to insulate these funds from political influence in practice
and how to actually get funds to priority areas (which in Chad are healthcare, education and
other social services) is vague. For example, the Open Society’s 2005 conference contained
broad recommendations such as “oil revenue should be distributed on the basis of equity,
justice, and development for all” (The Open Society Institute 2005). This ambiguity
highlights a need for refinement to ensure that, in practice, spending is controlled and meets
its on-paper objectives.
Another striking discrepancy between social funds and NRFs is NRFs’ inattention to
encouraging public participation and developing social capital (Auty 2001). This deficiency is
closely related to the inattention to spending of revenues dispensed from the fund. NRFs
focus on setting resource revenues aside but do not, at their core, improve how revenues are
spent or involve citizens in that spending. Instituting social fund-like mechanisms to
complement natural resource funds has the potential to expand the influence of NRFs, and
to overcome the neglect of social capital’s importance for implementing reforms.
Other mechanisms created to oversee the distribution of revenues have similar deficiencies.
While some institutions have been created that attempt to improve the local effects of
natural resource monies, for the most part such institutions have not incorporated the
lessons learned from experience with social funds. One institution created in this vein is the
Niger Delta Development Commission. This commission was created to help allocate oil
money more effectively. However, its provisions are inadequate and do not foster social
capital. Moreover, the governing board, far from being insulated from political influence,
and attracting skilled staff with good pay as do social funds, is appointed by Nigeria’s
president – and explicitly omits civil society (Gary and Karl 2003). When the President has
control over such mechanisms, they effectively provide no checks to abuse of power. Lastly,
it is largely dependent on contributions from MNCs independent of the taxes and royalties
these companies already pay to the government. This makes for an unstable institution that
has no funding certainty in the long term. Moreover, it does nothing to control how the
natural resource revenues that the government receives are spent.
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V.B.2.a.ii)

A Key Distinction and Its Implications for Adapting
Social Funds to Natural Resource Management

The context in which natural resource revenues must be managed is distinct from that in
which bilateral and multilateral aid monies must be managed. One of the criticisms of social
funds has been their primary accountability to donors rather than to the beneficiaries of the
funds (Dijkstra 2004). This limitation of social funds may be a strength when applied to
natural resource revenues. Oil funds incorporating social fund-like mechanisms would
possibly have an advantage in that unlike social funds, they would not depend on donor
funds, preferences, demands or expectations. This lack of donor pressure in resourcedependent states could, however, also be a liability in that no external entity would keep a
watchful eye on how funds are spent. This potential weakness, however, is likely to simply
magnify the importance of establishing tools to ensure genuine participation.
V.B.2.a.iii)

Discussion: Are Social Funds Relevant to Natural
Resource Funds?

As outlined above, natural resource revenue management can be informed by experience
with social funds. There are fundamental similarities in their broad objectives of risk
mitigation and development. Moreover, even where their goals do not appear to be aligned,
the broader goals of social funds target many of the problems that appear to be key
components in the “resource curse”. In addition, social funds are highly relevant to the
highlighted weaknesses of NRFs – in ensuring the details of fund dispersal are carefully
designed and drawing in civil society. Thus, mechanisms replicating some of the features of
social funds may bolster NRFs and ensure not only that resource revenues are taken out of
the hands of corrupt sovereigns, but that they are expended in a more productive way.
There is some indication that the corruption and conflict endemic in resource-rich countries
inhibits the successful application of decentralization policies (Jutting, Kauffmann et al.
2004). social funds, however, contain provisions that account for the institutional
weaknesses hindering other forms of decentralization. Hence, social funds help ensure that
decentralization is done in a productive manner when the institutional base is dysfunctional.
Functionally, social funds and natural resource funds may actually fill complementary roles.
Oil funds need to incorporate more accountability from the bottom, rather than just from
the top. Social funds provide a tested means to work toward increased accountability. In
addition, social funds are particularly appropriate where the public has very little confidence
in the existing governmental agencies – a common problem in resource-dependent
countries. Social funds, thus, provide a means to re-engage citizens with the government.
Moreover, in many resource rich countries, corruption at the central level is so severe that
even with significant leakage at the local level, diverting funds away from centralized control
may be an improvement.
V.B.2.b)

Discussion: How Do Social Funds Inform the Design and
Utilization of Natural Resource Funds?

Experience with social funds suggests numerous lessons and considerations for those
attempting to manage the distribution of resource revenues.
1

Swift disbursal of funds should not be a primary goal.

Utilizing funds rapidly was an original objective in social funds, in that they sought to
cushion the impact of structural adjustment as quickly as possible. Speed as a central goal,
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however, is not necessarily of interest for natural resource funds. In fact, NRFs set aside
funds for the future rather than encouraging quick outlays. More importantly, speed is
probably not as important as other objectives of NRFs, in particular transparency. Thus, if
oil funds do incorporate social-fund-like entities to facilitate accountable dispersal of funds,
this must be done with explicit acknowledgement that speed of dispersal should not be
prioritized over other goals.
2

Measured autonomy has potential

There has been general disagreement regarding whether oil funds should specify exactly the
percentage of disbursement to each sector or should allow for flexibility. Including social
fund-like mechanisms in the dispersal may be an intermediate solution that capitalizes on the
benefits of each of these extremes.
A shift towards autonomy in dispersal of resource revenues may seem counterintuitive in
resource-rich or –dependent countries. In these countries, concern about corruption seems
to counter arguments for discretion. Moreover, concern over separatist tendencies and need
for management of the macroeconomic impact of resource influxes seem to support central
control of revenues (International Monetary Fund 2004; The Open Society Institute 2005).
However, these concerns may actually support the use of mechanisms like social funds
which devolve control of the funds but retain some overlapping authority (Ahmad and
Mottu 2003). Combining front-end control with back-end discretion has potential to bind
the central government while increasing flexibility so that resource revenues go to their best
uses. Thus, social funds can decrease “grand corruption” and increase the responsiveness of
spending to needs, fostering innovative responses to local issues195. In other words, rules that
effectively funnel money away from kleptocrats and/or malfunctioning national governing
bodies and increase discretion and accountability at the grassroots may be a useful strategy.
Moreover, as opposed to forms of decentralization that funnel funds to regions lacking the
capacity to absorb massive influxes, social funds offer an alternative that can help build
capacity and accountability in the longer term while retaining some degree of oversight in the
short and medium term (Culverwell, Lee et al. 2002). The administrative set-up of social
funds may, thus, be a useful way to retain discretion in spending, so that the most pressing
needs are met, while controlling the funds adequately to minimize corruption.
3

Discretion should vary with each country’s circumstances.

As discussed above, for social funds to be beneficial in resource-dependent countries, the
corruption and inefficiencies related to centralized rent-seeking must outweigh the
externalities and lost efficiency196 that arise when spending is not centralized. Thus, as
Klitgaard (1991) recommends, the degree of independence and decentralization should vary
with the informational asymmetries and economies of scale in a country. In resource-rich
countries where there is a large disconnect between communities and their central
government, where communities are heterogeneous, or where grand corruption is
entrenched, the benefits of supplementing a NRF with a social fund-like mechanism are

195 This last point is drawn from Shah (1996), who also notes that “Developing … economies are more
centralized than industrial countries were in their early stages…” While this does not definitively support
decentralization, in suggests that devolution of fiscal control is worth considering.
196

Assuming there are increasing returns to scale, centralized dispersal is more efficient.
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likely to be larger, as these factors reduce the benefits that can be reaped from economies of
scale in the public sector and suggest large information asymmetries.
4

Autonomy needs to be balanced with precise rules.

The autonomy enjoyed by social funds and similar mechanisms, like semi-autonomous
revenue authorities, needs to be balanced with defined rules. Some of the rules that appear
particularly important to the success of social funds include the following:

5

x

To safeguard the flexibility of such entities, their authority should be based on
legislative approval (Taliercio 2004).

x

The exemptions from civil service and procurement regulations are key to their
efficacy and must be part of their authorization.

x

The managers of these bodies should rotate to lessen the chances for capture.

x

The possible uses of the funds should be clearly defined ex ante.

x

The relationship between the bodies administering resource funds must have a
clearly defined relationship with existing line agencies. Moreover, this relationship
must be designed to maximize the impact of revenue distribution on norms within
these line agencies. Accordingly, committees managing natural revenue expenditures
should seriously consider drawing line agencies into implementation. However, this
coordination should not compromise the committee’s autonomy.
The public should be drawn into the management of revenues.

The demand-driven nature of social funds, while problematic in some respects, is promising
with regard to management of NRFs, as involving the public is essential to transform the
country to one with accountable government. To involve the public properly, however,
public education and support is critical. In addition, when considering promoting civil
society development, cost-matching provisions may be appropriate to increase local
involvement. However, if inequality is a large concern, this cost-matching should be adjusted
according to ability to pay. Given the administrative burden implied by having this level of
information about communities, cost matching should only be instituted where appropriate.

V.C)

Synthesis & Analysis of Mechanisms to Mitigate the Curse197:
Accountability, commitment & credibility

The above inquiry provides much fodder to aid the analysis of which policies are most likely
to help countries sidestep the various pitfalls that can lead to the “resource curse”. In this
section, I synthesize the policy lessons learned in Sections I to IV by identifying the essential
elements of the promising policy options that can serve as the basis for contingent guidelines
for targeting the curse’s antecedents.
In creating a framework to discern the integral pieces needed for progress, I proceed with
the goal of identifying policy components that are both relatively robust to the many

197

While many aspects of resource extraction– such as in the allocation of contracts to MNCs– are
problematic, this section is primarily concerned with the allocation of the money that does make it into the
government’s hands.
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pathologies discussed above and that are not specific to particular cases. For each of these
prioritized features of policy options, I then suggest some specific means of achieving them.
Before delving into specifics, it is necessary to lay out some of the broad considerations that
must frame this discussion. Any mechanism targeting the curse must take into account that
rent-seeking and weak institutions not only force policymakers to a second best198, but affect
both the feasibility of instituting policy options and the potency of the policy options
chosen. As Karl (1997) pointed out, the existing balance of economic and political power
crucially affects the implementation of reforms, as those seeking to lose from reforms will
block any reforms that threaten them.
This point clarifies that while there is no denying the importance of economic reforms in
broadening the economic base and stabilizing the society, institutional reform is essential for
such economic reforms to be carried out with integrity. In turn, however, altering the
political equilibrium is partially dependent on economic reforms (Lam and Wantchekon
2003; Robinson 2003). Thus, it is critical that any approach to helping countries avoid the
outcomes that have befallen other resource-dependent countries be composed of a
combination of these component policies.
Moreover, while governance is a crucial factor in averting the “curse”, improving governance
is an outcome we must aim for through other means. The crucial features of the most viable
mechanisms for achieving this outcome are those that realign incentives for citizens as well
as for those who should be representing citizens’ preferences within the government. For
the general populace, incentives need to be realigned such that productive activities and
investment have a higher expected benefit than rent-seeking activities (Auty 2000). For
government agents, incentives need to be aligned such that implementing the will of their
constituents has a higher expected benefit than rent-seeking activities. In other words, their
retention of power must depend on their responsiveness to their constituents. Given this
incentives framework for considering the key features, the following should be the key
components and considerations of the basket of policy options chosen.
One of the primary goals of any mechanism must be to realign incentives such that the costs
to policymakers of ignoring long-term and public objectives increase and the benefits of
making and abiding by commitments to these objectives rise. However, in a corrupt
equilibrium with a dearth of the inputs necessary for accountability, public servants expect to
be rewarded more for their corrupt ways that pay off in the short term.

198

In seeking to overcome the “resource curse”, we must be explicitly cognizant that our search is for a second
best. Given the high transaction costs, imperfect information and informational asymmetries, true economic
efficiency is unattainable. This point is important to bear in mind when developing policy options, as options
derived from pure economic theory often assume away the hurdles that are most defining in this context.
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Botswana’s Success
Botswana is often drawn on as a success story – an example of how to overcome the
deleterious incentives of resource revenues. While the conditions and policies that made
Botswana’s vitality possible are informative, however, the applicability of these lessons to
other countries appears limited.
Diamonds were discovered in Botswana in a major way in 1967, one year after
independence. Botswana’s diamond industry is dominated by the Debswana Company,
which is half owned by the government and half owned by DeBeers199. The government
has received roughly 50 percent of the industry’s revenues over the years, and has relied
on these revenues for over three quarters of its export revenue (Sarraf and Jiwanji 2001).
Unlike other resource-dependent economies, however, it has avoided the tell-tale signs
of the “curse”. It has been one the fastest growing economies in the world over the past
forty years and Transparency International ranked it as the least corrupt African country
– at the same level of perceived corruption as Taiwan, Uruguay and Qatar.
However, both the depth of its success and the replicability of these accomplishments
are in question. Firstly, this is because of the uniqueness of Botswana’s situation. Some
claim –although not without dissent– that this exceptionality stems from indigenous
institutions not being displaced during colonization and the exceptional leadership of
Botswana’s first President, Seretse Khama (Acemoglu, Johnson et al. 2003; Robinson
2003; Poteete and Gramajo 2005). Regardless of the veracity of these hypotheses, the
diamond market is significantly different from other natural resource markets. As
Dunning (2005) explains, “not only is the world diamond market significantly more
stable than the market for many mineral resources, but Botswana’s importance as a
diamond producer200 has given it unusual leverage over De Beers, as well as important
market power of its own.” This, coupled with the near monopoly power of DeBeers,
makes it difficult to replicate the successes in Botswana in countries dependent on
natural resources and industries that are less concentrated.
Secondly, Botswana’s success cannot be readily copied because many of the mechanisms
that are suggested to be its keys to avoiding the “curse” ” –including its use of a longterm planning framework and overseas reserves to control the deleterious effects of
resource revenue volatility on short-term spending– may more accurately be described as
outcomes dependent on deeper societal factors and linked to the singularity of Botswana’s
situation. Thus, while the IMF (2004) and others highlight the transparency, simplicity,
and prudence of tax legislation, of the accumulation and management of resource
revenue reserves, and of macroeconomic policy, these may actually be the products of
existing institutions more than mechanisms to be replicated.
Thirdly, Botswana’s experience may not be useful in helping other countries shape their
policies because this success is not unqualified. The degree of Botswana’s successes
depends on what outcomes one considers. In fact, its remarkable growth masks other
problems. Botswana has the third highest level of inequality in the world201, one of the
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DeBeers is, in turn, partially owned by Debswana (Evan-Zohar 2006).

200

In 2000, 80 percent of De Beers revenue came from Botswana (Evan-Zohar 2006).
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Botswana’s Success (continued)
world’s shortest life expectancies – estimated to be 33.7 years202, and high
unemployment203. The extractive sector has accounted for 10 percent or less of
employment over the past few decades, leaving 70 percent of the total labor force to toil
in agriculture (Sarraf and Jiwanji 2001). Moreover, recent appreciation throws into
contention whether Botswana has really avoided the Dutch disease (Iimi 2006).
Despite these indications that duplicating the factors that appear to have helped
Botswana will not provide a magic formula, there are lessons that do appear to be useful
for other countries. The key is trying to discern which factors supported Botswana’s
leaders’ in avoiding the temptation and political pressure that typically hamper other
resource-dependent countries. The National Development Plan appears to have been a
significant force. Once this plan, which determines public spending, is voted into force
by parliament, it is illegal to implement any additional public projects without going back
to parliament (Sarraf and Jiwanji 2001; Weinthal and Luong 2006).
Another contributing factor appears to have been the existence of a counterbalancing
economic interest, other than the dominant extractive industry, that has an interest in
minimized appreciation and strong institutions, and that helps shift the incentives to
which leaders respond. In Botswana the cattle ranching industry filled this role.
Moreover, because the political elite had a financial stake in the vitality of this sector, the
opportunity cost of rent-seeking and instability was higher than in other resourcedependent countries, and as a result public officials preferred strong institutions and
policies that curtailed appreciation (Acemoglu, Johnson et al. 2003; Robinson 2003;
Poteete and Gramajo 2005; Robinson and Parsons 2006).
Lastly, regional integration appears to have helped stayed Botswana’s economy and its
policies. Botswana’s currency –the Pula- has been linked to other currencies since
independence – first the South African Rand, then the dollar and then a basket of
currencies (Poteete and Gramajo 2005). This helped dampen currency appreciation,
Furthermore, its membership in the South African Customs Union restricted officials’
leeway to manipulate tariff policy (Poteete and Gramajo 2005).

This is largely because imperfect information clouds the electorate’s view of their
government. The public’s limited access to information about the performance of public
officials impedes the development of officials’ reputations, which typically serve as an
incentive for governments to follow through on commitments. Without reputation as a
feedback mechanism that reflects a politician’s credibility or quality, the costs to politicians
of not maximizing welfare are minimal.

201

In 2005, according to the Global Development Report.

202

In 2006, according the CIA World Factbook.

203

Officially, almost one quarter of all adults is unemployed, but unofficial estimates place unemployment
closer to 40% (CIA 2005).
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Moreover, the political economy surrounding the extractive sector makes incentive schemes
that would be optimal under other conditions unworkable. Forces that, in a healthy society,
raise the costs of not making and sticking to long-term commitments – or increase the
expected benefits of doing so – are lacking. In societies with strong institutions,
commitments are enforced by numerous entities, including civil society with an access to
timely and accurate information, a viable press that is free, and checks and balances provided
by –inter alia- an independent judiciary and political competition (Collier and Hoeffler 2005;
Deacon and Mueller 2005; Lederman, Loayza et al. 2005). Unfortunately, as Collier and
Hoeffler note, these are the same protective factors undermined by natural resources.
Instability and uncertainty raise the discount rate and reduce the expected payoff for making
and sticking to long-term commitments. Moreover, the weakness of institutions means that
they do not bind public officials – in other words, they do not impose meaningful costs on
them for not making commitments.
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Time Inconsistency
Time inconsistency exists when an actor or decision-maker has divergent ex post and ex ante
incentives. The result is a credibility problem, as those affected by the policy or actions of
the decision-makers are aware of the ex post incentive. Hence, they act on the expectation
that the ex post incentive drives the decision-maker. For example, a government may know
that to encourage capital investment, it should not overly tax capital. However, those
considering purchasing capital know that once capital is purchased, the government will
want to tax the capital. Without some sort of commitment mechanism, then, a sub-optimal
amount of capital will be purchased due to the private expectation that capital will be taxed
highly – a suboptimal outcome for those wishing to purchase capital, and for the
government.
How does time inconsistency and self-control relate to the “resource curse”?
Time inconsistency arises in resource rich environments. When governments want to entice
private companies into investing in resource-rich countries, the governments seek to ensure
these companies that expropriation will not occur, and that contracts will be honored. Once
the companies are committed, however – and especially given the long-term nature of such
commitments in the minerals sector, the governments in the resource-rich countries have an
incentive to (and, in practice often do), tilt the terms of contracts in favor of the countries
through increased taxes or royalties. The uncertainty of contract terms is further multiplied
because political instability increases the risk of the government not honoring commitments.
Similarly, deciding when revenues should be added to NRFs and when those funds should
be drawn down is partially a time inconsistency problem. The initiators of such funds may
prefer to use these mechanisms to create stability or to diversify the economy; however,
without a commitment mechanism, when short-term crises arise, political officials are likely
to draw down these funds in a manner inconsistent with their a priori preferences. Moreover,
when the government changes hands, time inconsistency is multiplied, as there are few
incentives for future governments to adhere to the commitments made by previous
administrations (Crane 2003).
Time inconsistency, however, is not necessarily the primary concern with respect to the
“resource curse”. Rather, the corruption and rent-seeking associated with the “curse”, as
argued above, are the primary concerns. Although time inconsistency is distinct from the
corruption and mismanagement associated with the “resource curse”, it does magnify the
detrimental incentives in an extractive economy – as both impel decision-makers to make
choices that are, in the long-run, not Pareto optimal.

V.C.1)

Binding the future self: Making and following rules

For individuals who succumb to the draw of short-term rewards at the expense of their
long-term desires, the theory of self-control posits that individuals may rationally decide to
restrict their freedom and create outside transparency controls to overcome the pull of these
short-term rewards (Schelling 1984). Time inconsistency, corruption, and rent seeking call
for similar elixirs. Just as self-control theory seeks to bind a future self to the current self’s
preference, one of the primary objectives of mechanisms aimed at corruption and time
inconsistency is to incentivize future adherence to the rules of a mechanism chosen today.
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V.C.1.a)

Rules

The first component of such instruments is the rules themselves. While most of the
literature on rules focuses on monetary policy and insulating economies from volatility,
rather than from corruption, there is no reason to not apply the rules used for monetary
policy in other realms. In fact, it is precisely in the situations of concern in this document –
where corruption is a problem, policy is inconsistent over time, and it is difficult to observe
officials performance, that it is necessary to constrain officials’ actions through rules rather
than through other means. When rewarding desired behavior itself is difficult –due to
imperfect information, such constraints can decrease the attractiveness of corrupt behavior
and therefore incentivize actions that are more in line with welfare maximization. As
Holmstrom and Milgrom (1991) state:
“… incentives for a task can be provided in two ways: either the task
itself can be rewarded or the marginal opportunity cost for the task can
be lowered by removing or reducing the incentives on competing tasks.
Constraints are substitutes for performance incentives and are extensively
used when it is hard to assess the performance of the agent.”
Rules lay the foundation for reducing the discretion of officials to not follow through on
preannounced objectives (Baunsgaard 2003). Moreover, it is precisely this reduced discretion
that is necessary to rein in corruption204. Reduced discretion, in turn, increases the credibility
of the policy framework and ultimately has the potential to contribute to stability and
growth.
Rules, however, must be implemented with particular characteristics to be useful. For one,
especially in countries where formal rules are prone to diverge widely from reality, the rules
must be clear and enforceable. The more unambiguous rules are, the easier it is for officials
to be held to them. When clear pre-defined rules do not exist, it is difficult to hold
decisionmakers accountable, as there is nothing to point to as a black and white line that
they have crossed. Given this, numerical targets and rules seem to be better than procedural
rules, as they may be easier to monitor (International Monetary Fund 2003). In fact, one
inquiry into the use of budget stabilization funds, which exist in almost all the U.S. states,
finds that states with stringent deposit and withdrawal rules” have larger funds that are
“more effective in reducing the volatility of social sector expenditures” (Gonzalez and
Paqueo 2003).
V.C.1.b)

Sanctioning Deviation from Rules

Rules must also be reinforced to ensure they are more than unheeded formalities. As Crane
(2003) points out, putting rules in a country’s constitution is not enough: many countries
have had as many constitutions as they have had administrations. Rules are inconsequential
without incentives to abide by these rules. Thus, in addition to clarity, for rules to be
meaningful, there must be penalties for deviating from them.

