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booms can be turned into a development opportunity rather than a source of

violence and misery. Primary commodities, and extractive resources in
particular, have long been recognized as a significant vehicle for shaping development
prospects in fragile states, but in many cases they have led to the so-called resource
curse, where countries discovering abundant natural resources have seen lower
economic growth and human development than resource scarce ones. In addition,
natural resource abundance has been associated with poverty and armed conflict in
fragile institutional settings.

Although several authors question the empirical validity of the resource curse
argument, there is a growing consensus that resource abundance can be detrimental
to developing countries whose state institutions are weak. The underlying mechanisms
that contribute to the phenomenon remain yet unspecified and most academics and
policymakers agree that natural resources can and should be an opportunity for
development, pointing to countries such as Botswana or Malaysia as success stories.
Butwhile they also emphasize that sound resource management is possible, the clarity
and evidence is scant on the processes and instruments necessary to turn the curse into
a blessing.

Global policy initiatives on increasing revenue transparency in fragile and
resource abundant states exist, of which the Extractive Industries Transparency
Initiative (EITI) is probably the central international response. At the time of writing
(June 2009), the EITlI is at a critical phase as 29 candidate countries have to acquire
“compliant status” over the next eighteen months, which means translating substantial
transparency commitments into legislation and practice in a variety of countries,
ranging from the Republic of Congo to Norway. This is a daunting challenge, but if
the EITI proves to be a success, it will inspire similar undertakings to address global
development challenges elsewhere. If it fails, it will seriously put into question the
value added and potential of such multi-stakeholder governance mechanisms.

The article first reviews the evidence on the relationship between extractive
resources, state fragility, and the resource curse before considering current policy
initiatives that aim to address the curse and then evaluates the potential for the use of
market incentives and regulation. Conclusions and avenues for further research are
presented, some of which are being pursued as part of a larger research project on the
global and local governance of oil and mining in sub-Saharan Africa and Latin
America.

Q crucial question facing parts of sub-Saharan Africa is how oil and mining
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Extractive resources and fragile

states By 2006, 23 percent of U.S. oil imports

came from Africa compared with only
18 percent from the Persian Gulf.
Africa exported USD249 billion in oil
and minerals that year, six times more
than the amount of foreign aid it
received. A scramble for Africa’s oil
has been taking place.

Oil and minerals are among the top
geostrategic priorities of virtually all
states and societies and likely to
become more important. It is
estimated that world demand for oil
and gas will increase by 45 percent
between 2006 and 2030 because of
demographic pressures and
economic growth in the developing and emerging economies. African oil represents
the last frontier of oil exploration and as new African oil-producing countries have not
yet established strong state-owned companies, this provides great opportunities for
foreign companies. American, French, and Chinese competition over oil exploration
and exploitation rights in Chad, some of which had already started in the 1970s,
illustrate the “scramble for Africa’s oil” that has been taking place. It also has
growing strategic importance for Western countries. By 2006, 23 percent of U.S. oil
imports came from Africa compared with only 18 percent from the Persian Gulf.
Africa exported USD249 billion in oil and minerals that year, six times more than the
amount of foreign aid it received.*

Within producer countries, oil and gas sectors have become increasingly
important, with taxes on oil and gas production accounting for more than 50 percent
of total government revenues for most resource rich sub-Saharan African countries.
Over half of their gross domestic product comes from fuels and mineral exports: oil
and gas contributed 87 percent to Equatorial Guinea’s GDP, 70 percent to Congo’s
and 57 percent to Angola’s GDP, much higher than official development assistance.
At the same time, two-thirds of the world’s fragile states are concentrated in
sub-Saharan Africa, including in resource-rich Angola, DRC, Congo-Brazzaville,
Nigeria, and Sudan. State fragility exacerbates the risk of armed conflict in
resource-rich countries as access to resources may provide insurgents the means to
challenge the state, and oil and mining booms often benefit the politico-economic elite
while the majority of the population is left in dire poverty. Such conditions represent
an ideal breeding ground for social unrest and armed violence. Fragile states are also
seen as athreat to regional and global security because of proliferating armed conflict,
terrorism, migration, organized crime, disease, and environmental degradation.?

