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ABSTRACT: Solutions to the so-called resource cuhmsee been various and diverse.
However, results have been at best inconclusiveptfcounter-productive. In this research
report, drawing from a thorough literature review the resource curse, evidences are
presented that a previously over-looked factoratitity in commodity prices, is the cause of
the resource curse. Building up on this conclusibis, demonstrated that a simple insurance
mechanism that would reduce volatility in commodijiices would help resource-rich
countries to articulate sustainable macroeconomit fiscal policies that would lead to
sustainable growth. Back-testing this model, itdsmonstrated that such an insurance
mechanism would have withstood the financial crigi2008. Collectively, the results of this
research report support the hypothesis that vibjatdarries an overwhelming share of
responsibility in the process through which resetnich nations lag behind resource-poor
nations in terms of development, being economibwmnan. This research report concludes
that this simplified model should serve as a fotiodafor future research and that this model
should be expanded and tested on a greater scatenfiom its benefits. This research report
provides an innovative approach to solving the wes® curse which should certainly be used
and expanded in future research.
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Introduction

A. Current context

“Countries that specialise in commodities with dalnsial price volatility have
more volatility in their terms of trade, enjoy lefsgeign direct investment and
experience lower growth rates than countries tip&tcsalise in commaodities with
more stable prices or countries that are industtedders” (Van Der Ploeg and
Poelhekke, 2008a, p.1)
While initially coined in 1995 by Auty, the ideatiad the concept of the resource curse has
been around for over fifty years. It states thaintoes with an overwhelming part of their
Gross Domestic Product (GDP) being produced thraliglextraction of natural endowments

show a lower growth rate than resource-poor coesatri

This conundrum is relatively easy to grasp. Coestrieed money to develop their economy;
to build roads, hospitals, ports, and to take cdirtheir citizens through education, military
protection and social support. This suggests thatlsl a country have relatively more riches
than another, it should be able to develop at @fgmce thanks to greater investments in its
infrastructure, human capital and innovative cafiads by its government. However, based
on countless empirical studies (Prebisch, 1950g63in1950; Hirschman, 1958; Seers, 1964;
Baldwin, 1966) made on various resource-rich coestrit has repeatedly been shown that
resource-rich countries actually display lower exoit growth than resource-poor ones and
have higher levels of poverty and corruption, eattar controlling for GDP per capita (Davis
and Tilton, 2005).

Despite a rather clear consensus regarding théeagis of such a curse, the exact causes
pertaining to this curse are still today subjedhtpassioned debates. The possible cures even

more Sso.

However, a growing number of studies have focusethe impact of volatility in revenues on
growth and concluded that this relationship mayehtov accept an overwhelming share of
blame for the sub-optimal growth of resource-riohmtries. The International Monetary Fund
(IMF) (2012) indicate that resource-rich countriggh economies dominated by natural
resource extraction face highly volatile revenuesmf resource exports that make the

application of macroeconomic stabilisation policikesy difficult.



B. Aims and objectives

The solutions to the problem of the resource csugglested by scholars, Non-Governmental
Organisations (NGOs), and so-called developmertialgs have been at best inconclusive,
if not counter-productive (Weinthal and Luong, 2p@mpirical studies demonstrate the link
between volatility of revenues and lower per cagitawth. Aghion et al. (2006) show that
with higher macroeconomic volatility, firms withaacountry are more likely to meet liquidity
constraints and therefore spend sub-optimally aovation. Ramey and Ramey (1995) find
an empirical negative relationship between votgtibf unanticipated output growth and

growth performance.

Despite the fact that it has been argued tkiz¢ tesource curse is foremost a problem of
volatility” (Van Der Ploeg and Poelhekke, 2008a, p.16), threarous initiatives (Ross, 2001;

Eden, 1979; Usui, 1997; Torvik, 2002) proposeddal avith the resource curse have failed to
take into account the peculiarities of developiespurce-rich countries. Between stabilisation
funds that require strong institutions (Holden, 20fio hedging through derivative markets
that requires financial sophistication and knowkediyeftci and Lu, 2008), there has hardly
been any simple and straightforward solutions twatld be applied by institutionally-poor

resource-rich countries (Stevens, 2003).

One of the main aims of this research report isldgelop a framework for a simple and
straightforward solution to the issue of volatility revenues for resource-rich countries.
Numerous scholarly papers document the effect nfngodity prices volatility on economic
growth, and the limitations that governments of yndeveloping resource-rich countries face
because of their unsophisticated institutional citmes (Auty, 1995; Mikesell, 1997). This
research report develops an insurance mechanisimsagammodity prices volatility to help
developing resource-rich countries to realise tmmemic expectations that their extraordinary

natural endowments promise.
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The objectives of this research report are liste@able 1:

Table 1. Research questions

* An analysis of current views of academics and potakers in regards to the
suboptimal growth of developing resource-rich caestand to establish if there exists
a single factor having a disproportionate shareesponsibility for this suboptimal
growth.

* To establish a simple economic framework to miggdlhe negative effects of
commodity price volatility.

* To test the robustness of such a framework anldigeathe impacts, both positive and
negative, as well as the limitations of the frarmdwand propose further avenues of
research.

C. Motivations

As Mining Engineer with a specialisation in MineEtonomics, the resource curse has been
a recurring centrepiece in all my Master's courdasng the past few years. As a mining
professional doing business in many countries ib-Saharan Africa, the impact of the
resource curse is clearly evident in practical, ieiced and theoretical studies and in business
interactions with authorities and governments ofYedleping countries. When travelling
through countries such as the Democratic Repulilithe Congo, Zambia, Tanzania and
Namibia, there is an obvious and consistent digphgtween the sub-surface mineral wealth

and the often difficult conditions in which mosttbe population live.