204 In fact, Glaeser and Goldin (2004) make a convincing case that the decline of corruption in the U.S came
about when rules replaced discretion.
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V.C.1.b.i)

Fostering free flow of information

Only if governments are monitored to ensure the rules are implemented and obeyed will the
costs of not following rules outweigh the expected benefits. Thus, the first key ingredient to
ensure there are consequences for deviating from rules is observability. Rules must be
accompanied by transparency, which allows people to judge that the rules exist and whether
they are being followed, and thus to penalize deviation from these commitments.
While many experts suggest “transparency” as the antidote to the past problems related to
the development of natural resources, this suggestion often sidesteps why transparency is
needed. The crux of the need for transparency is a need to promote a free flow of
information to foster more equitable power relations within countries that are or become
dependent on natural resources. As discussed in Section V.A.2, transparency gives
constituents ammunition to increase the costs to politicians of not making and following
through on welfare-maximizing commitments.
For this increased openness to be meaningful there must be high quality information to
convey. The information that is made available must help the public and officials judge the
government’s performance. This must include information that highlights the longer-term
repercussions of current decisions. In this light, the development of medium-term
expenditure frameworks (MTEFs) can force governmental officials and their constituents to
take into account the implications of their short-term fiscal decisions (Barnett and Ossowski
2003; Hameed 2005; The World Bank 2005). Similarly, developing and maintaining a balance
sheet that takes into account all government sources of revenue, all demands on this money
and the projections for this income over the long term can raise awareness of the
implications of decisions. In addition, ensuring that the risks and uncertainties in the budget
are clearly stated, and that the measures taken to protect the budget against these
uncertainties be included can help guard against myopia (International Monetary Fund
2004).
V.C.1.b.ii)

Civil Society

Observability must be complemented with meaningful public participation to achieve
accountability. Without efforts supporting the public’s capacity to monitor, judge the
accuracy and significance of, and act on this information, transparency is insufficient to
improve governance. Ensuring that civil society is involved in monitoring in a meaningful
way likely requires informational campaigns. Civil society must be educated to be able to
judiciously monitor the released information, and to take into account long- and short-term
needs, commitments, and constraints.
Moreover, organized groups must emerge if transparency is to have any effect. Such
organization, however, is particularly difficult given distributive conflicts, delayed
industrialization, and that the groups most likely to organize are also those most likely to
support the oil industry (Karl 1997; Bardhan 2005). Thus, whatever basket of policies are
chosen, they must create added incentives for coordination to help the poor solve their
collective action problem (Robinson 2003)
The key is likely to be a mechanism that involves civil society in more active roles than the
“consultation” types of participation often called on. While consultation is important, it fails
to truly involve people in operations fundamental to the success and functioning of the
government, such as managing resource revenues. While creating citizens advisory councils
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or inviting public comment has been suggested to increase public involvement and are
important steps, such changes are typically inadequate to overcome citizens’ baseline distrust
of the government in resource-dependent countries.
In contrast to participatory mechanisms with only civil society consultation, social fund-like
mechanisms are particularly attractive, as they provide visible incentives for participation and
involve lower levels of government and the people themselves in utilizing these revenues
while simultaneously serving as a check on centralized rent-seeking and corruption.
V.C.1.b.iii)

Separation of Powers

As discussed in Section V.B above, stimulating competition between different government
agencies can also increase accountability and sanction agents who are not acting according to
their principals’ wishes (Keohane 2002). Traditional checks and balances play this role to
some extent in countries with stable institutions, with the existence of numerous decisionmakers ensuring that pressure to keep officials accountable comes not just from below or
above, but from many different angles, increasing the credibility of those in power (Keefer
and Knack 2002). Persson et al (1997) explain that the power of checks and balances comes
from creating conflicts of interest between different bodies of government while also
requiring them to agree on policy.
However, traditional checks and balances are feeble in the countries of interest. The
weakness of parliamentary institutions, in particular, has been pointed to as fostering
corruption in many developing countries, while strengthening parliamentary oversight –
partially because parliament has an interest in long-run considerations– has been highlighted
as integral to accountability (Eifert, Gelb et al. 2003; Schneider and Heredia 2003; Tsalik
2003; Lederman, Loayza et al. 2005; The Open Society Institute 2005). Legislative bodies,
however, are not necessarily the key; rather, the restraint and oversight parliaments often
exercise over executives in many governments constitute the basic factor.
V.C.1.b.iii.i)

Independent oversight

The weakness of more traditional checks and balances in these countries suggests another
way to increase the costs of reneging on commitments: the creation of independent and
insulated oversight bodies committed to long-term development goals (Collier and Gunning
1999; Weinthal and Luong 2006). Technocratic decisions relating to the management and
distribution of resource revenues should be left to entities that can check executive power
while also being insulated from political influence and “normal” political processes –and
have been pointed to as one of the ingredients allowing Botswana to fare better than other
resource-dependent countries (Clemente, Faris et al. 2002; International Monetary Fund
2005; Weinthal and Luong 2006). Ensuring that bureaucratic or administrative elites
responsible for managing and dispersing resource revenues are clearly separated from
politicians can increase the commitment of these entities to long-term goals, separate the
decisions they make from short-term political tides, and strengthen transparency - as
information coming from them is more credible (Collier, Elliott et al. 2003; Schneider and
Heredia 2003). This is particularly appropriate when accountability and feedback
mechanisms are weak, including due to a poorly informed electorate and obscured and
delayed information on the quality of decisions (Maskin and Tirole 2004).
Such independent centers of authority are essential to the functionality of any of the
mechanisms discussed above, including both NRFs and bodies tasked with distributing

115

resource revenues. However, and despite the information available on how to design funds,
the preponderance of NRFs are compromised in this respect. Even some of the newest
NRFs – those with access to the latest information, such as those in Azerbaijan and
Kazakhstan, lack supervisory councils that have the independence and authority necessary to
ensure that they play a meaningful role in improving the government of natural resource
revenues (Tsalik 2003). Without provisions for such bodies, NRFs can be futile or
detrimental, as discussed in Section V.A.2.
Moreover, to lengthen the time horizon of policymakers, the relevant mechanisms must, as
discussed in relation to direct distribution, be anchored in forces that do not fluctuate with
the political cycle. Thus, to secure this end, any entities managing and distributing resource
revenues should have terms that do not coincide with political turnover. In addition, to
facilitate the incentive for the leaders of these bodies to plan for the long-term, some of the
relevant bureaucrats should have relatively lengthy tenures.
In addition, ensuring that these oversight bodies are transparent and have a clear single
objective can reduce the opportunities for political influences to creep in. Just as
unambiguous rules are easier to hold officials accountable to, clear objective within these
bodies facilitate accountability. Furthermore, when there is a conflict among objectives, it
may be best to create separate oversight bodies, each of which is clearly responsible for one
of these objectives (Holmstrom and Milgrom 1991). For example, the managers of NRFs
tasked with using NRFs to stabilize the influx of money into the domestic economy should
be separated from any body decided how –not how much- to disperse funds.
V.C.1.b.iv)

The Tradeoffs

Rules and accountability, predictably, come with a cost: reduced flexibility to respond to
unexpected incidents. As Wyplosz (2005) argues, the
“need for combining long-run fiscal discipline and short-term
flexibility is an inherently difficult exercise. The natural tendency has
been to establish fences, in the form of quantitative ceilings and rules.
The problem with fences is that, to be effective, they have to be rigid.
In normal times, fences can be set so as to leave a reasonable degree
of flexibility but circumstances stubbornly tend to be unusual …”
Thus, while reducing discretion in corrupt environments is highly desirable – reducing it too
much can increase the marginal costs of compliance too much and thus raise the chances
that officials will circumvent the rules. What is more, reducing flexibility too much reduces
the ability of competent and dedicated policymakers to exercise good judgment and deliver
an adequate mix of restraint and flexibility in an effort to follow through on their
commitments (Keefer and Knack 2002).
The most desirable rules, thus, allow policymakers to use their judgment while shielding
them from the temptation and pressures that are part of political life (Wyplosz 2005). This
delicate balance, however, is difficult to achieve. Where the institutions restraining
corruption are deficient, instituting rules along with mechanisms to support accountability
should be preferred over flexibility. In later stages, where the institutions supporting
accountability are better established, more discretion can be added where appropriate.
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V.C.2)

Applying this to resource revenue management

Thus, in essence, the key objectives of any basket of policies must be to reduce discretion
and opacity and increase accountability without eliminating flexibility. Simultaneously, the
policies must not assume away the barriers to implementation that exist by “asking a weakly
institutionalized state to employ capacities that it has not yet developed …” (Weinthal and
Luong 2006).
Considering these objectives in light of the mechanisms discussed above, and acknowledging
that the specifics of these mechanisms will necessarily vary according to context, it appears
that the mechanisms best suited to targeting corruption are those that simultaneously: (1)
transfer power to the masses; (2) increase the capacity of the electorate to monitor; and, (3)
decrease the discretion of the existing central government – and in particular of the
executive. For countries with weak institutions –our primary concern in resource-dependent
countries– in the initial stages of institutional development, channeling revenues away from
the central government holds promise in accomplishing all three of these objectives.
Prioritizing accountability does not mean that macroeconomic reforms are immaterial, but
that economic reforms are less likely to be observed and are more likely to be undercut by
rent-seeking activities without reforms prioritizing accountability. While NRFs hold great
promise when carefully designed, implemented, and managed – their central design is
targeted at macroeconomic problems.
The dispensation of revenues from these funds, in contrast, has the potential to
fundamentally reshape the relationship between the electorate and its government. Whether
these revenues should be channeled directly to citizens or to social fund-like mechanisms
depends on which of these options supports, and is supported by, other means of
overcoming the resource curse. While none of these tools is a stand-alone, social fund-like
mechanisms may hold the most potential to support the development of the inputs
necessary to achieve accountability, support the administrative capacity of government
bodies, help fill the gaps left by the capital market failures in these countries, allow for
flexibility in responding to local-level needs, and –in the long-term— decrease corruption
and strengthen institutions.
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VI)
Progressing Toward These Options
A few countries may embrace recommendations regarding resource revenue management.
Sadly, these are not likely to be the countries most in need of advice. However, the
ubiquitous involvement of private interests from outside the country in resource extraction,
as well as the common involvement of international financial institutions in funding
infrastructure related to the build up of the extractive industry, results in a unique
environment where external actors have significant influence. While internal and external
actors’ concerns clearly differ, some of these external actors’ interests do align with the
interests of the populace of the country. Thus, for the countries entrenched in a corrupt
system, non-state actors are likely to be very important in moving towards a less corrupt
equilibrium. Thus, in this section I seek to ascertain:
x

Who can influence the implementation of relevant policies;

x

How external actors’ interests align with the interests of the citizens of the countries in
question; and

x

What incentives and routes of influence are available to state and non-state actors
seeking to encourage the implementation of these policies.

I first discuss why implementation of mechanisms targeted at altering the political balance in
these countries is difficult. I than delve into the non-state actors’ interests and power to
effect change in these countries, focusing on the tools of influence available to international
financial institutions (IFIs), NGOs, governmental institutions, governmental leaders,
corporations, and investors.
In particular, I focus on the interest of private actors. This includes a revisit of the empirical
analysis to explore the implications of the relationship between risk, governance, and
resource dependence on private sector involvement. This analysis seeks to explore the
implications of the analysis above for the incentives private actors may have to act to change
the current equilibrium.
Overall, this investigation seeks to discern whether the involvement of these non-state
actors205 is likely to have a preponderance of unintended negative consequences or catalyze
positive changes within the affected countries.

VI.A)

Domestic Resistance to Reforms

Implementation of the mechanisms discussed above in Section V is hindered by large
discrepancies in the distribution of costs, benefits, and means of effecting change. The very
existence of the problems that these reforms are aimed at –rent-seeking and corruption– also
increase the difficulty of reform, as those who are in the position to implement changes are
also those who fear the loss of political power, and are therefore the most likely to act to
block changes that limit their access and power (Karl 1997; Acemoglu and Robinson 2000).
When benefits are diffuse and uncertain and costs are concentrated and observable,
changing the status quo is very difficult (Olson 1965). Unfortunately, this is precisely the
205

As with the mechanisms discussed above, the strategies discussed below are not necessarily mutually
exclusive – and many of them are likely to be more successful when combined with actions taken by other
groups.
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situation faced in countries with significant resource wealth. The economic and political elite
perceive these changes to decrease their flexibility, diminish their power, and reduce any
monetary benefits they receive as a direct or indirect result of resource revenues. In contrast,
a skeptical public distrusts that any changes will benefit them. As with any public goods with
private costs, the sum of the benefits the public receives is much greater than the sum of the
costs to the elite. However, on a per capita basis, the costs to individuals in the elite are
much larger than the expected benefits to the masses.
Further, the imbalance of costs and benefits is magnified by the imbalance in power.
Bringing about policy reform is also likely to be difficult precisely because the potential
“losers” of these changes are in a position to call for changes, while the potential winners
have little leverage. As a result, the elite are likely to act to block changes, while the general
public is both ill-equipped and relatively unmotivated to work to bring about reforms that
support the public good.
Moreover, effecting change is hindered by uncertainty. While the status quo is certain, any
change brings with it uncertainty and transaction costs. Because the distribution of gains
from reform are particularly uncertain, even changes that would result in Pareto
improvements often do not have adequate support within the affected countries (Fernandez
and Rodrik 1991).
Some simple levers exist to decrease the expected losses to those currently in power. For
example, mechanisms can be brought about through rules that have a time lag. This
increases their appeal to current governments. However, such tools beg larger question of
how to arrive at the juncture where sufficient pressure exists to bring about such rules,
assumes that a timely turnover of power is expected, and does not address how to ensure
such rules are not simply repealed by this future government.

VI.B)

External Pressure

These internal forces resisting reform, however, are only one segment of the array of
influences affecting whether the existing equilibrium can be overcome. The ubiquitous
involvement of foreign private interests in resource extraction, as well as the common
involvement of international financial institutions in funding infrastructure related to the
build up of the extractive industry, results in a unique environment where external actors
have significant influence.
Moreover, a variety of stakeholders –public and private– have interests in increasing the
stability of the affected countries. The costs instability inflicts on these actors may translate
into support for the mechanisms discussed above, as increasing the economic and political
vitality in these countries is likely to also be beneficial to the interests of international and
foreign actors. The welfare of resource wealthy countries, thus, may be supported by actions
taken by these non-state actors to protect their own interests.

VI.B.1)

Private Interests

VI.B.1.a)

Multinational Corporations & Their Shareholders

Given that strengthening public sector institutions and developing a sense of public
ownership of these governance changes is a slow process, the private sector is one of the few
arenas that holds the promise of change in the near-term. This section details the ways in
which companies and their investors can change the status quo, why they may seek to do so,
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and possible barriers and limitations to companies’ and investors’ capabilities and incentives
to change current practices.
VI.B.1.a.i)

Why investors -and the companies in which they
invest- have an interest in contributing to stability in
these countries

Extractive-sector industries are potentially lucrative investments. However, investing in this
sector entails distinct risks, as the political and economic environments concomitant with
resource-dependence create a precarious environment for private interests. These problems
destabilize these countries and endanger both extractive-sector companies’ assets and their
contracts with these countries, as when a country is not stable, its government can’t
predictably enforce the policies and laws key to profitability (Bohn and Deacon 1997). Thus,
these risks and uncertainty lead to a self-interested concern about the stability of these
countries: companies and those supporting them have an interest in ensuring companies do
not take on undue risks, and that they minimize their vulnerability to these risks.
The risks affecting extractive economies discussed above –macroeconomic, international
economic, and political– in addition to straining governments, affect the profitability of
investments in the extractive sector. The diversity and volatility of factors affecting
international trade, including price volatility, hinder the accurate prediction of projects’
profitability. All of the symptoms of the Dutch disease, if not mitigated, leave extractivesector companies operating in increasingly unstable economic and social environments.
Political unrest and rent-seeking increase the likelihood of shocks, government changes, and
political upheavals and, in turn, endanger both the day-to-day operations and long-term
profitability of companies operating in these environments.
Thus, the business case for improved risk management ultimately rests on uncertainty – the
need to protect against all of these categories of risk diverts resources from their most
productive use and reduces profitability. It is in MNCs’ interests to work to decrease the
probability of large downside risks and increase the legal certainty in their operating
environments.
While not all companies operating in these countries acknowledge the role that resource
revenues can play in exacerbating instability, they certainly recognize the importance such
instability has on their operations. Political risk is a significant concern to companies, as can
be demonstrated by the results of a survey carried out by the World Bank that found that:
“Policy-related risks dominate the concerns of firms in developing
countries. Uncertainty about the content and implementation of
government policies is the top-rated concern, with other significant risks
including macroeconomic instability, arbitrary regulation, and weak
protection of property rights. … The policy-related costs shouldered by
firms can also be substantial, and make many potential investment
opportunities unprofitable” (The World Bank Group 2005).
Hence, MNCs have an interest in the institutional base in the countries in which they
operate. The strength and viability of government institutions, the rule of law, government
accountability, and government corruption all affect the investment environment and, in
turn, the cost of doing business in these countries, as well as the performance and volatility
of investments.
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Of the many threats to profitability that can arise in these situations, corruption is among the
most hazardous. Corruption is nurtured by opacity. While this opacity benefits some
extractive-sector companies in the short-term, as it allows them to gain access through
corrupt means, in the long-term these practices can endanger assets, reputation, and profits,
as it allows corruption to establish itself and to persist and puts companies in a situation
where they must divert resources to seeking political capital. While the resultant direct and
indirect costs are clearly of concern to MNCs, as Kurtzman and Yago (2004) explain, opacity
is also a threat because it impedes the accuracy of a company’s assessments of long-term risk
and return.
With regard to the corruption that this opacity propagates, many surveys have found that

Empirical Analysis Revisited
The empirical analysis in Section IV supports the need for private actors to act to reduce the
risks they face in the extractive sector. The country-level volatility focused on in that analysis
is closely related, both theoretically and empirically206, to the volatility private industry must
weather. When a country is not stable, its government can’t predictably enforce the policies
and laws key to profitability (Bohn and Deacon 1997). Thus, the above investigation of
country risks has direct implications for the risks faced by private industry: factors affecting
the stability of a country affect the performance of investments in companies operating in
that country.
The empirical results demonstrate convincingly that the business climate is worse in
countries with weak governance institutions. Ample resources coupled with poor
governance is not an invitation to investment. When our empirical results are considered
with previous analyses, the results suggest that investors need to be particularly aware of the
quality of companies’ risk management policies when these companies are invested in
countries with large extractive-sector industries, especially those that also have weak
institutions. When public sector institutions in the countries of operation are corrupt or
weak, companies are operating in environments that are both more unstable and less
protective of companies’ assets.
corruption and uncertainty about the enforcement of rules are among business’s primary
concerns207 and that nearly three quarters of those surveyed in the oil and gas sector believe
these pose a material risk to business (Brunetti, Kisunko et al. 1997; Friends Ivory & Sime
2002). These concerns stem from the costs these issues impose on companies. In particular,
“…fraudulent transactions, bribery, legal and regulatory complexity, and
unenforceable contracts – represent the real costs to business. These
risks interfere with commerce, add to costs, slow growth and make the
future even more difficult to predict…” (Kurtzman, Yago et al. 2004)

206 Countries rated as having the highest composite risk as indicated by ICRG also have the highest equity
return volatility (Erb, Harvey et al 1996).
207 Corruption was perceived as one of the top three concerns in all regions of developing countries, except for
Asia.
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Thus, even if companies gain access to governments by accepting opacity and corruption,
the amount spent on seeking political capital may well, over the long-term and in the many
countries in which these firms are invested significantly reduce the profitability of these
ventures.
Not only do these issues cause concern, but the empirical relationships between governance,
corruption, and costs of conducting business show that these concerns are well-founded.
Transparency International’s corruption rankings show that the cost of starting a business
increases with corruption and that corruption lowers the productivity of infrastructure
expenditures (Desai and Pradhan 2005; Transparency International 2005). According to the
World Economic Forum’s Growth Competitiveness Index, corruption and bureaucracy were
cited as the factors most constraining to business development in emerging countries
(Kaufmann 2005). A survey of large transnational corporations demonstrates that political
risk and corruption cost firms 8-10% in total corporate returns and $24 billion in lost
revenue in 1998 (Merchant International Group 1999). In fact, the World Bank estimates
that over $1 trillion is paid in bribes each year. All of this effects the profitability and value of
companies in these environments: empirical evidence suggests that corruption significantly
effects shareholder value (Lee and Ng 2004).
Moreover, the outright costs of corruption are only a portion of the total. The bureaucratic
delays and inefficiency engendered by ineffective and corrupt systems increase the costs of
operation. Instability generates the need for additional expenditures protecting assets.
Planning in an environment characterized by uncertainty is considerably more costly than
one where contracts and regulations are enforced with much greater certainty, and diverts
company resources away from more productive activities.
In particular, political risks are closely linked to many operational risks. Underlying social and
political unrest ultimately increases the risks to operations. Political and social unrest can
endanger personnel as well as the integrity of the physical capital and of the supply chain;
this creates costs when pipelines or pumping stations are attacked, reduces production from
these facilities, and increases the costs of protecting human and capital assets, all of which
can in turn make a project unprofitable. As one example, internal unrest in Nigeria has
effects that cascade throughout the world: a two-month uprising in the Niger Delta in 2006
reduced exports from that country by 20 percent (Petroleum Economist 2006). Moreover,
the extractive sector industry is especially vulnerable to these risks due to its reliance on
physical infrastructure, its asset specificity and the large sunk-costs incurred in developing in
a certain locale.
Furthermore, even without the realization of political risks or of threats against the
infrastructure supporting extractive industries, the costs of smaller-scale interruptions in
operations -and of monitoring and securing against these interruptions- add up quickly.
Substantial costs are incurred attempting to provide security for companies’ assets and to
deter vandalism. Thus, even when full-scale expropriation or changes in the national
government do not materialize, the political setting and uncertainty require capital outlays
that significantly increase the costs of operation. In Nigeria, for example, not only are
companies’ assets endangered by the prospect of large-scale instability, but they face many
costs due to smaller-scale incidents and risks. For instance, oil thieves siphon off large
amounts of oil – estimated at up to 80,000 barrels per day. According to Nigerian officials,
such thefts cost Nigeria $5.8 billion in 2003 alone (Energy Compass 2005).
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Corruption also increases transaction costs, including the costs of enforcing contracts – even
in the absence of outright expropriation (Lee and Ng 2004; Uhlenbruck, Rodriguez et al.
2005). These costs can be seen by comparing the costs of enforcing contracts in countries
considered more and less corrupt. While there are confounding factors, including income,
the World Bank estimated that enforcing contracts costs $2,042 in Jakarta, Indonesia -ranked
140th in Transparency International’s 2005 ratings- versus $1300 in Seoul, Korea – rated 42nd
in Transparency International’s ratings. (The World Bank Group and The International
Finance Corporation 2005; Transparency International 2005).
The increased expected costs of doing business, as well as the uncertainty about large-scale
disruptions and about how laws and policies will be implemented and interpreted, not only
can increase operating and contracting costs, but also affect business decisions regarding
whether to enter a country and which projects to undertake. Less foreign direct investment
enters a countries with higher levels of corruption or weaker governance (Mauro 1997;
Hellman, Jones et al. 2002; Klitgaard, Fedderke et al. 2005). In fact, corruption deters
investment so much that “An increase in the corruption level from that of Singapore to that
of Mexico is equivalent to raising the tax rate by over twenty percentage points” (Wei 2000).
What is more, even companies that do invest take on too few projects relative to what would
be optimal if risk were reduced (Desai and Pradhan 2005). As a result, some projects, which
would be undertaken in a less corrupt environment, are not initiated. Thus, political
instability and corruption prevent a company’s resources from being allocated such that
return on investment and shareholder value are maximized (Frynas and Mellahi 2003).
Beyond this straightforward business case for improved risk management, changing public
perception has resulted in an additional financial reason for proactive management of longterm political risks: reputational risk. First, the fallout related to scandals such as the Riggs
Bank accounts set up by the ruler of Equatorial Guinea and social unrest in Nigeria has
increased public scrutiny of the industry (Global Witness 2004). The result is that public
reaction threatens to essentially magnify the underlying risks. Second, employees are
increasingly demanding that companies address many concerns that fall within this broad
range of political risks. Combined with a long-term need for access to human capital,
employee concerns are yet another pressure forcing what were previously considered to be
“peripheral social concerns” into the core set of consideration that affect the operation of
the company (Banks 2003). Third, the industry is facing increasing pressure as the finance
sector is compelled to increasingly consider borrowers’ actions and policies related to these
“intangibles”. Altogether, companies cannot ignore the building pressure: according to
Standard and Poor’s, company’s relationships with "non-financial stakeholders should be
integrated into standard credit ratings, as they constitute financial risks” (Dallas 2004).
For non-renewable natural resources, the import of these risks is further magnified by the
long time lag between searching for significant deposits, the development of those deposits,
and the production phase. These lags increase the probability that the initial investment
conditions will change significantly during the life of the investment. This is particularly of
concern given that the security of investors’ capital and property rights in these countries
often depends on companies staying “in” with the group in power, and on that particular
group staying in power (Olson 1993).
Moreover, this lag coupled with the capital intensive nature of extractive industries can
effectively result in companies becoming captives in the countries in which they have
invested. The resource sector requires large up-front investments that are only productive in
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the long-term. Moreover, MNCs take the risks and bear the up-front costs, only recovering
their costs when production starts. This creates a situation where the company that has
invested large sums into developing the resource both loses its bargaining power as it
establishes facilities and is reliant on stability in the country of operation, and on the
goodwill of those in power. The country’s government, aware of the sunk costs incurred by
the investing company, may consequently be tempted to expropriate private assets, increase
royalties and taxes, or otherwise change the terms of the contracts between the government
and the MNC.
In essence, because companies incur high sunk costs and because the infrastructure and the
resources themselves cannot simply be moved to another country if instability arises, the
“obsolescing bargain” comes into play (Vernon 1971). In the early stages of a project, home
country governments have the incentive to commit to stability and reasonable taxes and
royalties to induce multinationals to enter. Once the companies are committed and have
significant assets that are not transferable, governments’ time inconsistent preferences are
revealed: they now have incentives to increase taxes, confiscate property, and otherwise
change the business conditions of operating within that country.208 This risk is displayed by
Venezuela’s decision in the spring of 2005 to renegotiate 32 operating agreements with
foreign firms seven years before the existing contracts were set to expire, by Bolivia’s abrupt
increase in taxes on foreign energy companies – adding a 32 percent tax to existing royalties,
and by Chad’s August 2006 demands for more taxes from Chevron and Petronas.
Another motive contributing to companies’ desire to take action to reduce risks is that if
they proactively take steps to decrease their vulnerability to and role in these risks, they can
shape the emerging corporate governance paradigm. If companies play an active role in
influencing the norms that are developing, these emergent standards are more likely to meet
companies’ needs and minimize the costs required to meet them. In contrast, if these
companies delay, corporate governance and/or disclosure constraints are likely to be
imposed upon them by governments, or by formal or informal global institutions or
associations. This, however, exposes companies to the risk that the result will be overlyburdensome or costly without addressing their key concerns.
All of these factors suggest that it is in companies’ –and their investors’– interest to exert a
stabilizing influence in their countries of operation, as doing so would decrease the sizeable
outlays needed to protect against instability and would decrease the chances of outright
expropriation. While many risks important to extractive-sector investors are not well
represented by the information often relied on to assess investments209, the financial
implications of “intangibles” are increasingly recognized by a wide range of investors and
investment advisors, as they realize that “not only the level of firm financial performance …
counts but also the underlying risk…” (Orlitzky and Benjamin 2001). Mainstream
investment houses and asset managers increasingly appreciate the importance of company
policies regarding “social” issues in risk management – and that poor management of these
issues represent “…a broader problem of poor management across a company, and
208