In the literature, debate has focused on both macroeconomic issues, such as Dutch
disease and rentier-state theories, and microeconomic issues, such as the incentives
provided by resource abundance for violent behavior. It has shown that natural
resources are more important to the perpetuation rather than the onset of conflict, as
rent capture does not only serve to finance war but can become the main reason for
continuing the fighting. It has been argued that, while the abundance of natural
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resources broadly defined as primary commodities is not correlated to the onset of
civil war, the abundance of extractive resources is. Hence, research looked closely at
conflict-prone countries richly endowed in oil and gas, metals, timber, and gemstones
that can easily be extracted and marketed by rebels. The results of this research have
informed several policy responses over the past decade, including fiscal transparency
(e.g., EITI), revenue-sharing deals in peace agreements (e.g., North-South Sudan), the
introduction of conflict sensitivity in business practices, through instruments such as
peace and conflict impact assessments, the curbing of conflict finance (e.g., targeted
sanctions by the UN Security Council and expert panel reviews, and the transforming
of war economies by spurring investment, diversifying the economy, and creating
decent jobs in the formal sector.®

It became apparent that to avert the rekindling of tension and a resumption of
armed conflict, the linkages between resource extraction and violent conflict needed
to be reflected in peace agreements and peacebuilding strategies to favor equitable
revenue-distribution patterns. One of the key aspects of a durable peace after violent
conflict is building a state with the ability to collect public resources and to manage
expenditure in a manner that is acceptable for key constituents, while resource rents
need to be kept out of the reach of peace spoilers.*

In addition, the importance of the links among oil extraction, global warming, and
development became apparent, leading to calls for better resource management
schemes. Oil consumption in energy generation or combustion engines is a major
source of carbon dioxide and some of these emissions could rather usefully be
averted. For example, in African oil producing states, a total of 40 billion cubic meters
of gas was flared in 2005, corresponding to more than three times the entire African
gas consumption. At the same time, two-thirds of households in the region do not
have access to electricity and three-quarters do not have access to clean cooking
fuels.®

The resource curse

Until the 1980s, economic orthodoxy generally considered resource abundance as a
powerful engine of development spurring capital investment and boosting exports.
Prebisch and Singer, however, hinted at the natural resource trap associated with the
constant deterioration of the terms of trade. The idea that natural resources might be
more of a curse than a blessing became conventional wisdom by the end of the cold
war, as research demonstrated that extraction of commodities such as oil, gas, and
minerals was often associated in weak states with extreme poverty, repressive
regimes, environmental degradation, and civil war. Following Auty’s use of the term
“resource curse” to describe how countries with abundant natural resources had lower
economic growth than countries poorly endowed in natural resources, researchers
refer to three main economic, institutional and political dynamics.®

First, economists documented that high oil or mining export earnings tend to push
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real wages and the domestic currency value upward, which damages other export
sectors and economic diversification efforts, resulting in the so-called Dutch disease.
The volatility of commodity prices and the presence of boom-and-bust cycles have
also been cited for low growth in resource-rich countries. Second, researchers argued
that political and institutional dimensions of the phenomenon are important. Political
scientists point to the rentier-state theory and the role of neo-patrimonial networks,
arguing that oil rent is detrimental to democracy reducing accountability and
increasing corruption. Delivering economic growth and employment opportunities to
a large part of the population is less rewarding. Third, research on the causes of civil
war underlined the role of rent-seeking behavior of the ruling elite and the insurgency,
making civil war and their perpetuation more likely. The often cited finding that
“primary commodity exports substantially increase the risk of armed conflict” has not
been validated by cross-sectional empirical studies, nor case studies, and is not a
robust result. Instead, the origins of armed conflict reflect multiple interacting disputes
and security dilemmas and cannot be minimized to mono-causal explanations.’

Countering the resource curse

Academics and policymakers alike agree that it should be possible to deal with the
resource curse and make resource discoveries an opportunity for development.
Economists have emphasized the crucial role of prudent fiscal and budgetary policies,
economic diversification, natural resource funds, and direct distribution for managing
resource wealth to ensure investment in public goods, citing the successes of
Botswana, Chile, and Malaysia. However, these policy prescriptions rest on the
assumption that strong and efficient state institutions exist, and, to a lesser degree, on
the presence of legitimate state ownership of resources, two elements that are largely
absent in fragile states.?

Because of the nature of the rentier state, taxation and trade play an important role
in fostering sound state-society relations based on mutual accountability. International
and domestic efforts have focused on increasing the transparency of national resource
revenues and dealings with international corporations, effectively limiting market
access by “rough” companies, tracking the financing of illicit commodities, and
demanding responsible behavior from companies in their dealings with the
governments of resource rich countries. To deal with weak state institutions some
have advocated domestic private ownership of resources to improve resource
management. Others have argued that at a sub-state level classic state functions are
delivered by nonstate actors, and that these can be strengthened through changing the
management of the state’s revenue from oil and mining. Recent suggestions on
governance include “mediated states,” “pockets of effectiveness,” as well as “limited
access orders.” However, these processes remain little understood.’

The international aid community has recognized the problem of weak political
institutions and the World Bank has made support for extractive industry investment
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one of the cornerstones of its approach to poverty reduction in sub-Saharan Africa and
has based its financial provisions on explicit poverty-reduction conditionality for
oil-rich African states. The International Monetary Fund also promotes greater
transparency and the establishment of special funds to manage petroleum revenues.
The best-known attempt by the World Bank, however, is related to the
Chad-Cameroon pipeline, backed financially by the International Financial
Corporation, and this showed the very limited leverage international organizations
have in resource-rich fragile states.*

Multi stakeholder initiatives

In response to campaigns by nongovernmental organizations, since 2003 governments
and international organizations have been partnering with oil and mining companies,
civil society, and investors in the EITI. This requires companies to publish what they
pay and governments to disclose what they receive. The expectation is that developing
countries will benefit from implementing a standardized and internationally
recognized procedure for transparency in natural resource management, one that
improves the investment climate and increases governance performance. Certainly,
the international development community views revenue transparency as one of the
most crucial elements to curb corruption and address institutional weaknesses in
resource-rich countries. This high level of priority given to transparency is
nonetheless questioned by scholars who argue that the impact of transparency depends
on the capacity of those who access information to process it and the incentives and
ability to act on this information. This is turn depends on the education level of the
electorate and its capacity to hold the government accountable.™

New forms of governance have emerged through which a range of stakeholders
from the public, private, and civil society sectors gather to create regulatory
frameworks in order to tackle a given challenge. In the extractive sector these aim to
reinforce security and human rights, such as the Kimberley Process, a certification
scheme for the trade in conflict-free diamonds, or the VVoluntary Principles on Security
and Human Rights for the extractive sector. The Kimberley Process was launched in
2003 to prevent diamonds from fueling armed conflict and civil war. Yet its
implementation proved to be extremely challenging. The EITI that came into being
in 2003 as well faces no smaller challenges. The civil society coalition Publish What
You Pay criticizes that the EITI validation process is moving slowly, with only one
country so far having gone from candidate to compliant status (Azerbaijan).
Moreover, they worry that candidate country’s governments may be using EITI to
gain Heavily Indebted Poor Country status without being committed to actual
implementation.*?

The EITI would seem to represent a promising, yet fragile, new form of
governance and the next two years should allow its success to be gauged on several
fronts: First, measuring the impact in the field, that is, the degree to which the
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Initiative has achieved its stated goal of providing a sufficient level of transparency
on extractive firms’ payments to governments and how far the transparency
requirement has been translated into national legislation. Second, measuring the
impact of the multi stakeholder initiatives on the stakeholders themselves, exploring
how far the business and social drivers for joining the EITI have materialized for each
stakeholder. Third, the wider impact of the EITI will be measured by the emergence
of effective checks and balance mechanisms in producer states. Much of its success
may depend on a proper understanding of the workings of incentives and regulations,
and how business and civil society can contribute to shaping them in multi
stakeholder initiatives in order to address the resource curse. Such multi stakeholder
initiatives generally revolve around either operational cooperation, where their
legitimacy is derived from their impact and achievements on the ground, and norm-
setting and policymaking, where legitimacy relies more on the procedural and
deliberative mechanisms, decisionmaking processes, and democratic legitimacy (input
legitimacy).®