Moreover, the contracts between MNCs and countries are less favorable to countries because of the
expectation of the obsolescing bargain. MNCs bid less because they expect the obsolescing bargain to affect
their revenue stream in the long-term. If, however, they could expect a firm bargain, they would be more likely
to bid more in the first place.
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depresses share values” (Bray, Switzer et al. 2004; Van Arnum 2004). Even the International
Association of Oil and Gas Producers openly recognizes the need for risk management
practices to target a wider array of risks than has been the historical norm, noting that
“…addressing social issues increases the likelihood of project success,
obtaining and maintaining a license to operate, and reducing risks and
uncertainties” (International Association of Oil & Gas Producers and
IPIECA 2002).
The Asian financial crisis highlighted the weight of these “intangible” risks, as “willfully
ignoring … lax corporate governance standards, weak regulatory oversight, and corruption”
was proven to be short-sighted. Ultimately, investors’ long-term interests are better served
by recognizing the need to adhere to some sort of international standards to reduce the risks
they face (Morais 2002).
This recognition of the importance of tackling the drivers behind these risks suggests it may
specifically be in corporations’ and their investors’ interest to support the commitment
mechanisms and institutional development discussed above. Two rationales underlie the
importance of these mechanisms for the investment climate. First, stable governance and
institutions can reduce political and country risk, as well as give corporations greater
certainty regarding enforcement of regulations. This allows companies to plan better for the
future while reducing the costs they incur in dealing with a turbulent environment.
Second, even market-based oversight of corporate governance cannot function efficiently
without solid public institutions. Without sound institutions, information is difficult to
obtain and enforcement is often discretionary, two factors that the World Bank found
significantly affect businesses (The International Bank for Reconstruction and Development
2005). Whereas in developed economies shareholders are commonly protected by
“mechanisms such as contracts, market forces, and norms of good practice” – in the
countries of concern these protections are absent or weakened and the social norms and
institutions that underlie them, are not yet advanced enough to support effective marketbased governance (Paredes 2005). Given these considerations, the development of public
sector institutions is in these companies’ long-term interests.
VI.B.1.a.ii)

Multinational Companies’ Levers

Extractive-sector companies–in addition to having an interest in the stability of the countries
in which they invest– also have a significant influence on the business climate of the
countries them in which they invest. Their sheer size confers influence: Chad’s GDP in 2005
was less than one seventh the profits of ExxonMobil that same year, while Sao Tome and
Principe’s GDP in 2003 was far less than a one hundredth of ExxonMobil’s profits210. As a
result of their size and the importance of their investments to these relatively small
economies, and regardless of the extent to which their impacts are deliberate, these large and
powerful companies effect the vitality of the societies in which they invest in many ways.
Moreover, the relevant risks are malleable, and therefore companies can affect the level of
risk countries and the companies operating within are exposed to. While portfolio theory
assumes that the risks of investment are exogenous and static, when political risk is involved,
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the realization of negative returns and extreme downside risks is not inevitable (Damodaran
2003; Browne 2004). Empirical evidence and theory both suggest that the probabilities of
some of these downside risks could be reduced. In particular, the analysis above and many
other studies suggest that strong institutions have the potential to protect against country
risks that indirectly and directly affect the extractive sector, reducing the direct and indirect
costs of uncertainty while also lowering transaction costs and credit risk, and therefore
protecting company assets and returns.
While private firms may seem to have little control over public institutions, this impression is
misleading. As discussed in Section III, extractive-sector firms’ presence creates incentives
for rent-seeking and often weakens the financial imperatives that prompt a government to
be fiscally responsible. However, they can take steps to reduce these effects while also
reducing the uncertainties that affect their investments. By accepting and confronting their
central role in the political and social environments in the countries of operation, rather than
passive bystanders or victims, extractive-sector companies can reduce the incidence of and
their vulnerabilities to risks to their assets and employees while increasing the profits. More
specifically, by adequately considering the societal and political context of their projects, the
effect their operations and corporate policies can have on pre-existing fault lines within a
country, and the actions they can take to minimize the unrest tied to their operations,
companies can become industry leaders. “As the Harvard Business Review once wrote,
‘Successful business strategy is about actively shaping the game you play, not just playing the
game you find’” (Frynas and Mellahi 2003).

Why Would Companies Be Interested in Action Beyond Standard Risk Mitigation?
Mitigating the effects of downside risks first involves protecting investments given the risks
faced in the current investment environment – through such means as diversification across
investments and countries, insurance, and security measures. This level of risk mitigation
essentially deals with risks as exogenous, or beyond the direct control of companies, and
therefore focuses on reducing companies’ and investors’ vulnerabilities to risk rather than
addressing the incidence of these downside risks themselves. However, such standard risk
mitigation tools are inadequate for the risks faced for numerous reasons. This text box
discusses two of these standard strategies and why companies may seek more fundamental
means of addressing the risks they face.
Political Risk Insurance
Numerous factors make political risk insurance211, even with the addition of publicly backed
options, an incomplete risk mitigation scheme. First, the amount of coverage offered is
limited. As a result, companies are often left with large uncovered sums (Hashmi 1995). This
is especially true, and problematic, in many big and long-term projects such as large
extractive-sector projects.
In addition, even for the proportion of investments that are covered, MNCs still have
incentives to reduce the risks more fundamentally. For instance, the outright and transaction
costs of securing insurance are often exorbitant; reducing baseline risk would reduce these
unnecessary costs. Moreover, many of these policies are contingent on companies’ more
211
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fundamental risk management policies and aspects of corporate governance. For example,
Freeport McMoran’s OPIC policy was canceled in 1995 due to environmental damage that
was deemed contrary to the conditions of the insurance policy (Centre for International Risk
2000). As a result, even to retain risk insurance, companies are likely to increasingly be
forced to take action to reduce their role in creating conditions that are risky.
Such contingencies highlight that political risk insurance is, in some respects, only a
superficial risk management tool. Insurance only mitigates the effect of realized downside
risks on a company; it does not address the company’s underlying vulnerabilities to or the
probabilities of, the downside risks. Moreover, policy risks and simple corruption, as
opposed to outright expropriation, are not covered by such policies. Thus, the costs of
purchasing insurance and providing for the legal infrastructure to support this insurance are
merely additional costs of the risks themselves. If the risks can be addressed at a more
fundamental level, these costs –in addition to the other expenditures incurred in preparing
for downside risks– can be drastically reduced, in turn improving the bottom line.
Joint ventures
Political risk management often entails taking on local partners with knowledge of local
problems, and with connections with those in power both locally and nationally. These local
partners can help MNCs navigate the political landscape. Unfortunately, this is not
guaranteed to reduce risk exposure (Henisz and Zelner 2003). Standard principal-agent
problems can arise in that there is no guarantee that local partners will act in the interest of
the firms that have brought them onto the project. Local firms, without the proper
incentives, may act in their own interests rather than those of the MNCs and their investors.
In addition, local partners can become liabilities. If power changes hands within the country
of operation, connections that were previously assets can quickly become hindrances. This
has played out in many instances. One example is investors who were hurt when the Suharto
regime in Indonesia came to an end. Suharto’s successor initiated an anti-corruption
campaign that found reason to terminate all the electricity sector contracts due to the blatant
corruption and cronyism of MNCs’ local partners – partners that had been “suggested” none
too softly by Suharto (Henisz and Zelner 2003).
Going beyond reacting to risk …
Both of the above risk management instruments essentially entail an acceptance of the status
quo, assuming that addressing political and country-level risk at a more fundamental level is
too complex, too costly, or a matter of public, not private, concern. However, it may be
possible to actually reduce some of the hazards identified and to reduce vulnerabilities to
these hazards. The question then becomes – how can the probabilities of the risks detailed
above, and companies’ vulnerabilities to them, be reduced?
Companies have numerous possible routes to effect the development of industry norms and
volatility. Chief among these tactics are changing their internal policies relating to riskmanagement, including their systems of information sharing, and changing the norms
regarding interactions with the governments with which they deal. The remainder of this
section discusses some of these tactics in more detail, and outlines the barriers to their
implementation.
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VI.B.1.a.ii.i)

Community Engagement

One avenue employed to reduce some of the risks discussed above –and improve the wellbeing of citizens in the countries of operation– is engagement with communities affected by
company operations with the goal of changing companies’ relationships with the
communities in which they operate. There are two distinct forms of community engagement:
community projects and community consultations.
VI.B.1.a.ii.i.i. Community Projects
The first option entails companies providing for the public good of the communities in
which they operate through such undertakings as investments in schools or provision of
drinking water infrastructure. These projects, on which multinational oil companies spend
about a half a billion annually212, are undertaken for many reasons including to reduce local
risks to assets, to demonstrate to communities that they are receiving benefits from the
development of their resources and to respond to consumer or investor demands regarding
corporate social responsibility. If done properly, such projects can reduce investors’ and
local citizens’ perception of the companies as acting “badly” and possibly reduce local
reprisals, political risk and risk of divestment or consumer action against the companies.
However, community projects are not always beneficial to the local population or to the
companies. Consequently, while they may serve a public relations purpose, careful observers
often criticize the projects for diverting companies’ resources away from their core business.
The first weakness of this tactic is that the community projects chosen are not necessarily
well targeted to the risks facing the companies or the needs of the communities in which
they are operating. Therefore, even when completed well, they often do not meet the most
pressing needs in the communities targeted and, as a result, have relatively minor effects on
the underlying risks affecting operations.
Second, extractive-sector companies are not necessarily the best entities to implement
community development projects. To begin with, extractive-sector companies are not
experts in community development projects and do not have a competitive or comparative
advantage in implementing them – though in some countries they are the only possible
provider in the short term. What is more, their underlying motivation may be misaligned
with successful completion of the projects, in that some MNCs may be more concerned with
the public relations aspects than with the substance of the projects213. As a result, the
projects are often not finished or implemented in a way that helps the communities or
reduces the risks affecting companies’ operations. One report commissioned by Shell bears
this out: less than a third of the projects analyzed were successful (Ottaway 2001).
This incomplete and flawed implementation runs the risk of increasing the political risks faced
by firms. If stakeholders in the countries of operation view the projects as superficial
adjustments that do not change companies’ operations substantively, and especially if their
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MNC-led community projects are often dismissed as “window-dressing” or as being motivated primarily by
public relations – in that companies often use such projects to project an image of themselves to investors,
consumers, and affected parties in the countries of operation as “socially responsible”. This view of community
projects is supported by a survey of CEOs, in which 80% of those surveyed listed reputation and brand as
among the top three business reasons for their “corporate citizenship” activities (WEF 2004).
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expectations are raised but not met, their perceptions of the companies may become worse
and unrest can increase. As a result, the reputation –and operational– risks may actually be
exacerbated.
Even more worrisome, these projects can create long-term political risk in these countries
even if implemented well. If communities learn to rely on MNCs for what are essentially
public services, these projects can weaken the public sector and the accountability of
government. In the long-term, this can result in increased, rather than reduced, political risk
– and reduced pressure on the government to fill the roles that should not be roles of
MNCs.
VI.B.1.a.ii.i.ii. Consultations with communities
The second form of community engagement seeks to involve local communities in some of
the decisions that affect them. Some observers view Shell’s changes since the Niger Delta
crisis214 in this category, as the crisis
“…forced Shell to rethink its approach to community involvement
worldwide to deal with future social risk. By the end of the 1990s, Shell
started to move away from its reliance on the government and PR-driven
community development in Nigeria towards greater consultation with
stakeholders through regular meetings and conferences…” (Frynas and
Mellahi 2003).
Such community engagement, though potentially costly, appears to have a greater potential
to confer an advantage on firms operating in unstable environments. When MNCs seek to
truly engage the communities they affect, the results of these consultation can allow
companies to address the most crucial of local concerns while also developing trust (Frynas
and Mellahi 2003). In addition, more direct engagement with communities can be an
important way for companies to acquire information about the risks –and the probabilities
of these risks – that companies face (Kytle and Ruggie 2005). If companies are able to
address, or at least be more aware of, communities’ biggest concerns, they can use this
information to quiet discontent in the communities that could foment unrest and ultimately
threaten the company’s operations.
Despite these potential strengths, many of the same criticisms directed at community
projects are also directed at this approach. If companies view dialogue with communities
solely as a public relations tool, the dialogue will be less useful in addressing risk. However, if
companies use this dialogue as a risk assessment tool, managers can meaningfully
supplement companies’ risk management plans.
VI.B.1.a.ii.i.iii. Discussion
Overall, while engaging with communities is derided by many as a distraction from
corporations’ true priority - profit maximization215 - meaningful community interaction in
the extractive sector can bolster MNCs’ wealth maximization imperative. Although a great
deal of community engagement is little more than a public relations campaign, genuine
consultations with communities can empower these people and, in the long term, bolster
214
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accountability within society. Nonetheless, on the whole, MNCs’ engagement with
communities does little to address the fundamental incentives driving the dysfunction that
can arise in the context of extraction.
VI.B.1.a.ii.ii)

Changing corporate policies

The other options available to MNCs involve changing their own policies regarding
operations in foreign countries, including increasing the transparency of their payments to
officials and governments in the countries of operation. As discussed in Section V.A.2.f,
transparency is one component that is critical to reducing instability in these countries. If
done in a concerted manner, increased transparency can contribute to increased
accountability, manage expectations, decrease corruption, and increase performance.
Moreover, if MNCs also insisted on transparency from the governments with which they
interact, they would be better able to assess the long-term risks affecting the investments,
and support better decision-making with the company. As the World Bank argues,
transparency –of ownership, business transactions, and financial performance- will help
“Prevent[] expropriation from taking place, and expos[e] it when it does…” (The
International Bank for Reconstruction and Development 2005). This will, in turn protect the
company and its assets in the long-term216.
VI.B.1.a.ii.iii) Obstacles
As discussed above, MNCs have significant power in the countries of operation due to their
size. Despite the power that their size confers on them, however – and despite the potential
benefits they would reap over and above isolated community development projects,
companies are often reluctant to exercise this power towards the ends outlined above,
including towards better public sector governance (Frynas 2005). Companies’ resistance
suggests that other incentives may be over-riding the benefits to companies – and that, as
the World Economic Forum determined in their 2005 report, companies can –at best- be
only part of the solution (The World Economic Forum 2005).
VI.B.1.a.ii.iii.i. Bargaining Power
Some companies’ reluctance to exert pressure to change the political economy within the
countries of operation is driven by their declining bargaining power over the life of a
particular concession or project. As discussed above, the long-term nature of investing in the
extraction of resources creates dynamics that result in bargaining power changing hands and,
essentially, in companies becoming captives in the countries in which they have invested.
This declining power, in combination with two aspects of the preferences of the officials
with whom MNCs must deal, deters companies from changing their policies such that
broader risks are addressed. First, while host country governments often encourage
companies to dole out development funds, changes in companies’ risk management and
transparency policies are more threatening to those in power. Second, the time-inconsistent
preferences of those in power in the countries of operation (see text box in Section V.C for
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It is imperative to be realistic about the difficulties in progressing towards transparency. Transparency will
generate unintended consequences. While some may be positive, others will need to be managed. One such
unintended consequence in the early stages of a transition to greater transparency may provoke spikes in
conflict as citizens see the amounts their governments receive or if they have not been properly educated to
interpret the information they are receiving for the first time.
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more discussion about this) mean that just as companies’ relative power is diminishing,
officials’ preferences are reversing.
This change in preferences is magnified by the uncertainty in the industry. The initial
assessment of the value of the extractive rights a government grants to a MNC has huge
uncertainty due to price and demand volatility and uncertain extraction costs. While
companies take on the up-front risks and costs in return for the rights to a proportion of
“profit oil”217, when significant and accessible resources are found, prices rise, or costs of
extraction fall, government officials may suddenly see the contract it has with the extractive
company as “unfair” (Brown 1984). As has been played out vividly time after time –
including in the past few years, countries often then abruptly impose new conditions on
companies, change the terms of their contracts, or expropriate their assets. Thus, companies
are particularly wary of changing their risk management policies and inciting the ire of
officials who are holding all the cards. Even if we assume away other limitations, this limits
the ability of companies –acting alone- to change the terms of contracts in favor of
transparency in any but the newest exporting countries.
VI.B.1.a.ii.iii.ii. Level Playing Field
Competitive pressures also reduce the incentive for firms to broaden their risk management
policies and, in particular, to choose to provide and demand greater transparency in their
dealings with governments. Without a global requirement, standards will inevitably vary, and
the uneven application of transparency standards gives some companies the opportunity to
use less stringent transparency standards as a bargaining chip when dealing with
governments. Given that the status quo is one where companies typically take a hands-off
approach regarding the opacity of the government and state-owned enterprises they deal
with, companies considering providing greater transparency, and demanding it of the
countries with which they do business, fear that other companies will undercut them by
disregarding calls for greater transparency. For example, if only one company decides to
demand –and provide– transparency in its dealings, the countries in which it operates can
simply give the rights to coveted blocks to companies that are willing to do business by their
rules. Therefore, even those companies supportive of greater transparency or believing that a
less opaque business environment would decrease the incidence of unrest and expropriation
have been largely unwilling to move first - believing that whatever actions are taken with
regard to increased transparency need to apply across the board to create a level playing
field.
BP felt the sting of its policies regarding transparency in Angola. In 2001 the national oil
company was initially resistant to BP’s moves towards transparency, threatening cancellation
of BP’s contract. The publicity surrounding such retaliation reinforces companies’ concerns,
further encouraging them to shy away from actions that might threaten their entry or
continued activity within a country. This competition for access makes companies more
unwilling to swear off norms and policies, such as opacity, that facilitate access – the same
policies that perpetuate unstable societies that threaten these companies’ assets.
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Hence, companies have resisted movement towards greater transparency because they are
trapped in a type of prisoner’s dilemma – a situation where an inability to commit makes all
parties worse off relative to the best outcome. While transparency would contribute to
greater stability and thereby improve companies’ bottom lines, the companies’ managers fear
being undercut by other firms218. This problem is amplified given the difficulty of detecting
defection from an avowed commitment to transparency. Thus, even though the financial
benefits to corporations are potentially high, the potential losses they could incur if undercut
by competitors deter them from action (Abbott and Snidal 2000).
Even industry self-regulation is inadequate to address this concern. As with many arenas
where cooperation is required, one rogue can invalidate the efforts of others to increase
transparency. As King and Lenox (2000) note, “… the potential for opportunism to
overcome … even powerful self-regulatory institutions …[suggests] that effective industry
self-regulation is difficult to maintain without explicit sanctions”.
VI.B.1.a.ii.iii.iii.Non-western companies
This is of particular concern given the diversity in the types of companies currently acquiring
concessions in countries prone to the “curse”. Competitiveness with non-western companies
–in particular, Indian and Chinese companies– is a particularly salient concern. As energy
demands219 increase in India and China220, the partially state-owned energy companies within

218 If

we, for simplicity assume a 2 firm world, and assume the status quo entails the existence of corruption and
opacity in a country in which each firm has 1 concession. If both firms commit to greater transparency, the risk
companies face in the country will be reduced in the long-term, leaving them both better off – and profits will
increase when compared to the status quo (the payoff to each firm in the status quo is 1 and the payoff to each
firm in the state of the world where both firms commit to greater transparency is 1+x, where x is positive; for
ease of interpretation, I have arbitrarily assigned x a value of 0.5). If neither firm commits, the status quo
prevails, whereby both firms have 1 concession that is equally as profitable as before. If, however, one firm
commits to transparency and the other does not, the firms fear that the firm that commits to transparency loses
its concession, as the government refuses to allow the release of information, expropriates the concession, and
awards it to the other firm. The firm that does not commit retains its current concession, but also receives the
progressive firm’s concession from the government.
FIRM 2 COMMITS

FIRM 2 DOES NOT
COMMIT

FIRM 1 COMMITS

1.5,1.5

-1,2

FIRM 1 DOES NOT
COMMIT

2,-1

1,1

In this situation, both firms will always choose to not commit.
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While I focus on energy in this discussion, the same general concerns exist for other raw materials.
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China, which only started importing oil in 1993, is already the world’s third leading consumer of imported
oil and second largest consumer of oil despite getting two-thirds of its energy needs from coal, and its oil
consumption needs will overtake those of the United States by 2020. Moreover, many of China’s energy needs
are being met by those countries most threatened by the “curse”: about 28 percent of China’s oil and gas needs
are currently met by sub-Saharan Africa – nearly double the 15 percentage of U.S. needs met by sub-Saharan
Africa (Walt 2006). In addition, in the first half of 2006 alone, China signed deals for more than $7 billion in oil
and gas deals in Nigeria, Kazakhstan and Syria (Enav and Kurtenbach 2006). India will be importing resources
to support 85% of its energy needs by 2025 (O'Hara 2005; Enav and Kurtenbach 2006). Furthermore, over the
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these rising countries are increasingly buying up oil and natural gas concessions. The
prospect of Chinese, Indian or Malaysian entrance into a country can severely diminish the
leverage of western countries, and the influence of these Asian companies on the oil and gas
business is likely to grow (Olsen 2005; Wu and Han 2005). If western companies demand
transparency or other changes in governance norms from the countries in which they are
operating, or if western companies exit a region or country in an attempt to influence
governance, Chinese and Indian companies are now eager to fill the void – and the host
countries are eager for their involvement. As one Nigerian official said, “ ‘The U.S. will talk
to you about governance…The Chinese just ask, ‘How do we procure this license?’’” (Walt
2006).
This concern has been shown to be well founded in numerous circumstances. In Sudan,
Chinese, Malaysian and Indian companies were able to move into the country because
Western companies were pressured to withdraw due to human rights concerns and the
central role of oil firms and oil monies in the instability and the decades long conflict
between the North and the South (Lyman 2005). When Talisman Energy, a Canadian
enterprise at the time, sold its Sudanese concession to ONGC of India, the Sudanese foreign
minister said that this arrangement was preferable because ONGC is “state owned and
pressures of non-government organizations on it are less than they are on privately owned
companies” (Petroleum Economist 2005). As a result of the influx of Indian, Chinese and
independent oil companies, overall, divestment in Sudan has put little pressure on the
government221. Moreover, divestment did not even effectively take western money out of the
oil business there, as many institutional investors are –or recently were- invested in the nonwestern oil companies that moved in (Chan 1982; Krieger 2005; O'Connor 2005).
Not only have Indian and Chinese companies been willing to gain entry by looking the other
way when engaged with regimes that are repressive and corrupt222, but because they are
government-backed they have both:
x

A greater pool of resources on which to draw to take over unprofitable ventures and
to entice countries into granting them concessions; and,

x

Broader objectives than public MNCs with which they compete for access.