Market incentives and regulation

The behavior of companies is conditioned by incentive structures and regulatory
frameworks. Thus, any global response to the resource curse calls for new avenues for
action, particularly from nonstate actors, in their capacity to influence the regulatory
framework and market incentives.* This role for investors, extractive industries, local
civil society organizations, and international NGOs has, however, received limited
attention in the literature to date.

Investment decisions by extractive firms tend to be dictated by geology, which
increasingly force them to invest in fragile states and sensitive environments.
Confronted with high levels of instability, they need to build relatively long-term
relationships with governments and so generally they do not like to engage the
authorities on sensitive political issues—such as human rights or revenue
transparency—as this could be to their commercial disadvantage.' Market forces and
regulations can, however, be used by multi stakeholder initiatives, to provide both
positive and negative incentives and so to influence the behavior of the oil-producing
states and extractive companies. Such incentives are typically transmitted through
financial and consumer-good markets. In this context, investors and financial
intermediaries are called upon to play an increasingly active role.

Global financial institutions provide the significantamounts of capital required for
exploration and exploitation, as well as providing insurance or export-credit
guarantees to limit exposure to commercial and political risks. Thus they can provide
important incentives to influence the behavior of oil-producing governments and
extractive industries. In the EITI, over 70 institutional investors and asset managers
have joined the process and look to influence behavior via their investment decisions
and by active engagement with company executives. Stock market supervisory
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authorities can adopt regulations to foster transparency from listed companies in the
extractive sector. In 2008, the Congress of the United States of America has dealt
several times with the issue of oil and mining transparency and how to counter the oil
curse. Parliamentarians are considering the adoption of the Extractive Industry
Transparency Disclosure Act (EITDA), which would require full disclosure of
payments to host countries by the largest oil and mining firms that are listed on U.S.
capital markets, including Chinese, Indian, and Brazilian companies.*® At the level of
oil and mining commodity markets, research is simply lacking at present. Qil prices
are indexed on futures contracts and thus primarily function as financial markets and
so price determination is remote from the real economy and the physical products.
One possible action that has been suggested is to set the price of oil and gas through
an auction system to reduce damaging price volatility.”

International financial institutions, such as the IMF, the International Finance
Corporation (part of the World Bank Group), and regional development banks, have
considerable leverage in promoting transparency and sound governance practices in
the extractive sector, notably through policy dialogue and conditionality attached to
development finance and project finance. Bilateral donors can also send important
signals via their export-credit agencies and aid programs. Indeed, development
finance has been used for decades as an instrument to induce recipient governments
to adopt certain policies, although experience has shown the limited effectiveness of
aid conditionality when there is no political buy-in. Donors can exert significant
influence as long as foreign aid represents a significant portion of the recipient budget
and as long as revenues from extractive resources are not large enough to shield
resource-rich countries from such pressure.*® Table 1 provides selected examples of
options for shaping incentives and regulation with a view to addressing the resource
curse.

In the case of oil and gas, consumers cannot exert any pressure as long as the
product they buy is not traceable, that is, the origin of oil remains unknown, although
oil experts have hinted that traceability could be substantially improved if there is
sufficient political will.*

An emerging literature emphasizes the link between natural resource governance
and political incentives. One pair of authors, for example, argues that if natural
resource funds (NRFs) “do not substantially affect political incentives they can be
ignored or bypassed by governments and have no beneficial effects.” In most settings
natural resource wealth leads to a temptation to overspend in unproductive activities
in the present, leaving less for future generations. This is often linked to competition
for political power and the creation of patronage networks. Empirical work on NRF
management indicates three institutional solutions. First, to set clear and binding rules
that govern the magnitude and composition of disbursement and so to shift natural
resource policymaking from discretionary toward rule-based practices. Second, to
separate decisionmaking authority between “how much is spent” and “what it is spent
on,” allowing different constituencies both within and outside the government to
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Table 1: Selected options for incentives and regulations

Incentives Regulatory measures
Shareholder activism, ethical
guidelines and investment
decisions by institutional investors
(e.g., Santiago Principles for
Sovereign Wealth Funds), GRI
indicators

Capital market E.g., draft U.S. EITDA Act;

revision of international accounting
standards (IFRS 6 and 8) set by the
International Financial Accounting

Board

Project finance Equator Principles and IFC

environmental and social standards

Export credit agencies’
requirements for investing in
extractive projects

Commodity
markets

Incentives and regulations in commodity markets largely remain
unexplored, e.g., discussion on auction system for oil
Development

Environmental, social, and Ex-ante and ex-post conditionality

finance transparency standards set by aid clauses in aid programs
agencies
Trading Improving traceability throughout Import and trade regulation (debate
the entire supply chain; on “like products” and PPMs under
differentiating products, including the WTO)
through taxation
Consumer Consumer activism, fair trade, Import regulation, labelling
markets product differentiation, taxation requirements

and subsidies

screen, comment, and perhaps even change policy. Third, to define rules for
transparent reporting practices which allow more effective monitoring and
disciplining of the government by civil society or political parties.?

The adequacy of natural resource funds and “future generation funds” is
questionable. Why invest in Wall Street rather than in domestic African economies?
Investment opportunities and return rates are considerable, starting with the
infrastructure and energy sectors.?

Conclusion and further research

Inthe absence of a global governance mechanism for energy and extractive resources,
policymakers have started to address specific dimensions of the so-called resource
curse over the past decade, contributing to several multistakeholder initiatives such
asthe EITI. These initiatives often entrust civil society organizations (CSOs) with the
task to put pressure on governments and industries for implementation and to act as
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a watchdog. CSOs are expected to constrain the power of the politico-economic elite
in producer states, for instance by demanding more transparency and accountability
over extractive revenue. The outcome to date remains below expectations. It tends to
confirm that civil society alone cannot radically alter elite’s rent-seeking behavior, in
particular in autocratic states where civil society organizations have traditionally been
weak, divided, or nonexistent. Against this background, market incentives and
regulation are critical in putting additional pressure on the elite, as recently illustrated
by the Kimberley Process Certification Scheme for diamonds. The deal was struck
after just three years of negotiations: the diamond industry and producer states felt it
necessary to swiftly address the risk of a consumer boycott in response to the
campaign against blood diamonds. The situation is different in the oil and gas market.
Consumers cannot vote with their purse when purchasing fuels because products from
diverse origins are blended before reaching the consumer market. In such cases, the
financial market and development finance have the potential to send strong signals to
producer states and extractive firms in favor of enhanced transparency and
accountability. Regulation must also play a role beyond incentives. The EITI would
for instance receive a welcome and necessary boost if stockmarket authorities require
full transparency on payments made to host and home governments by publicly-listed
oil and mining companies.

This investigation into market incentives and regulation is embedded into a larger
research project on the global and local governance of oil and mining conducted by
the Center on Conflict, Development and Peacebuilding, Geneva, in partnership with
research institutes in Africa and Latin America. Future work will examine the
following propositions:

» That nonstate actors, civil society, and investors in particular can contribute to
countering the resource curse if market and political incentives are right;

» That targeted market incentives and regulations help counter the resource curse
by changing the behavior of governments and economic actors (investors, trading
firms, extractive industries, project and development finance), in producing and
importing countries;

» That market incentives and regulations can counter the resource curse by radically
altering the risks and benefits associated with and accountability (or lack thereof)
for companies and governments;

» That multi-stakeholder initiatives such as the EITI represent an important, but by
no means sufficient standard and governance mechanism to address the resource
curse.

Asiillustrated, a variety of optional incentives and regulatory measures can contribute
to addressing the resource curse and further research will consider which of these
options have the greater potential impact, under which specific conditions, and in how
far they represent realistic policy options.
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