With regard to this second point, it appears that China’s activities securing rights to raw
materials are also intended to “protect against a possible United States containment strategy
[and] expand its political influence...”(Saunders 2006). Moreover, it is likely that China sees
the relationships it develops through securing energy rights to support its desire to further
expand the already rapidly growing markets for China’s manufactured goods from China in
many African countries The combination of deeper pockets and political aspirations, in
addition to rapidly growing export of manufactured goods, seems to give China a longerterm view. This, in turn, has - as Chinese representatives have explicitly stated - propagated a
next 25 years, nearly half of the growth in energy demand is projected to come from just these two countries
(Energy Information Administration 2006).
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China also appears to be diluting the power of the Kimberley Process, as it has not yet submitted to a review
under this voluntary international effort to control conflict diamonds.
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In 2004, China got one quarter of its oil from countries with repressive regimes with egregious corruption
and human rights abuses: Angola, Sudan, Congo and Equatorial Guinea (Liao 2006).
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willingness to sweeten the deals they make in ways that public companies cannot emulate
(Ling, Dinesh et al. 2006). Because it is not subject to same pressures to maximize shortterm profits, China, in particular, has gobbled up non-productive assets, agreed to fund
infrastructure investment, and even sold arms to the same countries from which it is seeking
the rights to extraction. For example, China’s acquisition of an unprofitable refinery in
Nigeria is an undertaking that would be extremely difficult to justify for a purely private firm
(Lyman 2005). Likewise, the government-backed nature of these companies is likely to have
played a large role in Chinese companies’ outbidding of other companies twice in 2005 - the
failed China National Offshore Oil Corporation (CNOOC) bid for Unocal and successful
China National Petroleum Corporation (CNPC) bid for PetroKazakhstan.
This willingness to make offers that are untenable to public companies magnifies their power
to undermine the integrity of any progress towards transparency. For example, Sinopec –a
Chinese company- formed a joint venture with Angola after Total was denied renewal of its
license. The deal was tied to a Chinese commitment to provide Angola $2 billion for
infrastructure repairs after its civil war. This commitment was made at the same time the
International Monetary Fund (IMF) and western countries were pressuring Angola to
improve transparency. China’s loan altered the force of these demands - significantly
weakening the bargaining power of IMF and its backers. Thus, Angola has been able to
evade pressures to be transparent and responsible largely because of China’s willingness to
undercut western pressure (Lyman 2005; Walt 2006). Such outcomes have led some to
advocate that western companies stay invested in such situations – as when they pull out
western markets and governments lose what little influence they might have had.
In addition to concern about Indian and Chinese companies, many companies point out that
other actors’ unwillingness to be transparent would make any changes implemented just by
western companies ineffective. In particular, they highlight that without full disclosure from
state oil companies in the countries of operation, transparency on the part of the private
actors wouldn’t provide a complete picture of the payments involved. Similarly, it is
increasingly common for small, independent companies to explore it fringe areas first, and
then to draw in the supermajors once a resource has been found (Gary and Karl 2003).
These companies, like White Nile in Sudan, are less likely to play by the same rules as larger,
established companies, and to thereby derail any efforts by these larger companies to
establish new standards.
VI.B.1.a.ii.iii.iv. Working towards universal standards
Despite the concerns laid out above, and despite China’s record on these matters, nonwestern companies may not be invulnerable to pressures to move toward transparency.
Firstly, it is possible that China and India could be brought into transparency initiatives
simply with clearer signals. If their access to energy was not threatened outright by such
initiatives, they may be willing to play by the rules of the international regime; expecting
them to do so when none formally exist may simply be asking too much. However, for this
to work, western countries would have to prioritize these transparency initiatives as well –
and not send mixed messages regarding access to energy and nationalism, as may have been
the case when CNOOC’s bid for Unocal was thwarted.
Furthermore, many of these companies have publicly-traded subsidiaries that are susceptible
to investor and broader market pressures: CNOOC Limited is the publicly traded arm of
CNOOC and PetroChina is CNPC’s publicly traded subsidiary. Many western institutional
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investors are heavily invested in these companies (Bombardieri 2005; Krieger 2005).
Moreover, when these companies take over western firms – like CNPC’s takeover of
PetroKazakhstan – the deals are subject to shareholder approval. As a result, even statebacked firms must be somewhat responsive to demands from their shareholders and by
extension to pressures from industry organizations and other stakeholders.
To overcome these competitive concerns, in addition to acting alone, industry associations,
such as the International Association of Oil and Gas Producers and the International
Council on Metals and Mining, are an important arena in which companies are able to
pressure one another into changing the status quo. As discussed above, companies have an
incentive to cooperate to overcome the first-mover disadvantage and to see new
requirements implemented evenly across the industry to ensure the playing field is level.
Moreover, it is in the industry’s interest as a whole to ensure that a single company does not
damage the public’s perception of entire industry (Bray 2002).
Industry associations are promising for numerous reasons; chief among them is their
potential to influence the emerging paradigm and pressure non-western companies to
cooperate. In addition to having unique influence over these countries’ energy companies,
industry associations can also partner with other stakeholders, including international
institutions, banks, and insurers, to help bring non-western companies into the fold and to
ensure that pressures from these other stakeholders increase the likelihood that all
companies must meet the same standards to receive funding, insurance, and the backing of
public institutions.
Lastly, a particularly promising lever arises due to the partnering between western and nonwestern companies. For example, Shell and ONGC agreed in January 2006 to collaborate in
pursuing exploration projects. If CNOOC, ONGC and other such state companies
ultimately need the technical expertise of established oil giants, it may be possible to exert
pressure on these companies. Essentially if the cost of transparency to China and India is
less than the benefits of partnering with technological giants that are more susceptible to
western political pressure and pressure from investors, it may be possible to introduce
greater transparency despite this great shift in oil demand.
VI.B.1.a.ii.iii.v. Confidentiality
Many corporations are also concerned that transparency initiatives will breach legitimate
confidentiality agreements between governments, MNCs and state-owned companies
(Perkins 2003). MNC managers assert that their ability to demand transparency from
governments, and to provide it themselves, is hindered by contractual obligations and, in
addition, that they need to protect commercially sensitive information such as market entry
strategy or details of costs incurred and of profitability (European Bank for Reconstruction
and Development 2003). They point out that when first moving to acquire and develop
concessions, information about their desire to invest in a country may be sensitive, and that
revealing their intentions could eliminate any first-mover advantage that a company may
have (European Bank for Reconstruction and Development 2003). For example, disclosing
talks underway during the bidding process, or negotiation of a loan with a bank or IFI, may
undercut a company’s competitive advantage in moving into a new area. Similarly, public
knowledge of rejection for a loan may damage a company’s reputation, while revealing that a
loan has been granted could quickly affect the value of local companies in the areas the
company is moving into.
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On the other side, some proponents of transparency dismiss concerns about confidentiality.
They argue that to provide adequate transparency, corporations usually need to do little
more than apply the corporate standards already ubiquitous in their home countries to their
operations in all countries. Moreover, most countries already provide the information
demanded in aggregate – and transparency simply requires breaking this information down
country-by-country (Martin and Woodside Energy Limited 2005). A representative of
Woodside Energy Limited confirmed this. In discussing his company’s participation in the
Extractive Industries Transparency Initiative223, he said that the royalties paid to
governments –although not broken down by country– are already reported in their annual
reports to shareholders. In addition, while the disclosure of contract terms is claimed by
both governments and companies to be needed to retain bargaining power in future, “In
practice… the contract terms are likely to be widely known within the industry soon after
signing….” (International Monetary Fund 2004).
Both views are valid yet over-simplified. There is no doubt that companies do have contracts
precluding them from revealing some information, and therefore legitimate concerns about
breaching these contracts. Moreover, if transparency is demanded in such a way that
proprietary information is revealed, transparency could actually reduce profits; information
regarding price-sensitive transactions must be treated with care.
On the other hand, the validity of these concerns does not necessarily preclude progress
towards greater transparency. For example, in the case of Angola, despite initial threats that
its contract would be revoked due to their moves towards transparency, BP’s policies may
have paid off for the company in the long run. BP eventually won a prime concession in
Angola, claiming it eventually won Angola’s support for transparency at the highest levels
(Fletcher 2003).
One reason that confidentiality concerns do not render moves towards transparency
unattainable is that basing anti-transparency arguments on existing contracts ignores the role
and bargaining power MNCs have in the development of these contracts. While contracts
negotiated in the past may be constrained, this does not preclude companies from
committing to negotiate new contracts in such a way that they support calls for transparency.
Moreover, if the company has nonreplicable technology deployed or can leverage lobbying
from representatives of its government, the bargaining power of the company is increased
(Henisz and Zelner 2003).
Furthermore, calls for transparency do not necessarily contradict the protection of
information agreed to in contracts, as the confidentiality of many contracts may apply in a
limited manner. Some confidentiality agreements may not be relevant to taxation and other
payments to the government, as the confidentiality clauses often apply only between oil
companies and their partners (Fletcher 2003). For example, in Angola, the relevant
agreement is between BP and the government oil company, Sonangol. In this case, “…
secrecy only applies to the two companies involved and not to the revenue generated or to
tax payable to the Government … [further suggesting] that companies should be free to
publish details of revenue generated from a particular block and the resulting tax payments
they make to the Angolan Government” (Global Witness 2002). In addition, clauses of these
contracts often provide for confidentiality to be overridden by regulation; thus, initiatives
223
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taken up due to requirements in the home country -like Publish What You Pay224- can
transcend confidentiality concerns (Fletcher 2003).
In addition, some of these concerns regarding the release of information on negotiations in
projects’ early stages are founded on misinformation. Increasing transparency does not
necessitate that companies reveal information during the process of bidding – when release
of some information surely would undermine the competitive process. Rather, most calls for
greater transparency request companies to reveal information regarding monies paid to
governments on a regular basis – but not during the early stages of negotiation.
Furthermore, some companies have already pushed beyond confidentiality concerns
suggesting either that the a priori perceptions of the dangers of transparency are, in some
circumstances, overblown, or that even with these dangers, the benefits to companies are
now beginning to be recognized as outweighing the costs. In addition to BP, StatOil (in
Angola) and Newpont Mining Corporation (in Indonesia) have moved towards much greater
transparency. In fact Newpont Mining publishes its quarterly reports in the newspaper –
taking out large advertisements that broadcast the payments it makes to Indonesia’s
government. The fact that these companies have moved beyond apprehension about
confidentiality clauses suggests that there is a tipping point where the costs of not disclosing
are larger than the costs of disclosure.
If more companies are to follow in the footsteps of those who have started to implement
greater transparency, “the underlying structure of concentrated costs and diffuse benefits…”
may need to be transformed (Fung 2003). Currently, all of the costs of disclosure accrue to
the companies involved – the monetary costs of providing the information and the potential
monetary costs if countries revoke concessions or contracts. The benefits, in contrast, could
be reaped by citizens in the countries, governments, and broadly by other companies if they
work together to contribute to greater stability.
As with any public good, this distribution of costs and benefits suggests there may be a case
for public sector intervention to reduce the costs, or insure against potential losses. Public
sector international bodies can make provisions to make transparency more compatible with
the need for confidentiality. First, access to an independent supervisory body can ensure
that, when necessary, confidential information is protected. Such a body can make
determinations regarding information access where concerns of confidentiality arise. One
suggestion is that MNCs report their payments to IFIs. IFI would, in turn, consolidate the
information before it was disseminated (Collier, Elliott et al. 2003). If this did not threaten
civil society’s access to the information necessary to keep their governments accountable,
this could be a working solution. Moreover, if the IFIs disseminated the information along
with an informational campaign to facilitate its digestion, it would improve the ability of civil
society to use the information. However, the concern remains that introducing IFIs as an
intermediary would threaten civil society’s access to information.
Second, a universal agreement outlining what can and cannot be covered by these
confidentiality agreements could provide a sound basis from which companies could
negotiate contracts in the future. The combination of an agreement along these lines, with a
politically insulated body to manage information, could provide stakeholders much of the
necessary information while protecting against the disclosure of information that may
224
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legitimately need protection. This outcome would necessitate compromise – and the
tradeoffs being made at different levels of transparency should be considered carefully.
Nonetheless, such compromises are beginning to show progress – for example, by
amalgamating data from different blocks, companies can release nationwide figures that are
useful to stakeholders while also masking proprietary or confidential data. In Angola, BP has
demonstrated this: it addressed confidentiality concerns by grouping information across a
number of blocks (Global Witness 2002).
VI.B.1.a.ii.iii.vi. Investors as a Constraint
Company managers often note that they are constrained by investors’ emphasis on shortterm returns (The World Economic Forum 2004). Their argument is that investors restrain
companies from prioritizing long-term returns – that broader risk management activities are
sacrificed to attain the short-term performance expected by investors. Thus, they argue that
the divergence between the means of attaining short-term and long-term returns, and
between the time horizons of companies’ managers, investors and the extractive projects
themselves, can hinder effective long-term risk management. In their view, management
teams have a longer-term outlook than many investors, as they are more invested personally
and professionally in medium-term outcomes than short-term shareholders. While they are
aware that the uncertainty of their assets linked to political risks is a liability, they perceive
pressure to demonstrate quarterly results limits their freedom to pursue activities that pay off
in the long run. Thus, some observers and experts attribute a sizeable portion of the risk
management deficiencies to pressures from investors with a short-term outlook:
“…many business leaders argue … that pressures from investors for…
short-term financial performance make it difficult to address longer term
societal challenges that do not have an immediate or directly measurable
impact on the corporate bottom line and reputation” (The World Economic
Forum 2005).
However, company managers may be mistaken in their perception that investors’ short-term
focus constrains their ability to prioritize long-term results. Ian Davis, the managing director
of McKinsey and Company, argues that the empirical data demonstrate precisely the
opposite: investors actually prioritize long-term results (Davis 2005). He argues that
“…expectations of future performance are the main driver of shareholder value…70 to 90
per cent of the stock market value can be explained by cash flows beyond the next three
years.” Managers responding to short-term noise in valuation, he argues, are trapping
themselves in a false paradigm where short-term results are the most important measure.
Regardless of whether investors do pressure companies to prioritize short-term returns to
the detriment of long-term returns, MNC managers can take steps to decrease the pressure
to provide short-term returns and increase the power of those prioritizing long-term results.
Providing investors more information regarding internal processes and risk management
strategies and how these relate to long-term risks and returns could reduce what short-term
investor pressure does exist and to increase companies’ perceived and real latitude to
undertake policies more supportive of investments’ long-term interests. Further, it may be in
extractive-sector companies’ interest to assign shareholder power relative to the length of
shareholders’ ownership. This would increase the incentive for shareholders to hold shares
for a longer period of time while also granting greater power to those shareholders who are
interested in the long-term value of the company. Lastly, it may simply behoove companies
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to ensure their analysts are acquainted with evidence that shareholder value is closely related
to medium and long-term results.
VI.B.1.a.ii.iii.vii. Sovereignty concerns
In addition to investors sometimes impeding prioritization of long-term value, part of
companies’ resistance emanates from an aversion to pressuring governments. Because
corruption was used as an excuse for colonial occupation in the past, governments and
private industry alike, prior to the last decade, have steered clear of targeting corruption for
fear that any attempt to reduce corruption from outsiders would be perceived as threatening
sovereignty (Klitgaard 1988). MNCs are all too aware that when powerful multinationals
interact with or pressure relatively small and weak states, they run the risk of appearing
paternalistic and of violating state sovereignty. In extractive-sector industries, this concern is
especially intense, as many of corporations in the oil business were heavily criticized in the
1970s and 1980s for interfering in government business (Olsen 2005). Moreover, the
incongruity between MNCs’ size and the countries they are investing in – companies’
revenues are tens or hundreds of times the GDP of the countries in which they operate –
exacerbates concerns about the relative power of MNCs and the countries in which they
operate. Many companies are, thus, wary of pressuring governments to provide
transparency, as they do not want to be criticized again for inappropriate meddling in state
affairs.
While this concern regarding the power of MNCs is weighty and legitimate, and must be a
core consideration, it is only one part of the complex relationship between states and MNCs,
and in some respects is myopic. MNCs do influence governments in the countries in which
they operate - regardless of whether these MNCs explicitly demand that governments
implement certain policies or whether their influence is explicitly acknowledged. The sheer
size of these industries impacts the autonomy of these countries. A willingness to look the
other way when governments utilize resource revenues in ways that increase the risks to
companies’ assets –and in ways that essentially usurp these resources from the nation, from
the people who rightfully have sovereignty over these resources– does affect which policies
and institutions are viable. In fact, considered from this angle, there is little logical reason to
claim that demanding transparency imposes on a people’s sovereignty any more than
accepting corrupt transactions. Thus, companies not making their payments to government
officials transparent for fear of imposing their standards of transparency on others does not
result in MNCs succeed in avoiding imposing on the rights of these countries to govern
themselves.
VI.B.1.a.ii.iii.viii. Other Considerations
Another reason for corporate sluggishness in implementing corporate governance standards
that target corruption or embrace transparency is that, historically, lack of transparency in oil
contracts has allowed companies to hide from governments their true profits. Thus, the
status quo gives companies the latitude to understate the price of these commodities and
therefore underpay taxes on their revenues (Duruigbo 2005).
Lastly, MNCs may be reluctant to take on activities that empower communities because of
their fear of expropriation. While in the long term, a stable society is less likely to expropriate
companies’ assets, in the near term, empowering the local populace may be perceived by
these companies as increasing the chances of nationalization.
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VI.B.1.a.ii.iv)

Discussion

Overall, companies have considerable leverage in resource-rich countries. However, given
the history of this industry and the intense competition for access, it is unlikely that
companies will exercise their influence without additional pressures from stakeholders.
Given additional pressure, however, it is likely that more and more companies will move
towards risk management practices that also support the development of stronger
institutions in the countries of operation.
VI.B.1.a.iii)

Investors’ Levers

Given these impediments to companies’ adoption of novel practices to reduce their longterm risks, investors may have a particularly large role to play in effecting change. They have
the potential to greatly influence a transformation of industry norms. Investors play an
increasingly meaningful role in the business planning of many multinational companies, and
as discussed above, though many focus on short-term returns, they have reason to be
concerned with the long-term risks affecting their investments. There are a variety of routes
available for investors to affect the actions and operational choices made by their agents the companies’ managers, and government officials in both the countries of operation and
the MNCs’ home countries. These alternative paths include such options as demanding
transparency, screening companies based on their participation and compliance with
principles supporting robust risk management, engaging in cooperative action aimed at
steering companies towards broader risk management policies, and increasing the emphasis
they place on long-term, as opposed to short-term, returns. Most of these paths depend on
investors’ most visible and powerful lever in affecting change: their money. Investors control
the direct and indirect cost of capital. And when investors work together to reduce risk, their
effect is multiplied. As George Dallas of Standard and Poor’s has noted, “Working together
with other investors increases the effectiveness of engagement many times over….” (Dallas
2005).
VI.B.1.a.iii.i)

Making Money More Expensive: Negative Screening and
Divestment

One option available to investors is simply to not invest in companies or sovereign debt with
certain policies or characteristics. This strategy, “negative screening,” was the primary route
for many investors in the early days of “socially responsible” investment. It entails only
investing in companies that uphold whatever standards one is concerned about, effectively
screening out companies or countries that do not adhere to these standards.
The strategy has four underlying motivations. First, it distances investors from activities they
may find distasteful or want not to be associated with. Second, such activity can garner
media and corporate attention, highlighting the activities or policies investors object to.
Third, it can insulate investors from volatility associated with the particular investments or
methods of investing that have been screened out.
Lastly, if employed by many investors targeted at the same objective, negative screening and
divestment can affect companies’ bottom line and countries’ solvency, and therefore
incentivize companies or countries to act on investors’ concerns. At the margin, the stock
values of publicly traded companies without the attributes on which the screen is based
would fall and the cost of raising capital would increase. Similarly for governments, the yield
rate would increase, increasing the costs of capital. Hence, such screening can affect the
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financial incentives of companies and countries – by making it easier for them to attain the
dollars they need if they meet the demands of investors (Heal 2001). In private industry, if
the screen is based on companies’ policies, rather than on broader screens based on the
nature of an entire industry225, such a strategy could ultimately induce companies to adopt
policies supported by investors in order to reduce their cost of raising capital.
If investors choose this option, they must determine what indicators or information they can
use as the basis of their screens. Which indicators are most relevant is likely to depend on
the aim of divestment. If the goal is simply to avoid investments with extreme downside
risks, investors may simply want to avoid investing in countries, or companies operating in
them, that are at certain stages of resource dependence and have weak public sector
governance. If, however, investors wish to utilize negative screens to induce change in the
industry, they may wish to focus on specific country and/or corporate governance changes
as end goals. In this case, investors may seek baseline information against which to judge
changes in industry and country governance.
Broader screens based on “social responsibility” may also be useful for investors concerned
with risk management – although the usefulness of such screens is likely to vary depending
on which indicators form the basis of these screens. While empirical evidence (see text box
below) is still indeterminate as to whether “socially responsible firms” manage risk
differently, the wealth of the most recent research suggests that socially responsible firms do
manage risk better. Thus, indicators of “social responsibility” may also provide relevant
information about the quality of companies’ risk management and therefore to effectively
screen out companies less adept at risk management.
Evidence that “socially responsible” companies are also less vulnerable to risk has catalyzed
a new slant to “socially responsible” investment strategies. While negative screening and
divestment campaigns were initially ideological in nature, in recent years this strategy has
evolved to incorporate investors interested in risk management. As a result, investor concern
for the long-term performance of, and risks facing, their investments has become
intertwined with cause-based investing. One analysis of investors attracted to socially
responsible investments hypothesizes that:
“Investors are attracted to this new investment style because it promises
to create long-term shareholder value by embracing opportunities and
managing risks deriving from ongoing economic, environmental and
social developments. It focuses on future challenges and is capable of
capturing qualitative non-financial information for criteria such as quality
of management, corporate governance structures, reputation risks…
stakeholder relations…” (Knoepfel 2001).

225 Many negative screens call for divestment from entire industries – such as those related to alcohol or
tobacco.
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Does socially responsible investment pay?
The evidence is mixed as to whether negative screening can effect meaningful change within an industry.
However, on the performance of investments employing such screens, there is greater consensus: screening for
corporate social responsibility (CSR) appears to decrease volatility but not risk-adjusted returns.
Many studies suggest CSR portfolios obtain equal or better returns. An analysis of S&P 500 firms shows that
companies with higher CSR rankings show higher returns on assets, equity and sales226 (Tsoutsoura 2004). Other
studies showed socially responsible firms outperformed their peers: the Domini Social Index outperformed the
S&P 500 389% to 470% in the 1990s; 600 companies rated as leaders in sustainability outperformed the
remainder of the MSCI by 23% in 2000-2003; and, the Dow Jones Sustainability Index (DJSI) -the first tool
attempting to identify when shareholder value is aligned with company’s sustainability standards- outperforms
the general Dow Jones Global Index (DJGI) (DiBartolomeo and Kurtz 1999; AccountAbility and World
Business Council for Sustainable Development 2004; Cowe 2004). A meta-analysis of 52 studies supports these
findings, showing that CSR, across industries, is likely to pay off in higher financial returns (Orlitzky, Schmidt et
al. 2003). CEOs’ attitudes mirror these findings: a survey of CEOs showed they felt CSR to be important in
preserving long-term value by mitigating risk (The World Economic Forum 2004). While the relationship
between returns and CSR is not necessarily causal – financial performance also predicts social performance –
these findings suggest that social responsibility give investors more information relevant to the financial
performance of their investments.
Such findings are not undisputed. Socially responsible mutual funds haven’t shown a swell in their performance
relative to other investments (Clements 2005). In addition, screens based on specific CSR criteria often
demonstrate decreased returns. For example, one study found that environmentally screened funds performed
4.2% worse (Barnett and Salomon 2003). Furthermore, even studies demonstrating better returns are flawed:
studies are criticized for: using arbitrary cut-offs to determine a company’s social responsibility; disregarding
change over time in a company’s social responsibility; and, ignoring confounding factors that contribute to the
apparent relationship between responsibility and financial performance (Barnett and Salomon 2003).
With regard to this latter weakness, one study notes that that the average market capitalization of companies
listed in the Sustainability Index is 2.5 times that of companies listed in the generalized DJGI (Cerin and Dobers
2001). This market capitalization criticism does throw the study’s conclusion -that the Dow Jones Sustainability
Index outperforms broader indexes due to better management of risks and opportunities- into question, as this
difference may be partially due to these companies’ size. However, differences in market capitalization could be
meaningfully related to sustainability. One could also interpret this finding as suggesting that sustainable
companies are also able to expand easier or that sustainability pressures are greater in highly capitalized
companies. Moreover, even analyses that control for company size and change in companies’ corporate
governance find that those with better corporate governance, and showing positive change in this respect,
outperform those with worse, and declining, corporate governance (Grandmont, Grant et al. 2004).
Lastly, there is broad skepticism that, and little empirical evidence on, the power of negative screens to change
companies’ policies. At the extremes, however, divestment is powerful: there is evidence that divestment
contributed to governmental change in the 1980s when investors targeted firms operating in South Africa. In
fact, it is widely accepted that divestiture, in combination with non-binding shareholder resolutions, was a
powerful tool in contributing to the end of apartheid (Smitherman 2005).
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These empirical findings may be even more substantial if one were to analyze the returns to
CSR specifically in the extractive sector, given that corporate governance may be particularly
needed as a protective tool within the industry, especially in countries with weak institutions.
In fact, the top reasons CEOs give as contributing to their reasons for supporting CSR –risk
management, license to operate, and access to capital227- are especially acute in this industry.
VI.B.1.a.iii.i.i. Disadvantages of negative screening
If negative screening and divestment simply drive investors to industries that fit their
standards, there is little competitive pressure brought to bear within the less palatable
industries. While very risk-averse investors or those for whom the disutility of, or aversion
to, supporting certain practices is significant may prefer to avoid extractive-sector
investments altogether, unless these investors make up such a sizeable portion of possible
investors that the cost of capital in increased, these practices are likely have little effect on
extractive-sector companies’ risk management approach. It has been suggested that using
some sustainability indexes to screen companies has this weakness, in that they simply screen
out riskier industries. For example, with respect to the DJSI, the sustainability screen results
in overweighting the technology sector. Thus, if SRI funds attained above average returns
simply by increasing the proportion of technology stocks, then investors’ leverage in
changing industry practices is negligible (Cerin and Dobers 2001; Heal 2001).
Thus, negative screening is likely to be most effective in transforming an industry when used
to discriminate among companies within an industry. However, this is very information
intensive, and is to some degree hindered by the opacity of transactions in the extractive
sector. This, screening companies within a sector for their risk management practices is more
tenable for institutional investors, as they are better able to bear the costs of obtaining
information.
This too, however, can be problematic. In this case, divestment hazards allowing foreign
governments to sustain policies that exacerbate political risk by forcing relatively forwardthinking companies out of risky environments and providing opportunities for less
responsible companies to move in. Hence, if negative screening within an industry pressures
companies to divest from corrupt environments rather than encouraging them to
incorporate practices that decrease risk while retaining their stakes within the countries, this
may not be the best option for shareholders’ revenues or for the countries in which they
operate. For example, as discussed above with regard to Sudan, forcing Talisman Energy to
divest may have actually impacted Sudan negatively, as it gave Indian and Chinese companies
unwilling to pressure the government on transparency or human rights a foothold. Thus, not
only did Talisman’s investors take a hit, but the goal of the divestment – affecting Sudan’s
government – was not achieved.
VI.B.1.a.iii.ii) Shareholder activism and “responsible engagement”
There appears to be increasing investor preference for investor engagement – when an
investor “applies pressure on a corporation, so that the company will change policies or
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A 2002 survey of CEOs, conducted by the World Economic Forum, revealed that nearly 30% of CEOs
consider risk management among their top three factors for making the business case for corporate citizenship
activities, nearly 50% consider license to operate among their top three factors, and nearly 15% listed access to
capital among their top three factors (The World Economic Forum 2004).
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approaches in the marketplace”- over negative screening (Kytle and Ruggie 2005). This
change in preference may indicate that, increasingly, investors believe that engaging with
companies over the long-term is the most effective way to effect corporate policies and
governance without sacrificing returns and that “avoiding negatives is at best only part of the
solution” (Banks 2003; Bray, Switzer et al. 2004). Rather than avoiding investments,
shareholders employing this strategy in the extractive sector are pressuring companies to
consider issues that concern them but have been historically ignored by traditional investors
and asset managers. In this way, investors concerned with risk management are increasingly
working together with the goal of reducing risk while maintaining their investments in
extractive industries.
This strategy recognizes the importance of how investments are made –rather than just the
size or the sector of the investments. It presumes that engagement is more effective than
divestment in terms of maximizing returns and effecting change within companies, and that
investing in high-risk sectors and areas presents an opportunity for investors and companies
that can manage the risks better than their competitors. In the extractive sector, investing in
a way that acknowledges the endogeneity of many of the risks affecting extractive-sector
investments may decrease the volatility of returns on such investments, and may increase
returns since a greater risk management facility may confer on these companies a
competitive advantage.
This strategy -engaging the industry and its leaders through dialogue, proxy voting,
shareholder resolutions, and coalitions with other investors- may be more effective in terms
of changing country and the industry norms because it is largely based on a slightly different
philosophy than screening – namely that those who seek:
“to change the direction of the ship rather than jumping ship…[are] in a
much better position to learn about … risks, and to call for them to be
addressed… [This] approach allows [investors] to work with companies
across entire sectors to focus on the systemic issues and to ‘raise the bar’
for the whole sector” (Davies 2005).
Thus, companies and investors active in risky environments have the leverage to actually
alleviate some of the problems underlying this risk, thereby reducing the risk.
VI.B.1.a.iii.iii) Need for relevant information
Gaining the detailed knowledge to support shareholder engagement or screening within an
industry can be very time-consuming and expensive. Consequently, many investors seek less
costly proxies for more complete information about companies’ risk management,
transparency and oversight, such as ratings of corporate governance and responsibility
(Banks 2003). These ratings can summarize much of the relevant information, conferring on
investors the ability to hold companies accountable while incurring fewer costs acquiring the
information.
This need to reduce the search costs suggests an avenue of influence, related to direct
engagement with companies, that investors have an incentive to pursue – pressing the
investment industry to provide information that meets their information needs, and for the
inclusion of this corporate governance information in broader financial rankings. Pressuring
investment companies to develop better, and agreed-upon, measures of the quality of
companies’ risk management and to include “intangibles” in financial ratings can have quick
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results. If such consensus indicators were developed and taken into account when assessing
companies’ financial standings, companies would have much stronger incentives to focus on
these intangibles in order to maintain share price.
Unfortunately, the current information used to assess extractive-sector investments is
inadequate. Despite the many studies demonstrating that a firm’s long-run performance
determines its value and despite the long-term nature of investments in the extractive
sector228, the accepted risk measures fail to assess the totality of risk faced by investors.
Rather, the standard indicators are focused on the short term and omit information on
underlying risk factors or on many intangibles with financial implications. As a result, they
overlook important components of risk and uncertainty in resource-dependent countries229.
If investors provide their business only to those financial firms that provide better
information on long-term risks and intangibles, analysts will ensure that their indicators
better incorporate these factors. In turn, this will provide an additional incentive for the
companies being rated to take action that responds to these measures – and better protects
their operations against long-term risks. As Blood and Gore (2005) state, for indicators to
account better for long-term risks,
“… portfolio managers and analysts need to take account of factors that
are not routinely monetised on balance sheets … as opposed to solely
focusing on short-term returns. This means analyzing the implications
for shareholder value of long-term economic, environmental and social
challenges. They include future political or regulatory risks, … risks
associated with governance structure, … corporate ethics and
stakeholder relations.”
This same information can be included in broader financial rankings, such as those issued by
Euromoney and Institutional Investor. Inclusion of corporate governance ratings in broader
financing ratings would reduce the costs to investors of encouraging companies to improve
their corporate governance. Furthermore, including considerations related to long-term risks
in mainstream financial rankings would, effectively, broaden the group of investors
considering these factors when assessing investments. Thus, including a broader set of issues
in financial rankings is one way to influence companies’ consideration of these issues.
The analysis in Section IV also suggests relevant information that investors may want to
consider – and pressure analysts take into account. In particular, it suggests that developing
natural resources in weak institutional environments is associated with higher risk than in
environments characterized as having strong institutions; thus, investors could utilize this
knowledge to demand relevant information be provided for the companies and projects in
which they invest. While many of the relationships explored in the empirical analysis are not
necessarily causal, this does not mean that the relationships, for example between risk and
resource dependence, do not suggest indicators that would improve the information
available to investors.

228 Mining projects are largely financed by equity investors who do not expect returns until far into the life of
an investment.
229

For a discussion of this and other weaknesses of standard risk measures, see Appendix 5.
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Lastly, this need for better information to inform investment suggests that the investment
community should exert pressure on companies to be more transparent. Transparency
provides additional information with which lenders, insurers, managers, and direct and
portfolio investors can assess companies and, further, ensure that companies take the proper
steps to protect shareholder value and ensure an appropriate return on investment (Cook,
Traynor et al. 2004). In fact, some financial analysts predict that the initial release of
additional information in the extractive sector would reveal that, in extractive industries,
shareholder value is not adequately protected. Phillip Ellis of the Boston Consulting Group
predicts, “Transparency would lead to a dramatic change in how investors view oil
companies. In time, it would expose the long tail of non-performing assets in their
portfolios” (The Economist 2005). While this may be seen as threat to the extractive
industry itself in the short-term, for those companies prioritizing long-term revenues and for
investors, increasing transparency in this industry would help them assess their investments
and have a dialogue about managing downside risks.
VI.B.1.a.iii.iv) Impediments
While investor engagement is becoming more common, there are significant obstacles to
investor action. One hurdle that is particularly limiting is the set-up of the company itself.
Some stock has variable priority, giving the majority of shareholders little actual control.
Royal Dutch, for example, has priority shares that “undermine the normal powers of other
shareholders” as the priority shareholders can block other shareholders’ amendments
(Kovach, Neligan et al. 2003).
While set-ups such as these diminish the influence of non-priority shareholders, they can
also confer power on institutional investors due to both the greater likelihood that they hold
priority shares and the quantity of shares they hold. And, to date, of the many types of
investors attempting to exert pressure on corporate governance, institutional investors have
been the most efficacious (Guercia and Hawkins 1999). For example, large shareholders,
including the College Retirement Equities Fund and CALPERS have used shareholder
advocacy effectively - influencing corporate policies such as Home Depot’s use of mature
wood from endangered forests (Heal 2001).
Moreover, even if institutional barriers are in place, shareholders can still affect company
policy. Given the strong business case for changes in corporate risk management and
transparency in the extractive sector, it is possible that companies will be more receptive to
shareholder pressure in this sector. In addition, even where direct shareholder control is
lacking, shareholders can work with other stakeholders –including international NGOs and
IFIs, to generate broader societal pressure to affect company policy.
Another potential impediment to investors being a strong force, as discussed above, is that
many investors hold shares for a relatively short period of time, limiting their interest in
long-term risks and performance. The extractive sector, however, may have a slight
advantage in this respects, extractive projects are largely financed by equity investors who do
not expect returns until far into the life of an investment and thus have longer-term interests
at stake than many investors.
Another obstacle is that of free-riding. Given that the benefits of investor activism are nonexcludable and non-rival-in-consumption, investors are likely to put off action in the hopes
that they can benefit from others’ action. While this reduces the incentive for investors to
incur the costs necessary to pressure companies and investment analysts, “the existence of a
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large shareholder can provide a partial solution to the free-rider problem. This investor has
stronger incentive to undertake monitoring activities, as it is more likely that the increased
return from monitoring is sufficient to cover the associated costs…” (Chidambaran and
John 1998; Gilian and Starks 1998)
VI.B.1.b)

Insurers, Banks and Export Credit Agencies

The risks facing MNCs also mean that institutions, both private and quasi-governmental,
that make investment in resource-dependent countries possible – those that finance and
insure MNCs – have an interest in changing the status quo within the extractive sector.
These institutions are an important part of MNCs’ involvement in emerging countries,
supporting much more investment with far fewer restrictions than lending from the World
Bank and other IFIs (Gary and Karl 2003). This, in combination with their global reach,
allows them to wield substantial power over MNCs’ business decisions. Without the support
of institutions that fund MNCs directly or through loans, guarantees and risk insurance,
MNCs calculus of investing in a given concession would be profoundly different.
Political risk insurance
Political risk insurance covers a portion of MNCs’ losses that result from political
events or an act of a foreign government including:
-

Canceling of licenses or contracts by a foreign government or due to force majeure;

-

Currency inconvertibility;

-

Expropriation and/or confiscation;

-

Non-payment of loans due to the above events;

-

Loss of investment or damage as a result of war, revolution, or civil strife;

-

“General political and economic deterioration within the country of operation”
(Hashmi 1995).

Many banks require such insurance before financing is approved. However, securing
private insurance is often difficult for companies wishing to invest in the riskiest
countries. This market failure prompts public institutions, including IFIs and credit
risk agencies230 to establish their own insurance programs (Louvaris 2002).
Nonetheless, private insurance231 is preferred by many companies despite its higher
cost, as it is less cumbersome, is accompanied by less scrutiny, and is more flexible
(Hashmi 1995).
Private and public lending and insurance institutions are generally aware of the growing
importance of non-traditional risks to the financial interests of the companies they
underwrite. This increased awareness is exemplified by the vast majority of banks that
conduct environmental risk assessments as a part of the risk assessments prior to lending
230

Such as the Multilateral Investment Guarantee Agency (MIGA), the Overseas Private Investment
Corporation (OPIC), the European Investment Guarantee Agency (EIGA), the Foreign Credit Insurance
Agency and the Export-Import Bank

231

Such as that provided by Lloyd’s of London and the American International Group (AIG).
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(Kuhndt, Tuncer et al. 2004). This growing awareness suggests that, while it may be difficult
to get other stakeholders involved in the near-term, banks and insurers may be more inclined
to change, in the short-term, their policies regarding social and political liabilities.
The levers available to these institutions are fairly straightforward. Before approving loans
and in setting the terms of the loans, banks could explicitly and publicly take political risks,
governance in the country of operation, and transparency of the bidding and licensing
process into account. Insurers, similarly, could offer lower premia for companies that better
manage non-traditional risks (Kuhndt, Tuncer et al. 2004). Any of the relevant institutions
could require, as a condition of their participation in the project, disclosure of company
transfers to state coffers or that companies agree to be audited (Gary and Karl 2003).
Public institutions, in particular, must properly account for the incentives created by the
insurance or funding they provide. The existence of insurance or the involvement of the
World Bank can create a moral hazard. Insured companies, or companies involved in
countries where extraction is supported by lending from the World Bank, bear fewer of the
costs of the risks related to their own operations. As a result, they have less of an incentive
to change their policies and take actions to reduce their role in the political risks affecting
their investments. Thus, publicly-backed insurers and lenders should have clear provisions in
their policies –particularly requirements of transparency of MNCs’ financial dealings with
governments– that increase the costs to companies of maintaining opaque records, attempt
to compensate for the unproductive incentives generated by the insurance or loans, and
contribute to the body of information which lenders and insurers can utilize to assess
companies.
In recent years, private institutions are moving in the direction of explicit consideration of
intangible risks, responding to pressure from NGOs to “adopt systems and policies that
would broaden [their] risk management systems” (BankTrack 2004). One example of this
progress is leading investment banks’ adoption of the Equator Principles232, and the
emergence of a loose collection of NGOs233 to monitor banks’ implementation of these
principles. This set of principles, based on the guidelines used by the International Finance
Corporation (IFC) and the World Bank for the Chad-Cameroon project discussed above,
was adopted in 2003 by ten of the largest international lenders234. These voluntary guiding
principles are followed by adopting banks – and loans provided by the adopting institutions
are contingent on accordance with the Principles (Elkin 2004). While the Equator Principles
only indirectly consider the biggest concerns for countries dependent on the extractive
sector235, they suggest that progress in considering intangibles more explicitly is possible.
One of the biggest weaknesses with such initiatives, as with many of the initiatives described
above, is monitoring. The Equator Principles, for example, depend on banks applying the
principles in “good faith”. This, in combination with public and private banks’ resistance to
232

Thirty major private banks, including U.S. giants Citigroup, JPMorgan Chase and Bank of America, and
European powerhouses ABN Amro, Barclays, HSBC and ING, have so far signed up to the principles. The
guidelines now cover some 80 percent of the global project-financing market (Yeomans 2005).
233

Known as BankTrack.

234

The Equator Principles were drafted by the IFC with ABN Amro, Citigroup, Barclays, WestLP, and NGOs.

235 They promote the consideration of intangibles by evaluating the threats infrastructure projects pose to
forests, natural habitats and indigenous populations.
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publishing internal analyses of projects’ compliance with the Equator Principles, has
hindered the efficacy of the Equator Principles and, more broadly, is indicative of the
limitations of such voluntary efforts.
Despite these constraints, the support for the Equator Principles is notable. Encouraging
these institutions to more explicitly consider companies’ roles in political risks could be a
natural next step, as the implications for financial risk are clear and related to the factors
already considered in the Equator Principles. Furthermore, in countries such as the United
States, increasing enforcement of the FCPA and the ATCA (see Section VI.B.4) –in
combination with highly publicized incidents like that involving Equatorial Guinea funneling
money through Riggs Bank - is likely to give these institutions greater motivation to
consider, and publicize their consideration of, corruption and transparency.
Overall, this group of stakeholders is highly influential – as its involvement in the extractive
sector makes extraction either profitable or untenable to both countries and the companies
involved. It has leverage over both MNCs and officials in the countries of operation seeking
oil-backed loans, the involvement of banks to encourage MNCs to invest, or places to stash
monies siphoned off of public coffers. Moreover, both their reputation and their bottom line
can be threatened by entering into deals about which their access to information is limited.

VI.B.2)

Intergovernmental Organizations, Financial Institutions & Law

As Kaul et al. (1999) highlight, while financial instability is an international public bad, it has
not been righted due to the collective action problems and information asymmetries. As with
any non-excludable, non-rival-in-consumption public good, it appears that the costs incurred
by individual entities in increasing stability are often greater –and more certain– than the
benefits incurred by individual beneficiaries – be they investors, companies, or citizens, but
globally the benefits exceed the costs. While the market prices this instability to some degree,
“excessive” instability is not understood well, and thus the market does not account for it
perfectly. Thus, this informational problem results in a market failure.
This market failure calls for the intervention of a body interested in overall welfare
maximization. And international institutions do attempt to intercede in these cases of market
failure through lending, underwriting private sector investments, establishing norms, funding
of the infrastructure that enables the build-up of extractive-sector industries in these
countries, and even, in the case of the International Finance Corporation, direct investment.
Even though private banks and Western capital markets are the source of most money
invested in Africa’s oil and natural gas extraction, public support is an integral part of this
process, as support from international organizations provides what amounts to an
endorsement of a project and, thus, encourages private banks’ and markets’ involvement
(Gary and Karl 2003). Because the involvement of these institutions sends an important
signal, without the involvement of public institutions such as the World Bank and the
International Finance Corporation, the cost of capital skyrockets and the probability of
receiving capital plummets.
As a result, these institutions not only have the power to encourage or discourage
investment in the extractive sector, but have significant influence in countries courting such
investment. This influence -in addition to international institutions’ influence on emerging
international agreements and law- means that these institutions can also shape the design and
implementation of mechanisms reducing the risks related to resource dependence. In the
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following section, I explore two particular routes of influence – conditionality and
international norms and law236.
VI.B.2.a)

Conditionality

Conditionality on IFI funds used to develop oil and gas infrastructure237 has been suggested,
and utilized, to influence countries’ policies related to natural resources. IFIs seek, with this
mechanism, to increase the positive impact of the loans and grants from these institutions238
by increasing the costs of not following through on commitments – be they increased
transparency, implementation of direct distribution, or utilization of social fund mechanisms
to distribute resource revenues. Many development banks are increasingly attempting to
utilize conditionality when supporting projects related to natural resource development. In
Peru, for example, the Inter-American Development Bank is making funding of a Liquefied
Natural Gas (LNG) plant, part of the Camisea natural gas project, contingent on review of
environmental affects and a technical audit.
Chad & Conditionality
The test case of conditionality in this arena has been in the development of the ChadCameroon pipeline. The International Finance Corporation and the World Bank agreed in
1999 to fund Chad and Cameroon’s equity stakes in the pipeline companies239(The World
Bank Group 2005). This funding was provided contingent on a plan240 designating how
Chad’s oil royalties and dividends are spent241. The results so far provide an interesting

236

In addition to the two paths explored below, these institutions can also add to the goal of greater
transparency by publishing information regarding their audits and inquiries – a direction in which they are
moving.

237

Conditionality entails making receipt of funds contingent on commitments made by governments or results
achieved in strengthening institutions.
238

While there is considerable dissent on conditionality, Mayer and Mourmouras (2005), using a common
agency model, find that conditionality on aid “raises welfare of the receiving country and the world as a whole
relative to unconditional aid.”

239 The equity stakes were funded with about $193 million – or less than 5% of the total cost of the project.
However, the role of the Export Credit Agencies totaled nearly a billion (Gary and Karl 2003).
240

The Revenue Management Plan

241

In particular, the Bank specified that 80% of royalties and 85% of dividends were to be spent on priority
sectors, 5% of royalties were to go to regional development in the region with the reserves, and 10% of
royalties and dividends were to be set aside for future generations (The World Bank Group 2005).
Because the political insurance and private loans that allow private firms to enter these situations are also
contingent on the Bank’s involvement, the Banks’ terms also made private industry’s involvement contingent
on these terms. In fact, Exxon Mobil was quite blunt about this – stating that it “would only go ahead with the
project with the World Bank’s involvement.” (Duruigbo 2005)
Development of petroleum reserves in Chad has enabled it to become the fifth largest African oil producer in
2005. Chad is expected to reap $1.8 to $3.5 billion in taxes, dividends and royalties in the first 10 years of
operation, although recent high oil prices are likely to increase this expected inflow.
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Chad & Conditionality (continued)
insight into attempts at using conditionality to effect a government’s management of
resource revenues.
The initial results suggest that such conditionality is far from a silver bullet. Most notably,
the developments in 2005 suggest that the success of such agreements is largely dependent
on the political will on all sides of the agreement. Moreover, the details of the agreement are
immensely important in truly committing those in power to abiding by their terms.
Weaknesses of the agreement in both respects have rendered the Bank’s attempt to
encourage Chad vulnerable. With regard to the details, the agreement was designed to be
renegotiated when oil revenues begin to be most significant – increasing the chances that
Chad would seek a renegotiation of the agreement (Global Witness 2004). In addition, the
agreement reached between Chad and the Bank only covered a portion of the windfalls
expected to accrue due to the development of the pipeline. In particular, the agreement only
applies to the first 3 fields242 developed in Chad and does not cover revenues from taxes243,
signing bonuses, nor any of the funds that accrue to Cameroon’s government (Gary and
Reisch 2005). Moreover, the process of implementing the agreement in Chad has highlighted
that the conditions did not adequately address the political economy pitfalls of resource
development. For example the government appears to have exerted undue influence over
the membership of the oil revenue management committee (CCSRP244) that has oversight
over the spending of petroleum monies, and money appears to have been diverted to
purchase weapons (Global Witness 2004; Gary and Reisch 2005).
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243 These monies are only restricted to “general development”, a term that, in practice, gives Chad complete
freedom in allocating this revenue.
244 The CCSRP is tasked with dispersing nearly three-quarters of the money from a fund established to protect
the oil revenues (Auty 2004).

151

Chad & Conditionality (continued)
The most recent developments in Chad, unfortunately, confirm earlier concerns. In
Transparency International’s 2005 assessment, Chad tied with Bangladesh to be the most
corrupt nation on earth. Then, in January 2006, President Idriss Deby withdrew funds from
the oil fund in contravention of the terms of the agreement with the World Bank and,
further, sought to change the quantity of funds set aside for future generations, claiming a
need to direct more money towards security with Chad’s border with Sudan. In response, the
World Bank initially suspended $124 million of royalties that Chad was to receive and
blocked Deby’s access to its overseas oil fund (Blustein 2006). However, under pressure
from the U.S. government, the World Bank succumbed, allowing Deby to access funds
despite the breach of the agreement’s conditions (White 2006). While Chad did make
concessions to access the blocked funds – including agreeing to stricter oil revenue audits
and revisions of its budget law, the future generations fund was not restored.
It is still unclear what lessons have been learned so far from this experience in Chad. One
lesson may be that the World Bank is inadequately insulated from political pressures to stand
by conditions it places on loans or grants. This hypothesis is supported by earlier Bank
experience with covenants in credit agreements in oil-rich countries such as Equatorial
Guinea, where the Bank had great difficulty in following through on its own conditions
(Gary and Karl 2003; Fleck and Kilby 2006). The developments in Chad appear to highlight
that even when conditions are highly publicized, the Bank’s own incentives make it difficult
for it to stand firm against its donors’ perceived interests. Ultimately, the World Bank’s
dependence on national governments compromises their autonomy, and thus their ability to
meet objectives that are contrary to their major donors’ perceived interests (Robinson 2003).
A similar lesson is that the inadequate consideration the political economy’s effect on the
country’s ability to follow through on its commitments hobbles these agreements from their
inception. This is compounded by another deficiency – inadequate public involvement in the
agreement. It appears that neither citizens nor the parliament were adequately included in the
design or implementation process (Duruigbo 2005). As a result, there is little internal
ownership of the conditions and the conditions can still be perceived as being imposed from
the outside. This, in turn, reduces the costs to Deby of reneging on commitments made to
the World Bank, as he does not expect repercussions within Chad. Thus, the president’s
decision to change the revenue management law should scarcely be surprising.
Conditionality can be useful to both MNCs and officials in the countries of operation by
overcoming some political impediments hindering well-meaning government officials and
MNCs. It can insulate political leaders, as imposing conditions from the outside “might help
a national leader justify anticorruption measures that might otherwise be embarrassing or
difficult to make credible” (Klitgaard 1998). On the other side, some extractive-sector MNCs
welcome conditionality to the extent that it levels the playing field and diverts local ire away
from MNCs to the involved international institutions. This allows these companies to deflect
attention when things go “wrong”, as the World Bank becomes the scapegoat – thereby
allowing these companies to focus on their operations rather than public relations (Ottaway
2001).
However, as the events in Chad highlight, IFIs’ conditions placed on grants and loans in
extractive sector projects are likely to be impotent when not coupled with mechanisms to
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engage domestic and international civil society. Without internal pressure, officials will
inevitably find loopholes that provide them the leeway to abide by the letter, but not the
spirit, of such agreements. While civil society participation on oversight bodies might be
mandated, the insulation of such bodies has been insufficient to ensure meaningful
participation. Further, these conditions are largely administrative in nature, omitting
requirements regarding the capacity building of civil society or its deeper involvement in
distribution or monitoring.
Moreover, the conditions are placed on loans to the government, whereas the MNCs
benefiting from IFIs’ participation are not part of the agreements. Requiring MNCs to make
all their payments to governments transparent would support civil society involvement in
monitoring, would strengthen the ties binding officials to their commitments and would
directly address the role private actors play in the destructive political economy that can
arise. If these extractive-sector companies will not enter such countries without the
involvement of the World Bank – as was apparently the case in Chad, the World Bank is
squandering its leverage by not demanding certain concessions from these companies.
More broadly, the discrepancy in time frames for extraction and broad societal change cause
great difficulty in developing meaningful conditions. On the one hand, the delays and costs
imposed by the consultative process necessary to support conditionality are considered by
governments and the private sector as a major disadvantage. Private industry and the
officials in the cost country are eager to begin receiving revenues – and generally unwilling to
accept requirements that make the support of IFIs contingent on a slow-moving civil society
(Elkin 2004). On the other hand, the imposed conditions have been criticized as demanding
relatively quick (often unrealistically so) changes in norms and institutions that historically
change only over the long term.
VI.B.2.a.i)

Sovereignty Concerns

Another criticism of conditionality is that it violates the IMF’s own ban against considering
“domestic politics” thereby undermining democratic processes and sovereignty (Kapur and
Webb 2000). This is of particular concern when the electorate in a country perceives this to
be the case, as this perception can, in turn, undermine local ownership of the reforms –
ultimately dooming the reforms (Buira 2003).
In many regards, however, concerns about impinging on state sovereignty –for example by
requiring transparency as a condition of lending– are deceptive. The extractive sector
undeniably changes countries’ ability to function autonomously, as discussed briefly in
Section VI.B.1. Similarly, as Easterly (2006) points out, the IMF’s involvement, regardless of
conditionality, is inherently political; by providing funding the IMF supports existing
regimes245. Thus, the ability of these countries to determine their own internal affairs without
external interference is comprised when the IMF or other IFIs give loans to develop
extractive infrastructure that amount to a significant portion of these countries’ GDPs and
when powerful MNCs establish operations in countries that are dwarfed by the technological
and fiscal prowess of these companies.

245

In addition, as mentioned above, the IMF’s responsiveness to its donors’ preferences ultimately makes its
actions responsive to political imperatives.
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Moreover, deference to sovereignty is based western ideas of citizens’ connection to their
government – on the basic assumption that the state acts in the interests of its citizens.
However, deferring to the ruling government regardless of whether it represents its people
well is not the same as ensuring self-rule. In many countries with resource wealth, citizens do
not have any tangible “ownership” of their government. When this is the case, blanket
deference to sovereignty can incompatible with a people’s right to self-government, as it can
effectively support the theft of resources from the nation’s people; in contrast, supporting
policies that allow the people to impose greater control on their own government supports
true self-determination.
Nonetheless, the perception of impinging on a state’s sovereignty can make or break an
agreement and thus must be taken seriously. One way to circumvent both this hazard and
demands of unlikely quick turnarounds in lumbering institutions is ex post conditionality,
whereby support for extractive-sector projects is allocated to countries based on governance
and policy outcomes246 including states’ adherence to their own constitutions (Kapur and
Webb 2000; Collier, Elliott et al. 2003; Collier 2005). One of the benefits of such an
approach is that it allows governments to retain sovereignty in deciding how they choose to
achieve the outcomes, giving them ownership over the policy changes made. In this way,
IFIs can avoid impinging on sovereignty by only requiring that certain standards are upheld,
but giving countries freedom as to how they choose to achieve these outcomes.
Of course, this strain of conditionality will be resisted by many. Some resist the idea due to
concern that such an approach neglects countries in which the governance and corruption
problems are the worst. In addition, it pits the IFIs against MNCs and officials unwilling to
delay extraction until outcomes can be observed. Both concerns are legitimate. However, if
the political will could be mobilized, making extraction contingent on officials’ commitments
would certainly greatly increase the incentives for both private and public actors to actually
make changes.
Another alternative is imposing neither specific policies nor specific outcomes, but
conditioning involvement on the building blocks of accountability – the means of effective
governance. This gives countries the leeway in terms of choosing policies and end-goals, but
increases the opportunity for citizens to take control of their government. Moreover, such
conditionality could be imposed in the shorter-term.
With regard to donors’ politics over-riding the broader public interest, there are ways to
minimize the entry of politics into the equation. The World Bank, as well as other IFIs,
could create internal but insulated oversight bodies that could, after an agreement like that in
Chad is negotiated and agreed, be responsible for implementing the agreement (Lederman,
Loayza et al. 2005). If this were put into practice, when issues arose regarding noncompliance with the terms of the agreement, and independent body could assess and react
without interference and without compromising a particular body’s, like the IMF’s, charter.
Moreover, IFIs’ resolve in this regard could be strengthened by binding together to ensure
they were not imposing conditions differentially (Mayer and Mourmouras 2005).

246 This is, for example, the basic underlying philosophy of the Millennium Challenge Account in the United
States.
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VI.B.2.b)

International Law

International law – both hard and soft247 – also has potential to overcome collective action
problems and information asymmetries, and to change the norms in the extractive industry
and in countries with large extractive sectors. For private industry, both hard and soft law
can lessen the threat that corporations will be undercut by opportunistic competitors that do
not comply with agreed-to standards – thus helping corporations avoid the prisoner’s
dilemma discussed above. For governments, both soft and hard international law can
overcome hurdles stymieing the development and implementation of domestic regulation.
The power of both lies largely in increasing the costs of not acting in accordance with agreed
norms. First, both can increase the pressure for future governments to respect the
commitments made by previous governments and for MNCs to follow through on their
commitments, largely by increasing the reputation costs both private industry and
governments face in contravening recognized principles and standards. Moreover, both
formal and informal norms can provide additional information to financial markets, which
can use countries’ and MNCs’ compliance as a screening device, allowing financial markets
to judge better the intent of a state’s leaders and the quality of MNCs’ management.
The following discussion first considers the role of hard law and then explores some of the
relevant soft law initiatives and their role in changing how stakeholders view political risk.
VI.B.2.b.i)

Hard Law

Formal international law in the form of bilateral or multilateral treaties or agreements, or
hard law, is one route to achieve implementation of the mechanisms discussed above. These
binding commitments have advantages over addressing the issues related to natural resource
management in a more piecemeal fashion. Most notably, states disregarding hard law pay a
significant price in terms of their legitimacy. This is due to both the nature of hard law –it is
often enforceable through domestic regulation- and the increased ease of monitoring when
there are not competing standards. In addition, addressing issues like transparency at an
international level can ensure that all countries and companies face pressure to abide by the
same rules, reducing MNCs’ fear of being undercut be companies with different standards.
Lastly, hard law, although costly, promotes efficiency in that efforts towards one end are not
duplicated – all stakeholders have one focal point to direct their efforts towards.
Nonetheless, formal international law does have significant limitations. First, states’
sovereignty effectively creates a filter between international law and domestic
implementation (Battini 2005). Thus even hard international law cannot ensure
implementation of a particular mechanism248.
In addition, the very formality of the law implies significant monetary and nonpecuniary
costs. Notably, the time needed to negotiate such agreements is likely to result in many
extractive sector projects going forward in the meantime, making these efforts largely
impotent for countries facing the “curse” in the short and medium term. Moreover,
multilateral instruments often are diluted in order to achieve language that all parties can live
247 Hard law comprises multilateral binding agreements backed by national governments, whereas soft law
includes non-binding agreements and codes of conduct that do not necessarily bind governments.
248 Though, as with some environmental treaties, ratification can come with perks such as capacity building to
help countries meet their commitments and to encourage them to ratify.
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with: the result can be language that leaves the commitments open to interpretation. This, in
turn, results in the emergence of loopholes and a lack of enforcement, as has been seen in
numerous agreements relevant to the problems faced by extractive countries, including the
OECD laws against bribery (Birdsall, Rodrik et al. 2005). Furthermore, the elimination of
duplicated efforts comes with reduced experimentation, and thus may result in the
international community missing out on the benefits of experimentation with varied
attempts to address the same problems.
VI.B.2.b.ii)

Soft Law: Norm-Setting and Codes of Conduct

While states control accedence to treaties, they are no longer the sole (or, in some cases,
dominant) actors in the development and implementation of international norms. The
increased transparency of multilateral negotiations, and the participation of NGOs and
private actors in this dialogue, results in less of a state monopoly over the development of
international law. Furthermore, not only do non-governmental entities play a role in states’
traditional realm - the development of law, private parties often “align themselves with
international rules without even waiting for the state they operate in to integrate the rules
into its domestic legal system” (Battini 2005). Thus, while national governments can filter
formal international law, their control over the development and implementation of soft law
has diminished. This not only weakens governments’ power in setting the rules to play by,
but results in private parties being more directly subject to international standards.
This decline in state control over international norms has also changed the role of
international institutions. International organizations are no longer merely instruments of
states, but have acquired the authority to influence the norms acceptable to global actors
independent of state commitments. Just as the involvement of IFIs in an extractive sector
project sends a signal that effectively amounts to an endorsement, international
organizations can lend credibility to private sector or NGO initiatives (Abbott and Snidal
2000). Institutions such as the United Nations can, thus, establish informal codes of conduct
that influence how stakeholders think about an issue without formal agreement from states,
and can help enforce commitments made in such voluntary initiatives be legitimizing the
initiatives and focusing public attention on them.
One such norm-setting initiative is the Equator Principles discussed above. This voluntary
initiative has changed international lending norms without the direct involvement of
governments. The UN Global Compact (the Compact) is another prominent initiative that
has emerged largely independent of formal state involvement, and is relevant to the concerns
of states dependent on the extractive sector. UN Secretary-General Kofi Annan launched
this voluntary initiative in 2000, calling on NGOs, corporate leaders, trade unions, and the
UN itself to voluntarily commit to ten corporate citizenship principles – including an anticorruption principle urging businesses to “work against all forms of corruption, including
extortion and bribery” 249.
249 Many other initiatives relevant to the concerns of this document have also been initiated in this arena. One
such convention that preceded the Global Compact is in some respects a hybrid between formal and informal
international law. This initiative, the Convention on Combating Bribery of Foreign Public Officials in
International Business Transactions, was adopted in 1997 by the OECD. It committed the signatories to
“adopt common rules to punish companies and individuals who offer, promise or give bribes to foreign public
officials in order to obtain or retain international business deals” (Morais 2002). The result is binding, but
general, commitments from signatories. However, enforcement, even by the ratifiers, has been weak.
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While these initiatives’ independence from governments is notable, concerns about the both
abound and generally reflect the types of concerns stakeholders have with soft law. One
common concern with the Compact is that its voluntary nature and its close ties to the
current Secretary-General will make it a fleeting initiative. Another concern is that
monitoring of companies is virtually nonexistent: “Ultimately it is up to civil society groups,
including shareholder activists, to monitor companies’ efforts and goad them into improved
CSR performance” (Zammit 2003). Even with effective monitoring, the Compact – as with
all soft international law – lacks the enforceability of domestic law. Moreover, the language
used on such codes is often so vague that even if legal enforcement were available, it would
be difficult to discern whether a company was acting within the confines of the code.
Beyond the monitoring and enforcement problems plaguing such codes of conduct250,
accountability of the international organizations housing these initiatives and the NGOs
monitoring them is problematic (Battini 2005). Unlike national governments, they are not
elected in any sort of democratic manner, and unlike private industry, they do not answer to
shareholders.
Despite these, and other, valid concerns regarding the Compact – and about soft law more
generally, many aspects of the Compact highlight the power and potential of soft law. First,
soft law can be especially useful when stakeholders are attempting to address issues that are
still poorly understood (Abbott and Snidal 2000). These informal agreements allow the
relevant parties the flexibility to explore the various options without imposing overburdensome or inappropriate demands, and to learn from experience with a variety of
approaches.
Moreover, while informal agreements do not have traditional enforcement power, market
incentives can effectively enforce agreed norms. Financial institutions rely on whatever
information is available, and the adherence to international standards helps inform
investment decisions (Battini 2005). Thus, even without legal sanctions, the rewards of
compliance can motivate participation and compliance. Similarly, businesses’ desire to use
their commitment to these initiatives brokered through institutions like the UN as a public
relations tool can help enforce commitments, particularly if effective monitoring forces
companies to abide by the spirit of such agreements in order to utilize participation as a
marketing tool
Soft law’s strength also lies in its provision of a useful middle ground between industry- and
state-centric initiatives. International bodies’ role in these initiatives is particularly powerful.
First, they can serve as legitimate conveners of stakeholders, bringing parties together,
providing a forum for dialogue, and allowing the participants to capitalize on the credibility
of the international institutions themselves251 (Streck 2002). Moreover, when brought
together to develop soft laws, the relevant actors are often more willing to engage in true
250 Lack of monitoring has also been highlighted as the chief weakness of the Kimberley Process – the scheme
developed to limit the trade of “conflict diamonds”.
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One instance of international institutions lending their credibility to such initiatives is the OECD Guidelines
for Multinational Enterprises –a voluntary set of corporate responsibility standards. These standards are being
used by OECD governments to pressure companies and have been used in shareholder resolutions,
demonstrating that the pressure that can be applied by IFIs and by other international institutions can also lend
weight to initiatives led by other stakeholder groups (AccountAbility and World Business Council for
Sustainable Development 2004).
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dialogue and to make compromises – as no one is formally committing to forever abide by
the product of the discussions. Lastly, partnerships between UN agencies and the business
community serve to magnify, and transmit to a wider audience, initiatives that would
otherwise have difficulty getting traction among a broader group of stakeholders.
Soft law also has power as a precursor to hard law (Morais 2002). Informal agreements can
eventually fill a more formal role, as they often serve as the general pool of ideas from which
hard law –both domestically and internationally- is formed. The norms and consensus
established among the business community, NGOs, and governments in developing soft law
can also create precedents to which domestic governments can point in moving towards
regulation. In fact, in the last 50 years, much international “soft law” has made its way
toward more formal law. This trend demonstrates soft law’s role as the foundation of more
formal and state-centric negotiations.
VI.B.2.c)

International Institutions and Information

International organizations also have a potentially powerful role to play in improving the
informational environment surrounding extractive industries. As discussed above,
incomplete information hinders international capital markets from disciplining MNCs and
countries that manage resource revenues in ways that increase instability. International
institutions can reduce the impact of this problem in two ways: increasing the amount and
quality of information available and filling the gaps that come about due to incomplete
information.
To achieve the former, they can serve as information clearinghouses and consolidators.
Their role in soft law partially accomplishes this by providing countries and companies the
opportunity to voluntarily report and signal their commitments to good governance
(International Monetary Fund 2004). Moreover, this is the role envisioned for the IMF in
relation to the Extractive Industries Transparency Initiative252 – as a aggregators of payments
made to single country. This role, however, can be strengthened with the creation of
indicators that would help focus attention, and increase the information on, national and
subnational governments’ management effectiveness or on MNCs’ commitment to
proactively managing risk. For example, to support the goals of social fund-like mechanisms,
international institutions could rate the effectiveness of subnational governments (Eifert,
Gelb et al. 2003). Even more creative possibilities include “establishing national externality
profiles to help bring each nation’s spillovers, both positive and negative, into focus” (Kaul,
Grunberg et al. 1999). Strengthening international institutions role in information would
allow government and companies to send clear signals to financial markets, strengthening
the market discipline enforced on each of them, and creating conditions that aid the
enforcement of agreements between states, or between states and MNCs (Kaul, Grunberg et
al. 1999).
Second, international institutions can offer financial instruments that are not available due to
market failure. As mentioned above, they can provide or subsidize over-the-counter risk
instruments, forward markets and insurance that are not otherwise available to the riskiest
resource-dependent or –wealthy countries. Similarly, they can offer certified savings or
hedging facilities for sub-national entities when corruption precludes healthy federal and
state government cooperation (Gelb 2002; Eifert, Gelb et al. 2003).
252

See Section VI.C for a discussion of this initiative.
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VI.B.2.d)

Discussion

These institutions’ missions and points of leverage align well with mechanisms most needed
within the countries of interest. Unfortunately, their funding structures leave them
vulnerable to manipulation –direct or indirect– by their funders.
Despite this major weakness, these institutions are likely to be needed to effect change in
these countries. International institutions can effect change by consolidating the diverse
initiatives aimed at extractive industries and by increasing the pressure on MNCs’ home
governments to compel these companies to increase transparency. International law,
however, may be the weakest of the levers available to these institutions in the short and
medium term. For one, the politics of arriving at a consensus means that both types of
instruments are often too vague to be highly effective. While the shortcomings of formal law
do not mean that efforts to reach international consensus on these issues are not useful in
stimulating a reconsideration of the extractive sector, they do indicate that efforts to change
management of revenues in the short and medium term are needed to complement these
efforts.
The more powerful levers in the short and medium term are international organizations’
roles in providing information and funding. Changing the requirements that need to be
fulfilled to obtain public monies, in particular, is potentially powerful. This tool has the best
hope of imposing discipline directly on MNCs and in a relatively equitable manner.
Moreover this “imposed” discipline may actually be welcomed by private industry and
governments unable to pull themselves out of a destructive equilibrium. Private firms in
particular, as discussed above, may welcome the opportunity to be compelled so that they
can more readily improve their risk management practices without the fear of being
undercut.
VI.B.2.e)

Regional networks

The difficulty of enforcing codes of conduct and soft law highlights one underutilized and
under-recognized forum for the development and enforcement of norms – regional
organizations. Fortified regional organizations could use a variety of enticements to
encourage the implementation of better resource management and distribution practices
without the same stigma of violating sovereignty.
One suggestion for their involvement is that regional organizations use a variant of
conditionality. The idea is that the lure of belonging to regional “clubs” could persuade
countries to implement mechanisms more conducive to a healthy polity (Kaul, Grunberg et
al. 1999). For example, membership to a regional “club” entitling its members to access to
international financial markets or to trade agreements could be granted once certain
conditions are met (Wyplosz 2005). The promise of membership has been motivational for
countries seeking to enter the EU, stimulating “deep policy and institutional changes and
impressive growth in about 20 countries” (Birdsall, Rodrik et al. 2005). Even closer to our
interests, Botswana’s membership in the South African Customs Union restricted its ability
to manipulate tariff policy (Poteete and Gramajo 2005).
More broadly regional organizations could be strengthened and entrusted “with
responsibility for intermediation between the national and global levels” (Kaul, Grunberg et
al. 1999). These organizations could serve as clearinghouses for extractive-sector transactions
within a particular region. Similarly, all insurance, loans and contracts could be conditioned
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on recognition by an independent body functioning under the auspices of regional
organizations (Humphreys 2004).
Similarly, funding from the World Bank could be allocated on a regional basis (Cook and
Sachs 1999). In a vague imitation of the Marshall Plan, the distribution of funds from the
international community could be “self-administered by the recipient countries which
reviewed each other’s assistance requests, and through peer review and monitoring, ensured
the proper use of funds.” While, as Birdsall et al (2005) point out, the situation in Europe
after World War two was obviously quite distinct from that facing the countries most likely
to miss out on the opportunity to utilize resource revenues to benefit their people,
particularly since European institutions necessary to administer these funds survived the war,
the need for such an intermediary is clear.
The capacity for regional organization to undertake such tasks and their legitimacy within
regions are the major impediments to implementing such suggestions. However, if properly
supported by the broader international community, a greater dependence on their
involvement could allow peer pressure to play a larger role within Africa in particular.
Moreover, it is possible that the foundations necessary could be built up in stages, with
incremental devolution of responsibilities to the organizations.

VI.B.3)

Non-governmental Organizations

Non-governmental organizations (NGOs) can –and some do– play a large role in pressuring
governments, corporations and international institutions to shift their perspective on risk
management and extraction. This widely varying set of actors, which ranges from large
global organizations with budgets in the tens if not hundreds of millions of dollars, such as
the World Wildlife Fund or Amnesty International, to small local groups existing largely on
volunteer efforts, such as the Center for the Investigation and Promotion of Rural Peoples
in Bolivia, exerts its influence through a diverse array of avenues. NGOs organize relevant
stakeholders, lobby government representatives, educate stakeholders, and monitor
implementation of standards, regulations and other corporate and government activities and
commitments. The following overview explores NGO interests and their ability to effect
change.
VI.B.3.a)

Why NGOs are relevant

Many societal changes have increased the global efficacy and importance of NGOs in the
last decade. One of the most important of these transformations has been technological
change. The increased ease of communication and transportation has increased the power
and opportunities available for non-governmental organizations to play a role in decisionmaking. In particular, technological change has decreased the costs of collective action and
of obtaining information.
As a result, NGOs can now more easily interact with the many affected groups and with
governments and corporations. Their monitoring role, in particular, has been facilitated by
technological change. Increased access to information and increased ability to distribute
information and educate stakeholders have allowed NGOs to play an increasingly powerful
role in sanctioning decisionmakers by imposing political costs on those who deviate from
welfare maximization
In total, this informational role can be very powerful in building a societal consensus on
various issues. One example of the power of this role is the impact of Transparency
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International. Transparency International’s role in educating stakeholders has been pivotal in
developing a consensus and moving stakeholders toward action and in increasing the
political costs of opacity and corruption.
Furthermore, the increasingly global nature of the issues NGOs confront has catalyzed
changes in NGOs’ abilities and methods and has increased their importance. The
increasingly global nature of private industry has created a vacuum that NGOs have filled.
Whereas states have difficulty addressing transboundary issues in an efficient and effective
manner, NGOs, like MNCs, are not as constrained by borders. Thus, many NGOs have
been able to adapt, or emerge, and focus on transboundary issues. NGOs are able to
capitalize on global and local support and expertise while also drawing in extra-territorial
resources and experts. International NGOs focusing on global issues can thus partner with
local NGOs to maximize efficacy, a strategy that has proven effective with regard to
pressuring governments in many arenas, including human rights (Risse 2000).
NGOs efficacy may have also increased in the past decade due to a change in tactics. Not
only are many NGOs now international, but given the increased power of MNCs relative to
that of states in the realm of transboundary issues, they have increased their involvement
with and attention to the private sector. This focus, coupled with a retreat from their
predominantly confrontational tactics, has led to a more nuanced strategy and view of how
they can effect change (Elbers 2004). While their involvement with both private industry and
governments still takes many forms ranging from antagonism to cooperation, on balance
NGOs have accepted that they can, in some instances, work with –rather than against- the
entities they are attempting to change. As Elbers highlights, many NGOs historically
discounted the motives and practices of private industry a priori, and private industry
discounted NGO demands as idealistic and extreme. This has begun to change, though, as
both industry and NGOs have realized that the other can be a valuable partner, and that
engagement may be more useful than antagonism.
VI.B.3.b)

Concerns & Opportunities

Despite these factors that make NGOs a formidable force for change, there are considerable
concerns that may limit the utility of NGOs efforts from the perspective of welfare
maximization within resource-wealthy or –dependent countries. Firstly, as noted above,
NGO accountability is a concern. Many NGOs have few mechanisms in place to make them
accountable to anyone other than future donors, often resulting in interests that are
misaligned with the citizens within the affected countries. In fact, some studies find NGOs
to be the least accountable of many organizations including corporations and governments
(Kovach, Neligan et al. 2003).
In addition, NGO-led voluntary initiatives pressuring private industry are seen by some as
weakening the pressure on governments to regulate (Elbers 2004). For this reason, NGO
initiatives may be most productive when they target some of their efforts at government
rather than directly at companies (Olsen 2005). On the other hand, given MNCs increasing
concern with both intangible risk and reputational risk, NGOs may be able to prompt
change quickly and efficiently, even without the threat of legal sanctions, by working with
MNCs.
However, NGOs have another weakness – their unproven ability to target “non-western”
companies and governments. Many NGO initiatives appeal to western ethics and market
incentives linked to reputation to motivate change in private industry. These more standard
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approaches have power primarily over private companies based in the United States,
Australia and Western Europe – those more dependent on their images (Elbers 2004).
Bringing Indian and Chinese companies within reach of NGO appeals will, thus, call for
innovation and collaboration with other stakeholders (see Section VI.B.1.a.ii for further
discussion on the role of China and India).
Another potential problem hindering the efficacy of NGOs is their perceived, and
sometimes real, intransigence. NGOs may be most effective when they are willing to
compromise, as holding to ideals too rigidly can provide MNCs and governments with an
easy excuse for rejecting NGO initiatives thereby stymieing advancement. However, and
despite their progress in this regard noted above, NGOs have developed a reputation for
rejecting anything short of their ideal solution. This, combined with the diversity of NGOs’
priorities and agendas, diffuses the force of their demands.
Yet, in aggregate these efforts are having an effect that cannot be ignored by industry (Banks
2003). The more NGOs can cooperate, amongst themselves and with other stakeholders, as
well as target their requests, the greater the likelihood of success. If NGOs can streamline
the myriad demands they place on governments and industry, they will increase the power of
those demands while also easing the costs states and businesses incur in responding to the
demands. For example, if NGOs can work together and with the relevant industry
consortiums and intergovernmental organizations to consolidate the way corporate and
public governance is measured, then one of the largest difficulties in making a business case
for corporate governance -lack of standardization of measurement- will disappear (The
World Economic Forum 2004). This would, in turn, increase the ease of justifying changes
in corporate governance to boards and other shareholders, and encourage progress.

VI.B.4)

Foreign Governments

Government regulation in the countries in which extractive-sector companies are based is
another route to bring about change. Government intervention could take two broad forms.
The first avenue for governments to affect change in the extractive sector is stricter
enforcement of existing laws regarding transnational corporations’ policies and actions in
foreign countries. Existing regulations, such as the Foreign Corrupt Practices Act (FCPA)
and the Alien Tort Claims Act (ATCA), could considerably affect MNCs’ practices in
foreign countries.
The FCPA, enacted in 1977, prohibits the bribery of foreign officials. Enforced by the
Department of Justice and the Securities and Exchange Commission, this law has largely
been disregarded unless it is used as a tool to achieve other means. As NGO pressure on
corruption has increased however, the actions taken under the FCPA seem to be increasing.
The ATCA is broader than the FCPA, in that it is not solely focused on bribery, but gives
U.S. courts jurisdiction of “any civil action by an alien for a tort only, committed in violation
of the law of nations or a treaty of the United States”253. The ATCA allows aliens to sue U.S.
companies and their subsidiaries in U.S. courts, and is forcing companies to consider the
possibility of extraterritorial enforcement of U.S. laws. The ATCA has been used by
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Burmese villagers who sued Unocal254, Sudanese who sued Talisman Energy, Ecuadorians
who sued Texaco, Peruvians suing SPCC, Indonesians suing Exxon255, and Nigerians who
sued Chevron256.
These cases, in addition to those brought under the FCPA, cause concern among
corporations. They imply increased probabilities that MNCs will be held accountable in U.S.
courts for their actions abroad. These cases are supported by a related case that the Supreme
Court heard in 2004 which “left open the door for actions under the ATCA involving
‘heinous actions – each of which violates definable, universal and obligatory norms’” while
simultaneously curtailing the breadth of the ATCA (International Petroleum Finance 2004).
The second avenue of government intervention is creation of new rules –either through
international arenas or individually- that would force these companies to be more
accountable. As suggested by advocates of the Publish What You Pay initiative, one route
new regulations could take is targeting what standards publicly traded companies must
adhere to in order to be listed on an exchange. Countries could require disclosure as a
condition for listing on stock exchanges. Similarly, governments could create tax incentives
whereby companies that do not disclose information are taxed higher than those companies
that do. Alternatively, governments could require MNCs to disclose all financial dealings, as
suggested by Birdsall (2006), or could require banks to disclose their natural resource derived
deposits and oil-loans from and to both countries and heads of state (Global Witness 2004).
Given these avenues have been open since the advent of natural resource extraction and
have not been utilized to effect change in the extractive sector – the obvious concern is that
these routes are not perceived as being in the national interest. U.S. and OECD laws against
bribing are not well enforced and have loopholes, indicating that by and large, governments
look the other way when extractive industries are complicit in corruption (Birdsall, Rodrik et
al. 2005). Moreover, some countries are concerned to implement such laws unilaterally, as
the mobility of MNCs may expose countries to the loss of large sources of corporate tax
revenue.
However, as the oil market becomes tighter, the United States will have newfound interest in
countries that were previously viewed as peripheral. In fact, by 2015 the U.S. could import
one quarter of its oil from Africa (McLaughlin 2004). While this could mean a new interest
in stability in Africa, and thus a newfound interest in enforcing anti-bribery laws, it is just as
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Burmese refugees sued Unocal in 1998 in a California federal court, alleging human rights abuses in the
construction of a pipeline. The result of the Unocal case supported the use of ATCA in these instances – as the
court “held that such activity is actionable under the ATCA” given that the complaint “constituted a
sufficiently egregious violation of customary international law”254 (Delaney 2004). However, in January 2004,
the California Court ruled that Unocal was not liable “for the conduct of its wholly-owned subsidiaries”; then,
in March 2005, Unocal settled, indicating that the company wanted to avoid bad PR (Lifsher 2005). A Loyola
Law School professor interpreted the settlement as a warning to other MNCs that they are going to face major
litigation (Lifsher 2005). The settlement was followed by a nearly 2% fall in Unocal’s stock prices (Lifsher
2005). In addition, in a case against the Southern Peru Copper Corporation, the finding –while in favor of the
company because the court did not find it had subject matter jurisdiction- suggested that the matter, given
sufficient consensus in international law, would have been heard by the court (Delaney 2004).
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likely, as displayed with regard to Chad, that the US will be less politically willing to impose
conditions on countries on which it is more dependent.

VI.B.5)

Consumers

Lastly, consumers can catalyze change in business practices via boycotts or less organized
changes in preferences. In fact, a survey demonstrated that shareholder advocacy, in
particular, “… appears to be most effective when accompanied by a credible threat of
consumer responses” (Heal 2001).
However, it is important to note that consumers’ interest in an issue is relatively unstable and
unpredictable (Cowe 2004). This instability means that investors cannot necessarily rely on
consumers’ pressure. While they are powerful if they act in a concerted manner, consumers
are usually relatively passive – and in general not concerned about the same issues as
investors257. Even more importantly, although corporations can be sanctioned by consumers,
limitations in information make it much more difficult to sanction raw-material-producing
nations, as their supplies are typically commingled with those from other countries.

VI.C)

Cooperative Action

Changing the status quo will require the cooperation of many stakeholders. Nearly all efforts
discussed above require or would be strengthened with cooperation between consumers,
businesses, governments in the home countries of the relevant MNCs, investors,
sympathetic bureaucrats and agencies within the countries of interest, and both domestic and
international NGOs. While partnerships have arisen to react to specific incidents that are
manifestations of the underlying risks, this is not the most promising activity on which these
actors could cooperate. Rather, cooperative action can be especially beneficial in
coordinating and focusing the many initiatives that exist. The number of relevant initiatives
competing for attention in the global community diffuses the force behind these varied
initiatives and allows companies and government to defer their responses. In addition to the
few initiatives and compacts mentioned above, initiatives from the World Economic Forum,
the OECD, the Global Reporting Initiative, AccountAbility, Social Accountability
International (SAI), the International Organization for Standardization (ISO), while
complementary in many regards and indicative of the increasing momentum in targeting
many of the problems related to the “curse”, create a confusing morass. As a result of the
diversity of initiatives, the efforts ultimately exert much less pressure than if they were
coordinated.
Two initiatives that have been developed cooperatively between many stakeholders are
Publish What You Pay and the Extractive Industries Transparency Initiative. Both initiatives
seek to get companies to be more transparent about their payments to governments, and
have been developed with involvement of investors, NGOs, companies, and governments.

257 A recent poll estimated that 95% of consumers do not prioritize ethical considerations in their purchase
decisions (Doane 2005)
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Publish What You Pay
The Publish What You Pay (PWYP) Initiative is an NGO-led initiative, initiated by Global
Witness and the Open Society Institute in 2002, aimed at requiring extractive-sector
companies to disclose their payments to governments as a condition of listing on stock
exchanges. The campaign advocates that governments require companies to publish
disaggregated information –on a country-by-country basis– regarding royalties, taxes, and
other payments made to governments in association with the right to extract. Spurred on by
Global Witness’s exposure of mismanagement of oil monies in Angola, this initiative seeks
universal and compulsory reporting standards for publicly-traded companies listed in the
major stock markets, thereby creating a more level playing field than voluntary initiatives.
Extractive Industries Transparency Initiative
The Extractive Sector Transparency Initiative (EITI) is a UK initiative, also launched in
2002 and currently with about 20 exporting countries participating, that encourages both
corporate and governmental transparency. Unlike PWYP, however, this initiative is
voluntary and does not require disaggregated payments to be reported. It encourages
companies and countries to develop reporting guidelines that are both consistent with twelve
EITI principles -relating to corruption, transparency and governance- and agreed on
between the companies and the host country (Oil & Gas Journal 2005).
The latter initiative seems to be receiving more support, as its voluntary nature makes both
MNCs and governments more comfortable. Nonetheless, the efficacy of both of these
initiatives, as with many of the other mechanisms discussed in this document, is partially
dependent on actions taken by other stakeholders. Independent initiatives can either
complement one another’s efforts or fight for limited attention and resources. For example,
the willingness of companies and governments to support transparency initiatives will be
(and is) substantially influenced by the pressure international financial institutions (IFIs)
place on these groups. In the case of BP and Azerbaijan, their participation in the EITI was
encouraged by the World Bank’s pending comprehensive reviews (Elkin 2004).
Lastly, external actors should not dismiss the possibility of finding internal partners for their
efforts. Even when the executive is dismissive of efforts to increase the inputs necessary for
accountability, it is possible and even likely, as discussed in Section III.C.3, that other
governmental and non-governmental actors have an interest in supporting such initiatives.
Thus, external actors should capitalize on the likelihood that “while some government
officials may have ulterior motives for supporting resource abuse, others are likely to oppose
that abuse for their own programmatic or political reasons” (Ascher 2000). Such a possibility
supports the need for any possible conditionality agreement to formally draw in numerous
domestic governmental and non-governmental actors, as well as to more informally provide
opposition forces, both within and external to the domestic government, ways to
communicate and interact with external actors.
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VII)
Conclusion
The results of this analysis suggest that the “resource curse” should not be framed as a curse.
Doing so implies that policy-makers are powerless to counteract the possible detrimental
political and economic repercussions of resource development. Moreover, framing the
results of resource development as a curse provides cover for those interested in using
resources for ends that do not match the priorities of the populace or of a possible welfare
maximizer.
In contrast to the impression given by the moniker “resource curse”, this dissertation
suggests that resource revenues can provide for the public good. For this to be realized,
policy should be targeted at creating conditions that foster, rather than enfeeble, the inputs
necessary for accountability.
Although early investigation into the “resource curse” focused on the economic causes and
consequences of a large extractive sector, the body of work on the political dimensions of
the “resource curse” cumulatively suggests that understanding political dynamics is essential
to understanding and overcoming the forces that have created the impression of a “curse”.
Resource revenues –much like other appropriable sources of revenue– can catalyze the
concentration of political and economic power and squelch the development of viable
political competition.
Without the constraints provided by healthy norms and rules in vibrant economies and
polities, there is little to protect the pool of appropriable resource revenues. As a result,
resource revenues induce corruption and rent-seeking incentives trump the returns to
productive activities and stymie progress. Coupled with weak institutional constraints,
corruption reinforces existing inequality, and leads to slower growth in human capital, less
entrepreneurship, and ultimately a hobbled economy. Moreover, the concentration of wealth
and power reduces the already weak or absent constraints incentivizing commitment and
accountability. Ultimately, the institutions that keep the government accountable are further
weakened, civil society lacks the political and real tools to organize against government, and
ultimately the meaningful accountability needed to support robust democracies is lacking.
The empirical analysis suggests that the “curse” does exist in some countries, but not as it is
commonly framed. The association between both measures of natural resources and stability
are much weaker than the relationships between natural resources and governance. In
combination with previous literature, these findings suggest that the variance in countries’
stability can be explained by institutions, which in turn are affected by the presence of
appropriable revenues.
Thus, I conclude that the evidence supports the hypothesis that resource revenues neither
condemn nor bless countries; rather, they are like most forms of power in that they can be
used for the benefit of many or for the benefit of a few. In the absence of effective
institutional constraints and a commitment to these “rules of the game”, rent-seeking
incentives trump the returns to productive activities and resource revenues are relatively
easily diverted to uses that do not benefit the greater society. Thus, policy interventions
should be aimed at generating such constraints.
The empirical investigation further suggests that policy interventions can counteract these
pressures. The apparent variability of the relationship between resources and stability
indicates that while natural resource abundance does often conjure significant challenges,
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countries are anything but powerless against the hypothesized “curse.” Although resource
wealth can exacerbate preexisting institutional weaknesses, the inconsistency of the
relationship and the importance of governance in explaining instability suggest that there are
factors that can insulate countries against the destabilizing forces that can accompany
resource extraction and inhibit political and economic progress.
Unfortunately, many of the schemes that have been suggested to protect countries from the
problems that can accompany resource wealth overlook the changes needed in the political
economy of extractive economies, and in particular do not strengthen meaningful
constraints on the leaders in countries with natural resource reserves. Many of the
mechanisms targeted at the “curse” implicitly relegate political considerations to secondary
considerations. The result is policies that do not allow countries to circumnavigate the heart
of the “curse”. While these macroeconomic changes are central to healthy countries, without
interventions changing the incentives for rent-seeking, these macroeconomic changes are
insufficient. For example, mechanisms targeted at steadying the flow of resources into the
economy do little to fundamentally address the distortionary effects of resource revenues on
the political economy, and essentially depend on the very institutions that appear to be
feeble. This weakness of many of the mechanisms targeted at the curse has resulted in the
inadequate involvement of civil society, as well as of governmental actors other than the
executive, in reforms. This in turn has led to a lack of sustained commitment on the part of
leaders, corporations, and IFIs to the goals professed by these mechanisms.
Thus, the key objectives of any basket of policies must be to reduce rent-seeking, discretion
and opacity and increase accountability without eliminating flexibility. This can be best
achieved with interventions that simultaneously: (1) transfer power to the masses; (2)
increase the capacity of the electorate to monitor; and, (3) decrease the discretion of the
existing central government – and in particular of the executive. Reducing the discretion of
the executive calls for unambiguous rules that are enforced. This enforcement, in turn, calls
for information, a framework that supports the meaningful interpretation of this
information, and a populace and insulated technocratic decision-making bodies empowered
to act on this information. For countries with weak institutions –our primary concern in
resource-dependent countries– in the initial stages of institutional development, channeling
revenues away from the central government holds promise in fostering the capacity and
influence of civil society and of countervailing factions within the government while limiting
the flexibility accorded to the executive.
More specifically, social fund-like mechanisms may be crucial to complement the top-down
imposition of administrative reforms. While natural resource funds hold great promise when
carefully designed, implemented, and managed – their central design is targeted at
macroeconomic problems. In contrast, the allocation of revenues from natural resource
funds has the potential to fundamentally reshape the relationship between the electorate and
its government. Social fund-like mechanisms may hold the most potential to support the
development of the inputs necessary to achieve accountability, support the administrative
capacity of government bodies, help fill the gaps left by the capital market failures in these
countries, allow for flexibility in responding to local-level needs, and –in the long-term–
decrease corruption and strengthen institutions.
One benefit of adding such a mechanism is that it promotes the strengthening of an
additional and crucial check on officials while allowing, at the lowest level, flexibility in the
spending of funds. Social funds can effectively funnel money away from kleptocrats and/or
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malfunctioning national governing bodies and increase discretion and accountability at the
grassroots, providing measured autonomy. Moreover, in the end, China and India’s growing
power to allow countries to circumvent corporate, IFI, or investor pressure can only be
overcome if the pressure for better revenue management comes from an empowered
internal populace. Ultimately, each of the suggested mechanisms rests in part on the
domestic support for the goals, and thus on access to information and on the capacity of
civil society to consume and act on this information.
A shift towards autonomy in dispersal of resource revenues may seem counterintuitive in
resource-rich or resource-dependent countries. In these countries, concern about corruption
seems to counter arguments for discretion. However, these concerns may actually support
the use of mechanisms like social funds which devolve control of the funds but retain some
overlapping authority. Combining front-end control with back-end discretion has potential
to bind the central government while increasing flexibility so that resource revenues go to
their best uses. Thus, social funds can decrease “grand corruption” and increase the
responsiveness of spending to needs, fostering innovative responses to local issues. In other
words, rules that effectively funnel money away from kleptocrats and/or malfunctioning
national governing bodies and increase discretion and accountability at the grassroots may be
a useful strategy. Moreover, as opposed to forms of decentralization that funnel funds to
regions lacking the capacity to absorb massive influxes, social funds offer an alternative that
can help build capacity and accountability in the longer term while retaining some degree of
oversight in the short and medium term. The administrative set-up of social funds may, thus,
be a useful way to retain discretion in spending, so that the most pressing needs are met,
while controlling the funds adequately to minimize corruption.
This is not to underestimate the importance of balancing autonomy with precise rules. The
latitude granted to social fund managers and similar mechanisms, like semi-autonomous
revenue authorities, needs to be balanced with strict guidelines, including clearly defined
possible uses of the funds, clearly defined relationships with existing line agencies, and
authorization based in a body beyond the executive.
Overall, the limitations of the traditional mechanisms targeted at the “curse” suggest that
grand schemes, which are only as strong as their weakest link, may not –alone- be the best
way forward. Rather smaller mutually-reinforcing schemes, like social funds, that can
increase accountability, realign incentives, improve the informational environment and
support progress even when one of these crucial actor’s dedication flags hold the most
promise.
A few countries may embrace recommendations regarding resource revenue management.
However, those in power in these countries are more likely to be reticent to relinquish
control even when factions of the government may be supportive of the policy changes
suggested. Thus, external pressure is likely to be necessary to induce change. Moreover, even
when domestic officials do move to implement mechanisms aimed at increasing the public
benefits reaped from resource extraction, external actors can play a large role in ensuring that
public officials do not renege on commitments made and that those within government
pushing for such changes are supported as much as possible.
The constraints imposed by external actors must also strengthen the engagement of the
public with their governments. Hence, creating conditions that enable countries to avert the
problems that have befallen resource-rich countries in the past will require external actors to
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act in a way that supports the commitment of government officials and the engagement of
internal actors. Only when a broad array of actors act in manners that reinforce the
participation of other actors can progress be sustained when the commitment of one actor
wanes.
The ubiquitous involvement of private interests from outside the country in resource
extraction, as well as the common involvement of international financial institutions in
funding infrastructure related to the build-up of the extractive industry, results in a unique
environment where external actors have significant influence. The “curse” is of concern to
this diverse body of actors external to the countries of interest. In particular, it is in
companies’ –and their investors’– interest to exert a stabilizing influence in their countries of
operation, as doing so would decrease the sizeable outlays needed to protect against
instability and would decrease the chances of outright expropriation. Given the difficulty of
moving away from an entrenched corrupt equilibrium, non-state actors are likely to be very
important in catalyzing change and moving towards a less corrupt equilibrium.
Despite the incentives for MNCs and their investors to decrease the instability they face in
these countries, and despite MNCs’ leverage, it is unlikely that companies will exercise their
influence without additional pressures from stakeholders. The industry norms and the
intense competition for access increase the costs of acting to change the status quo. Given
additional pressure from NGOs, investors and MNCs’ home country governments,
however, it is likely that more and more companies will move towards risk management
practices, including transparency, that also support the development of stronger institutions
in the countries of operation. Investors – and in particular institutional investors – may be
particularly useful in inducing change in companies’ risk management outlooks, particularly
by calling for better reflection of intangibles from investment companies.
Public and private organization involved in funding and insuring the extractive sector are
also highly influential – as their involvement in the extractive sector makes extraction either
profitable or untenable to both countries and the companies involved. They have leverage
over both MNCs and officials in the countries of operation which are seeking: oil-backed
loans; the involvement of banks to encourage MNCs to invest; or, places to stash monies
siphoned off of public coffers. Moreover, both their reputation and their bottom line can be
threatened by entering into deals about which their access to information is limited.
One of the core levers of both private and public institutions providing funding or insurance
is making access to these contingent on how the government manages resource revenues. In
particular, the recommendations IFIs make to the countries to which they make loans must
go beyond committing governments to certain arrangements for setting money aside. Rather,
they must ensure that the arrangements to which these governments commit ultimately
increase the pressure on these governments to not rescind their commitments. Thus, these
arrangements should focus on the dispensation of resource revenues.
Lastly, the informational roles of international organizations and regional organizations must
be fortified and formalized. If these organizations work together to create a prescribed role
for these organizations in recognizing and cataloguing contracts in the extractive sector, the
pressure on the governments in power in the extractive countries will be exponentially
increased and the information available to the marketplace can be augmented drastically.
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VIII)
Future Research
Finally, I would like to note some future extensions of this research.
x

One vein of inquiry raised by the use of social fund-like mechanisms to distribute oil
revenues is the possibility that micro-credit schemes could be used as an
intermediary between government control over resource revenues and direct
distribution. The costs and benefits of implementing such schemes particularly in
resource-rich countries is a potentially fruitful area of research.

x

An empirical model that uses a measure of reserves as an instrumental variable to
predict resource rents may be a particularly interesting extension of the model used
here. While reserve estimates are clearly problematic, as they depend on whether
reserves are being looked for in a particular locale and change with technology and
with new discoveries, such an approach may help better separate the effect of
resources from the effect of institutions.

x

Another possible research topic is to explore whether the entrance of these nonwestern companies into the extractive business in a major way can be a catalyst for
change in the way western MNCs deal with producing countries. Can western
companies provide these countries something that China can’t?

x

Investigating the circumstances that have allowed some companies and countries to
move towards transparency more quickly than others is also an important line of
inquiry that little research discusses to date. How are the countries that have signed
up for EITI – the first movers – different from countries that are resisting? How do
the circumstances of investment differ?

x

Lastly, while empirical evidence is emerging regarding the volatility and returns of
“socially responsible” investments, there is little evidence regarding whether a
discrepancy exists for proactive versus traditional risk managers within the extractive
sector. Given adequate data to support such research, investigating the empirical
relationship between CSR and long-term returns in the extractive sector would help
better understand what corporate practices and policies do and do not reduce risk.
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IX)

Appendix 1: Variables Used

Variable
Name

Description

Capital
Formation
(CapForm)

Gross fixed capital formation (annual % growth)

Civil Liberties
(civ_lib)

The Freedom House developed this governance indicator. It measures the following concepts of
governance: freedom of expression and belief; freedom of association and organizational rights; rule of law
and human rights; personal autonomy and economic rights.
The in-house expert opinion methodology is used to construct this indicator. The civil liberties measure
ranges from 1 to 7 (lower is more free).

FDI

Foreign direct investment, net inflows (% of GDP) from WDI

Resource
Dependence
(FOMExp)

Fuel, Ore & Minerals Exports as a percentage of merchandise exports, created from World Development
Indicators (WDI) 2004.

Resource
Dependence
(FOM_GDP)

Fuel, Ore & Minerals Exports as a percentage of GDP. GDP and merchandise exports are in US$ from
WDI 2004.

GDPGrowth

GDP growth (annual %) from WDI

Gini

Gini Index from WDI 2004

Governance
(Icrg_gov)

Linear sum of ICRG’s stability, corruption, law and order, democracy, and bureaucratic quality risk
variables (0=highest risk, 34=lowest risk)

Conflict
(icrg_conf)

Linear sum of ICRG’s conflict variables (Internal + External Conflict), from ICRG data (0=lowest
conflict, 24=highest conflict).

Life Expectancy Life expectancy in 1965; see Gallup, Sachs & Mellinger 1999
(lifex65)
Trade
Openness
(open6590)
(openk)

Proportion of years open to trade between 1965 and 1990. See Sachs 1997.

Total trade as a percentage of GDP, constant price version of openc - from PWT 6.1.

Political rights The Freedom House developed this indicator. It measures the following concepts of governance: free and
(pol_right)
fair elections for offices with real power; freedom of political organization; significance of opposition;
freedom from domination by power groups and political inclusion of minority groups.
The in-house expert opinion methodology is used to construct this indicator. The political rights measure
ranges from 1 to 7 (lower is more free).
Polity score
(polity)

The polity score ranges from –a to 10 (higher is more democratic). The University of Maryland developed
this indicator based on in-house opinion. It measures the following concepts of governance:
competitiveness of chief executive recruitment; openness of chief executive recruitment; constraints on
chief executive; regulation and competitiveness of participation; regulation of executive recruitment. I use
data from Polity IV (2002) and use the fixed version for time series analysis;

Pop

Population, total from WDI 2004

Education (Pri Percent of adults having completed primary school. Pri_comp=100- lu -lp (lu, lp from Barro Lee)
Comp)
1999 data used for 2000
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Resource
Wealth
(ResRent)

Linear sum of mineral rent and energy rent from http://lnweb18.worldbank.org/ESSD/envext.nSocial
Fund/44ByDocName/GreenAccountingAdjustedNetSavings
Resource rent per capita

(res_pc)
GDP (rgdpch) Real GDP per capita (chain)from Penn World Tables 6.1
“political risk” Composite variable composed of seven political risk variables–socioeconomic conditions, investment
(political risk) profile, internal conflict, external conflict, military in politics, religion in politics, and ethnic tensions- from
the PRS Group’s historical dataset (0=highest risk, 66=lowest risk).
sdGrowth
Income
(wb_LI)
(wb_LMI)

Standard Deviation of Growth: Standard deviation of GDP (current US$) from WDI
Low income countries per http://www.worldbank.org/data/countryclass/classgroups.htm#Low_income
as of 6/2/05
Lower middle- income countries per same
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Appendix 2: ICRG Data

POLITICAL RISK COMPONENTS
Sequence

Component

Points

(max.)
A
B
C
D
E
F
G
H
I
J
K
L
Total

Government Stability
Socioeconomic Conditions
Investment Profile
Internal Conflict
External Conflict
Corruption
Military in Politics
Religion in Politics
Law and Order
Ethnic Tensions
Democratic Accountability
Bureaucracy Quality

12
12
12
12
12
6
6
6
6
6
6
4
100

Government Stability – 12 Points
This is an assessment both of the government’s ability to carry out its declared program(s), and its ability to stay
in office. The risk rating assigned is the sum of three subcomponents, each with a maximum score of four
points and a minimum score of 0 points. A score of 4 points equates to Very Low Risk and a score of 0 points
to Very High Risk.
The subcomponents are:
Government Unity
Legislative Strength
Popular Support

Socioeconomic Conditions – 12 Points
This is an assessment of the socioeconomic pressures at work in society that could constrain government
action or fuel social dissatisfaction. The risk rating assigned is the sum of three subcomponents, each with a
maximum score of four points and a minimum score of 0 points. A score of 4 points equates to Very Low Risk
and a score of 0 points to Very High Risk.
The subcomponents are:
Unemployment
Consumer Confidence
Poverty
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Investment Profile – 12 Points
This is an assessment of factors affecting the risk to investment that are not covered by other political,
economic and financial risk components. The risk rating assigned is the sum of three subcomponents, each
with a maximum score of four points and a minimum score of 0 points. A score of 4 points equates to Very
Low Risk and a score of 0 points to Very High Risk.
The subcomponents are:
Contract Viability/Expropriation
Profits Repatriation
Payment Delays

Internal Conflict – 12 Points
This is an assessment of political violence in the country and its actual or potential impact on governance. The
highest rating is given to those countries where there is no armed or civil opposition to the government and the
government does not indulge in arbitrary violence, direct or indirect, against its own people. The lowest rating
is given to a country embroiled in an on-going civil war. The risk rating assigned is the sum of three
subcomponents, each with a maximum score of four points and a minimum score of 0 points. A score of 4
points equates to Very Low Risk and a score of 0 points to Very High Risk.
The subcomponents are:
Civil War/Coup Threat
Terrorism/Political Violence
Civil Disorder

External Conflict – 12 Points
The external conflict measure is an assessment both of the risk to the incumbent government from foreign
action, ranging from non-violent external pressure (diplomatic pressures, withholding of aid, trade restrictions,
territorial disputes, sanctions, etc) to violent external pressure (cross-border conflicts to all-out war).
External conflicts can adversely affect foreign business in many ways, ranging from restrictions on operations,
to trade and investment sanctions, to distortions in the allocation of economic resources, to violent change in
the structure of society.
The risk rating assigned is the sum of three subcomponents, each with a maximum score of four points and a
minimum score of 0 points. A score of 4 points equates to Very Low Risk and a score of 0 points to Very High
Risk.
The subcomponents are:
War
Cross-Border Conflict
Foreign Pressures
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Corruption – 6 Points
This is an assessment, based on a survey of business people’s perception of corruption in countries, of
corruption within the political system. Such corruption is a threat to foreign investment for several reasons: it
distorts the economic and financial environment; it reduces the efficiency of government and business by
enabling people to assume positions of power through patronage rather than ability; and, last but not least,
introduces an inherent instability into the political process.
The most common form of corruption met directly by business is financial corruption in the form of demands
for special payments and bribes connected with import and export licenses, exchange controls, tax assessments,
police protection, or loans. Such corruption can make it difficult to conduct business effectively, and in some
cases may force the withdrawal or withholding of an investment.
Although our measure takes such corruption into account, it is more concerned with actual or potential
corruption in the form of excessive patronage, nepotism, job reservations, 'favor-for-favors', secret party
funding, and suspiciously close ties between politics and business. In our view these insidious sorts of
corruption are potentially of much greater risk to foreign business in that they can lead to popular discontent,
unrealistic and inefficient controls on the state economy, and encourage the development of the black market.
The greatest risk in such corruption is that at some time it will become so overweening, or some major scandal
will be suddenly revealed, as to provoke a popular backlash, resulting in a fall or overthrow of the government,
a major reorganizing or restructuring of the country's political institutions, or, at worst, a breakdown in law and
order, rendering the country ungovernable.

Military in Politics – 6 Points
The military is not elected by anyone. Therefore, its involvement in politics, even at a peripheral level, is a
diminution of democratic accountability. However, it also has other significant implications.
The military might, for example, become involved in government because of an actual or created internal or
external threat. Such a situation would imply the distortion of government policy in order to meet this threat,
for example by increasing the defense budget at the expense of other budget allocations.
In some countries, the threat of military take-over can force an elected government to change policy or cause
its replacement by another government more amenable to the military’s wishes. A military takeover or threat of
a takeover may also represent a high risk if it is an indication that the government is unable to function
effectively and that the country therefore has an uneasy environment for foreign businesses.
A full-scale military regime poses the greatest risk. In the short term a military regime may provide a new
stability and thus reduce business risks. However, in the longer term the risk will almost certainly rise, partly
because the system of governance will be become corrupt and partly because the continuation of such a
government is likely to create an armed opposition.
In some cases, military participation in government may be a symptom rather than a cause of underlying
difficulties. Overall, lower risk ratings indicate a greater degree of military participation in politics and a higher
level of political risk.

Religious Tensions – 6 Points
Religious tensions may stem from the domination of society and/or governance by a single religious group that
seeks to replace civil law by religious law and to exclude other religions from the political and/or social process;
the desire of a single religious group to dominate governance; the suppression off religious freedom; the desire
of a religious group to express its own identity, separate from the country as a whole.

175

The risk involved in these situations range from inexperienced people imposing inappropriate policies through
civil dissent to civil war.

Law and Order – 6 Points
Law and Order are assessed separately, with each sub-component comprising zero to three points. The Law
sub-component is an assessment of the strength and impartiality of the legal system, while the Order subcomponent is an assessment of popular observance of the law. Thus, a country can enjoy a high rating – 3 – in
terms of its judicial system, but a low rating - 1 – if it suffers from a very high crime rate of if the law is
routinely ignored without effective sanction (for example, widespread illegal strikes).

Ethnic Tensions – 6 Points
This component is an assessment of the degree of tension within a country attributable to racial, nationality, or
language divisions. Lower ratings are given to countries where racial and nationality tensions are high because
opposing groups are intolerant and unwilling to compromise. Higher ratings are given to countries where
tensions are minimal, even though such differences may still exist.

Democratic Accountability – 6 Points
This is a measure of how responsive government is to its people, on the basis that the less responsive it is, the
more likely it is that the government will fall, peacefully in a democratic society, but possibly violently in a nondemocratic one.
The points in this component are awarded on the basis of the type of governance enjoyed by the country in
question. For this purpose, I have defined the following types of governance:

Alternating Democracy
The essential features of an alternating democracy are:
A government/executive that has not served more than two successive terms.
Free and fair elections for the legislature and executive as determined by constitution or statute;
The active presence of more than one political party and a viable opposition;
Evidence of checks and balances among the three elements of government: executive, legislative
and judicial;
Evidence of an independent judiciary;
Evidence of the protection of personal liberties through constitutional or other legal guarantees.

Dominated Democracy
The essential features of a dominated democracy are:
A government/executive that has served more than two successive terms.
Free and fair elections for the legislature and executive as determined by constitution or statute;
The active presence of more than one political party
Evidence of checks and balances between the executive, legislature, and judiciary;
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Evidence of an independent judiciary;
Evidence of the protection of personal liberties.

De-facto One-Party State
The essential features of a de-facto one-party state are:
A government/executive that has served more than two successive terms, or where the
political/electoral system is designed or distorted to ensure the domination of governance by a
particular government/executive.
Holding of regular elections as determined by constitution or statute
Evidence of restrictions on the activity of non-government political parties (disproportionate media
access between the governing and non-governing parties, harassment of the leaders and/or
supporters of non-government political parties, the creation impediments and obstacles affecting only
the non-government political parties, electoral fraud, etc).

De jure One-Party state
The identifying feature of a one-party state is:
A constitutional requirement that there be only one governing party.
Lack of any legally recognized political opposition.

Autarchy
The identifying feature of an autarchy is:
Leadership of the state by a group or single person, without being subject to any franchise, either
through military might or inherited right.
In an autarchy, the leadership might indulge in some quasi-democratic processes. In its most developed form
this allows competing political parties and regular elections, through popular franchise, to an assembly with
restricted legislative powers (approaching the category of a de jure or de facto one party state). However, the
defining feature is whether the leadership, i.e. the head of government, is subject to election in which political
opponents are allowed to stand.
In general, the highest number of risk points (lowest risk) is assigned to Alternating Democracies, while the
lowest number of risk points (highest risk) is assigned to autarchies.

Bureaucracy Quality – 4 Points
The institutional strength and quality of the bureaucracy is another shock absorber that tends to minimize
revisions of policy when governments change. Therefore, high points are given to countries where the
bureaucracy has the strength and expertise to govern without drastic changes in policy or interruptions in
government services. In these low-risk countries, the bureaucracy tends to be somewhat autonomous from
political pressure and to have an established mechanism for recruitment and training. Countries that lack the
cushioning effect of a strong bureaucracy receive low points because a change in government tends to be
traumatic in terms of policy formulation and day-to-day administrative functions.
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XI)
Appendix 3: Marginal Product of Capital
Theory, and some of the previous research discussed, predicts that return on capital may be
lower where institutions are weak and risk is high, in that more unstable governments may
hinder the conditions necessary for productivity. While our data do not reveal a statistically
significant difference in the productivity of new investment in capital assets between
countries with a high and low political risk ratings, the results258 do show a statistically and
substantively significant difference in the marginal product of capital between countries with
and without risky investment profiles259. A 10% increase in the annual growth in capital
formation is associated with a 0.53% increase in GDP growth in countries with above
average investment risk, and a 0.69% increase in countries with lower than average
investment risk.
Further analysis of our results suggests that the distinction between countries with high and
low investment risk may be due to more fundamental factors that in turn influence risk.
While the distinction between countries with high and low investment risk is robust to
models including resources per capita or GDP, it is no longer significant when governance is
added as an explanatory variable or when GDP and resources are added to the model
simultaneously, suggesting that governance and natural resources may be the underlying
factors creating a relationship between investment risk and return on capital.
However, return on capital investment does not vary with governance or resource
dependence. In particular, while countries more dependent on resources have a slightly
lower return on their capital investment, this difference is not statistically significant.
Moreover, of countries dependent on resources for at least 15% of their GDP, those with
good governance do not have a greater return on their capital investment.

258

Difference of difference regressions controlling for autoregressive errors.

259

Using a Chow test to test for statistical significance in the difference in coefficients; p=.006.
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XII)

Appendix 4: Regression tables
Investment Profile
log_res_pc_pt1

-0.431*
(0.203)

-0.393+
(0.205)

icrg_corr

0.322+

0.344+

(0.182)

(0.183)

icrg_dem
icrg_burq
pri_comp
log_rgdpch
openk_sr
capform

-0.446*
(0.184)

-0.385*
(0.194)

-0.427*
(0.203)

-0.440*
(0.201)

-0.496*
-0.2

0.354+

-0.027

0.406*

(0.203)

(0.254)

-0.165

-0.450*
-0.201

-0.367+
-0.201

0.208

0.2

0.202

0.216+

0.272*

(0.128)

(0.128)

(0.130)

(0.127)

-0.12

0.043

0.047

0.051

-0.038

(0.194)

(0.194)

(0.195)

(0.196)

-0.002

-0.003

-0.004

0.006

0

-0.005

-0.004

-0.004

-0.004

(0.033)

(0.033)

(0.031)

(0.031)

(0.033)

(0.032)

-0.033

-0.033

-0.033

4.515**

4.684**

3.172**

3.340**

4.504**

4.404**

4.798**

4.427**

4.686**

(0.965)

(0.974)

(0.907)

(0.922)

(0.970)

(0.966)

-0.942

-0.976

-0.947

0.377*

0.380*

0.256+

0.216

0.370*

0.358*

0.441**

0.362*

0.345*

(0.165)

(0.165)

(0.150)

(0.156)

(0.165)

(0.164)

-0.161

-0.163

-0.163

0.286+
-0.171

0.015*

0.015*

0.015*

0.012+

0.015*

0.015*

0.015*

0.016*

0.014*

(0.007)

(0.007)

(0.006)

(0.006)

(0.007)

(0.007)

-0.007

-0.007

-0.007

0.270**

0.307**

(0.047)

(0.067)

-32.810** -36.567**

-32.279**

-34.961**

icrg_gov
res_llmi

-0.007
(0.005)

gov_llmi

-0.125+
(0.066)

gov_li

-0.160*
(0.062)

Constant
Observations
Number of countries
F statistic

-36.024**
34
529** (6.284)
(6.243)

-25.304**

-27.040**

-34.494**

(5.806)

(5.779)

(6.346)

(6.204)

-6.031

-6.307

-6.074

233

233

233

233

233

233

233

233

233

80

80

80

80

80

80

80

80

80

32.19

29.45

29.61

38.61

29.11

30.19

39.56

38.25

39.18

Standard errors in parentheses
+ significant at 10%; * significant at 5%; ** significant at 1%
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The natural log of the Standard Deviation of Growth (coefficients of prediction)260
log_res_pc

0.035**
(0.010)

0.030**
(0.010)

0.030**
(0.010)

lag_log_res_pc
log_fom_gdp

0.039**

0.041**

(0.010)

(0.009)

0.043**
(0.016)

lag_log_fom_gdp

0.027+
(0.016)

icrg_corr

0.035

-0.035

0.091*

0.052

(0.034)

(0.028)

(0.039)

(0.036)
-0.064*

icrg_dem

-0.061+

-0.087**

-0.071*

(0.032)

(0.026)

(0.035)

(0.032)

-0.078*

-0.122**

(0.039)

(0.036)

icrg_burq
icrg_gov
log_rgdpch
openk_sr
lifex65
Constant
Observations

-0.011

-0.025**

-0.028**

-0.026**

-0.011

-0.025**

(0.010)

(0.008)

(0.008)

(0.008)

(0.010)

(0.008)

-0.01

-0.003

0.039

0.054

0.03

0.041

0.038

0.025

0.011

0.05

0.031

0.081

(0.065)

(0.064)

(0.069)

(0.066)

(0.070)

(0.078)

(0.064)

(0.064)

(0.067)

(0.066)

(0.068)

(0.068)
0.035**

0.036*

0.038**

0.043**

0.043**

0.036**

0.043**

0.042**

0.035**

0.042**

0.042**

0.034*

(0.015)

(0.013)

(0.015)

(0.012)

(0.013)

(0.013)

(0.015)

(0.013)

(0.015)

(0.012)

(0.015)

(0.012)

-0.024**

-0.017**

-0.021**

-0.016**

-0.01

-0.011

-0.020**

-0.015**

-0.019**

-0.016**

-0.021**

-0.018**

(0.006)

(0.006)

(0.006)

(0.006)

(0.007)

(0.007)

(0.006)

(0.006)

(0.006)

(0.006)

(0.006)

(0.006)

2.248**

2.050**

1.960**

1.837**

1.823**

1.804**

1.907**

1.925**

2.024**

1.834**

1.951**

1.595**

(0.405)

(0.323)

(0.390)

(0.321)

(0.347)

(0.379)

(0.396)

(0.324)

(0.366)

(0.319)

(0.375)

(0.331)

256

288

256

288

266

257

256

288

258

288

258

288

R-squared

0.36

0.32

0.36

0.35

0.33

0.32

0.36

0.34

0.37

0.35

0.4

0.37

F statistic

22.93

20.81

23.6

24.2

21.22

19.68

22.55

22.07

25.09

24.53

19.61

19.99

Robust standard errors in parentheses
+ significant at 10%; * significant at 5%; ** significant at 1%
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Education and investment (capital formation) were also included in the model, was never significant, and is excluded in these results.
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Political Risk
log_res_pc

-0.311
(0.522)

log_res_pc_pt1

-0.47
(0.469)
-0.275
(0.670)

-0.459
(0.594)

-0.689
(0.677)

0.016
(0.695)

-0.401
(0.703)

lag_log_res_pc

-1.713*
(0.649)

lag_log_res_pc_pt1

-1.668*
(0.819)

icrg_corr

-1.782*
(0.702)

-1.364*
(0.655)

-1.473*
(0.630)

-1.483+
(0.815)

2.377**
(0.575)

icrg_burq

1.040+
(0.626)

icrg_dem
bur_dem_corr

-1.454*
(0.652)

1.414**
(0.432)
0.860**
(0.274)

1.002**
(0.235)

corr_res
icrg_gov

1.061**
(0.161)

1.127**
(0.140)

lag_gov

-0.567**
(0.177)

lag_burq

-2.887**
(1.050)

lag_dem

-1.202+
(0.718)

lag_corr

-2.193*
(0.842)

lag_bdc
Constant
Observations
Number of ccode

-24.313
(18.031)
206
71

-84.475**
(18.877)
233
80

-23.575
(16.825)
206
71

F statistic

10.17

15.33

16.17

-50.783** -103.440** -93.500**
(17.307)
(18.704)
(19.200)
233
233
233
80
80
80
24.85

15.09

13.8

-1.051**
(0.354)
-91.511** -144.754**
(19.934)
(51.932)
233
139
80
71
12.15

5.74

-1.908*
(0.772)

-0.780*
(0.322)

157
80

-135.448*
(53.128)
139
71

4.61

5.28

-85.049+ -157.366** -161.091** -133.645*
(43.445)
(54.031)
(51.595)
(52.121)
157
139
139
139
80
71
71
71
4.59

4.55

5.71

5.67

Standard errors in parentheses
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XIII)
Appendix 5: Relationships in Outliers
Investigation of the low income and resource dependent outliers, exemplified by Algeria, shows that
the historical pattern within each of these countries generally demonstrates the expected
relationships between corruption, political risk and resource dependence, suggested by the bivariate
explorations. Algeria, a lower-middle income country with moderate dependence on resource
revenues, appears to have increased corruption as dependence on resources increases. Moreover,
corruption increases after a precipitous drop in the absolute measure of resource wealth, suggesting
that the volatility of resource inflows may be an important influence in the governance outcomes
observed.
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All Other
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While the time-series in Nigeria is distinct, this timeline is in keeping with the bivariate results shown
above. Nigeria seems to display the expected relationship between instability and resource
dependence for a low-income country with high dependence on resource revenues. The correlations
above suggest that in highly dependent low-income countries, increased dependence is associated
with decreased risk; this is what we observe in Nigeria.
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These timelines also illustrate well the folly of relying on resource dependence indicators for
empirical work on the “curse”. Firstly, resources as a proportion of GDP and as a proportion of
total merchandise exports show very different patterns, with the former being much more volatile
than the latter. This suggests that the latter is largely insulated from the volatility of commodity
prices due to the lack of other exports. In addition, both Nigeria and Algeria’s historical data shows
that the pattern of resource rents is very different than that of either measure of resource
dependence.

261

Algeria and Nigeria demonstrate a sharp decline in resource wealth during the time period for which we have data for
these two countries. This may point to yet another factor that affects the relationship between resource dependence and
risk. In particular, it is possible that the relationship between resources and risk is different in countries that have passed
their peak production, or in those in which production has leveled off. However, whether a country is in the increasing
or declining stages of production is not completely accounted for by our data set, as we do not use a pre-1984 baseline
to compare with a country’s resource wealth and dependence in the 20-year period on which we focus. This is a
potentially fruitful line for further research.
Three of the four low income and highly dependent countries show a decreasing risk of external conflict in the
beginning of the time series for which we have data. The role of conflict in these countries, thus, may be dominating and
influencing the other risks. In fact, a t-test on these countries shows that the linear combination of internal and external
risks (representing overall conflict risk in these countries) is statistically significantly higher than in other countries.
Analysis of the time series in these countries also reveals that resource dependence, as measured by GDP, could be a
problematic variable for Angola, given that there are only two observations.
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XIV)

XIV.A)

Appendix 6

Standard Risk Fundamentals

To capture the risk of an investment, investors and investment managers often look to conventional
risk measures such as:

ƒ

The investment’s standard deviation, variance, and volatility relative to a benchmark or relative
to that investment’s mean over time; in particular,

ƒ

Beta, a measure of the risk of the investment relative to its benchmark index262. In other words,
a measure of how much of an investment’s deviations from the average return is common to all
investments in that benchmark or market. An investment’s beta is also known as its market, or
systematic, risk;

ƒ

Sharpe ratio, the ratio of past adjusted returns to risk; and

ƒ

VaR (Value at risk), a measure of the probability of loss. One common computational method
used is the average of returns below the 5th percentile, which represents a forecast of the largest
loss an asset or portfolio will typically incur.

XIV.B)

Weaknesses of Conventional Risk Indicators

These accepted risk measures, while useful, fail to assess the totality of risk faced by investors in
countries that are vulnerable to the “resource curse” or in companies operating in these countries.
They omit information on underlying risk factors or on many intangibles with financial implications.
As a result, they overlook important components of risk and uncertainty. This appendix highlights
some of the weaknesses of these measures.
The first weakness of these statistics is that they provide little information regarding long-term
risks263 (Blood and Gore 2005). Rather, they indicate to investors how much returns have varied in
the past – how far most of the observed returns have been from average returns, and how an
investment’s variance has differed from the benchmark. Similarly, the valuation models used by
many financial analysts focus on short-term forecasts based on past experience. Consequently, their
main value is in reflecting past price variation. While this information is useful, it provides no
information regarding the possibility that future risks will differ from past risks.
Therefore, using these statistics to make decisions about the future presumes that future variances
will be similar to those observed in the past. Thus, in industries that are not static and are highly
dependent on many dynamic factors, the usefulness of these statistics is particularly limited264 (Sill

262

Such as the S&P 500 or the MSCI.

263

Many of the weaknesses discussed here apply to non-resource investments as well. Given the nature of investment in
this industry, however, there is reason to believe long-term risks are especially important to investment in this industry
(see III.C.3 for more discussion on this).
264

When a country faces large-scale instability, the “peso problem” often emerges. In essence, predicting future risk
based on realized historical risk in an unstable environment can result in forecasts and asset prices that appear to diverge
from “rational expectations”. These estimates appear to be biased because the infrequently occurring large-scale events
are underrepresented in historical data yet are accounted for in asset prices (Sill 2000).
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2000). In fact, historical variances do not necessarily correspond to future volatility265, especially over
the long term and when there are large-scale events that occur infrequently and/or with a small
probability. This is especially true for emerging markets and for the extractive sector given recent
changes in energy markets (Vital 2004).
Moreover, these measures have been shown to be especially misleading in the case of emerging
markets (Hwang and Satchell 1999). One reason for this is that emerging markets’ volatility is
generally not well explained by the world indices against which beta, and most measures of risk, are
computed266 (Harvey 1995; Erb, Harvey et al. 1996). In other words, emerging markets do not vary
closely with world indices. In emerging countries, Erb et al. found that risk actually increased as
beta decreased267. These findings are the opposite of how one would expect to interpret beta - the
returns in countries classified as low risk vary more from the MSCI world market portfolio. This
suggests that high betas in emerging countries may be indicating something other than high
systematic risk, and that beta does not have the same interpretation as when analyzing investments
in industrialized countries. In emerging markets, low betas, rather than reflecting anything about the
investment’s risk, may simply reflect that emerging markets have a weak relationship with the world
market portfolio.
Using any risk measure normalized against a benchmark, such as beta, is also problematic because it
ignores unsystematic risk. While a truly diversified portfolio mitigates any concern about
unsystematic risk because diversification minimizes unsystematic risk, successfully managing these
diversifiable risks at the firm or industry level can provide shareholders with better returns (Amit
and Wernerfelt 1990). In addition, a specific investment’s unsystematic risk can provide useful
information about the quality of a company’s management.
Still another problem with the standard risk statistics, including the standard deviation of returns
and beta, is that they are based on an assumption about the distribution of returns that may be
unrealistic in many circumstances. In particular, a normal distribution is assumed. Among other
things, this implies a lack of differentiation between upside and downside deviations from the
expected returns - an assumption that returns that are better than average and those that are worse
than average occur with the same frequency and lie equally far apart from that average. Emerging
market returns, however, have been shown to be highly non-normal (Bekaert et al 1998).
A lack of balance or symmetry between downside and upside risk268 is very important to investors.
If a measure of risk is actually driven by extreme negative returns, this is crucial information.
Moreover, if below average returns “hurt” investors more than the same investors value equally
large returns above average, as suggested by Kahneman and Tversky, returns equally below and
above average are valued differently by investors. However, traditional measures do not distinguish
between up and downside risks.

265

Measures such as betas, which are assumed to be time invariant, are often dynamic in reality (Koh 2003).

266 Much of this section focuses on the weaknesses of beta because it is the most widely used first-cut measure of risk
and because many of its weaknesses reflect the problems with most standard indicators of investment risk.
267 In emerging countries, Erb et al found that ICRG’s risk measures (see Appendices 1 and 3 for information on this
data) denote decreased risk as beta increases. In particular they found a positive correlation between ICRG risk measures
(an increased score indicates decreased risk in this dataset) and beta (as measured against the MSCI world market
portfolio) (r=.43).
268

In the academic literature, this is known as “skewness”.
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As a result, many measures of risk do not characterize emerging market risk well. They do not
reveal any information about the greater downside risk prevalent in emerging markets. Moreover,
emerging markets tend to have a greater proportion of returns far away from the mean269 as
compared to developed markets. In practice, this means that while one would expect only 2.5% of
observations to lie further away from the mean than 1.96 standard deviations, in the case of
emerging markets, the chance of this is larger. In other words, the chance of an investor receiving a
return very different from the expected return is much greater than when investing in developing
markets.
In addition to these weaknesses, the very nature of indicators is that they hide lower-level
relationships and fluctuations. Thus, standard investor fundamentals do not reveal the factors
underlying volatility. They do not capture the complex risk and uncertainty that influence the
performance of investments in companies that extract natural resources in countries characterized
by corrupt or repressive governments or in the sovereign debt of such countries.
The deficiencies of these standard measures reveal themselves in many ways. One manifestation of
the weaknesses of standard measures is the surge in risk analysis and management in recent decades.
This greater demand for information about risk implies an acknowledgement that the available
information is inadequate. In fact, more than half of investors in one survey find information
available in financial statements, information that is considerably more nuanced than even that
conveyed by the standard fundamentals, inadequate to assess risk (Arminas 2004). Thus, investors
are demanding detailed risk analyses because the available information is inadequate and they
increasingly appreciate that the underlying complexity needs to be better understood and measured.
Masking underlying complexity can also lull companies and investors into a false sense that all
investment risk is inevitable. In this way, these measures can result in too little emphasis on the
importance of risk management.
Much of the dialogue about risk mirrors this misinterpretation of risk statistics and the downplaying
of the role of companies in managing risks. Investors are bombarded with advice regarding the need
to take on risks to reap high returns, but this analysis assumes a deterministic relationship between
returns and risk. Statements such as: “Asset managers… are interested in seeing that the firms they
invest in take on appropriate levels of risk to ensure productive returns…” oversimplify and
misrepresent the relationship between risk and returns – going so far as to suggest that risk actually
ensures returns (Bray, Switzer et al. 2004). Such confounded discussion of risks and returns in
combination with the narrowness of standard investor fundamentals allows analysts to overlook the
diversity of factors underlying risk statistics. Firms and investors are not passive bystanders in a sea
of risk. Rather, some risk is related to the investments themselves. As one business analyst stated,
“…international business scholars have almost exclusively conceptualized the political business
environment as an exogenous variable, and have said little about how firms shape that environment”
(Frynas and Mellahi 2003).

269

In the academic literature, this is known as “kurtosis”.
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