The opportunity to investigate and contribute touswerstanding of the resource curse for
which there is still no clear solution, even afteif a century of study (albeit named the
resource curse only for the past twenty years), aggeealing. There is still substantial room
for further research on this subject, especiallgmiooking at it from an innovative point of

view.

This subject is still very relevant and intensegbdted in our current time. The number of
studies debating the cause and solutions for $muree curse is only matched by the number
of papers questioning its actual existence. Themgin of the past twenty years regarding the
eradication of the resource curse has made way ¢otder and far more pragmatic approach
that recognises the failure of overly complex dohs aimed at usually poorly institutionalised

resource-rich countries. This is a time for a gohiis paradigm of the resource curse.
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Finally, it seems that this subject will, in theute, take an increasingly important place in
international development debates and it is theegfoportant to make sure that the intensity
of research on this subject matches the need foraggic development amongst the poorer,

resource-rich countries of the world.

D. Research report structure

Given the complexity of the resource curse anccalsnections to numerous other issues
surrounding developing countries, a clear and aaftestructure of topics in this research
report is presented. This will enable readers @sgrthe flow of thought on the topics
investigated and the conclusions of this thesisievith a minimal knowledge of the resource

curse.

The first section of this research report laysfthendations by considering the past and current
literature on the resource curse. Beside the ttieatéramework behind this well documented
phenomenon, the literature on the causes of thisecwill be investigated and a thorough
analysis of the success of the different solutigmeposed by NGOs, scholars and

intergovernmental agencies will be undertaken.

The second section builds on the analysis of teeqating section to investigate if there is a
predominant factor that could overwhelmingly expldie detrimental effects of the resource
curse. The solutions proposed for this predomigatietrimental factor and the reasons that
attempts to fix it have been at best, unsuccessafud, often counter-productive, are also

investigated.

The third section of this research report makedtiéd claim that there exists a rather simple
and straightforward mechanism to help poor resetiotecountries to weather commodity
price volatility; a simple insurance mechanism famio the ones being used for cars, houses
or even weather. A theoretical framework is propgos@d the benefits, as well as the

limitations of such a mechanism are discussed.

Finally, the conclusions provide a summary of thedihgs of this thesis, discussing the

limitations and shortfalls of these findings, amening new avenues for future research.
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A curse without a cure

A. The theoretical framework

“[natural resource discoveries] will benefit all ghans in the long run
Afghan presidential spokesman Waheed Omar (PeddyQ,2. 1).

If, as per the dictum, insanity is to do the sahiag over and over again and expecting a
different result each time, then there could beseoof insanity taking hold over the whole
world when the subjects of natural resources anéldpment are discussed together. Half a
century of failed experiments later and world leadstill consistently provide the world with

ridiculously optimistic statements and developmglans whenever a new natural resource
discovery is made in a poor resource-rich courtrgould be expected that given the sub-
optimal growth performances from poor resource-golntries over such a long period of
time, key public institutions in the commodity sacwould be more prudent when linking

natural resource with the development of natiorseAoglu and Robinson, 2017).

In their defence, the curse linking natural endowtséo economic growth, while known since
the beginning of the post-independence era, onlgentae headlines after Auty, in 1995,
coined the term “resource curse”. For most of trex@ding thirty-five years, the belief that
the exponentially growing global demand for suclodscopper or even cocoa, would give
any country with rich endowments of these commeslii head start on the game of growth
and development. Who could blame them? Like a gafhnpmker, those with the best cards
should be most likely to win. But what if, as igame of poker, the skills of the player are of

equal importance to the cards dealt?

In examining Bolivia during the two minerals boothsit the country experienced between
1974-78 and 1979-81, Auty (1995) concluded thatower-optimistic expectations regarding
future revenues from commodities led to sloppy ecaic policies, which hindered the
development of other non-commodity related sedtmascould have spearheaded sustainable
economic growth. Although it was written twenty-twears ago, Auty’s conclusion is still as
true and relevant today. As we will see in thistisecthe reasons for this unwelcomed

relationship have multiplied at an exponential rate
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Auty (1995) states that a positive corollary to tesource curse actually exists. He believes
that hyperinflation caused by over-reliance on retendowments and the associated increase
demand for the local currency, forces resource dohntries to engage in much needed
structural reforms when the price of those nattgsburce drops. However, pushing this logic
to its limits, the solution for resource-rich cotes would then be to simply not extract any of
their natural endowment and forbid any explorafetivity. Ross (2001), comes to the same
conclusion, stating that the best way forward faonresource-rich countries would be to avoid
export-orientated extractive industries altogetfidris is hardly a sensible way forward for
poor countries that struggle to provide even thestmmasic services to their people.
Furthermore, the political pressure to develop weses would not be sustainable for any
government that refused to do so. Notwithstandmegconclusions from Auty (1995), the idea
that poor resource-rich countries do not benetitnfrtheir riches but, on the contrary, are
dragged in a downward economic spiral becauseoskthatural endowments, have pervaded
through the minds of many scholars and have ledountless papers documenting this
nefarious relationship (Bulmer-Thomas, 1994; Lal Myint, 1996; Ranis, 1991).

Links between sub-surface wealth and countriesivjraleficiencies have been documented
since writing was invented by humankind. Brown (204ingles out the importance of wealth
(which at that time meant natural endowments) i fidl of the Roman Empire. Wealth,
through over confidence in revenues, and its caressttpl lax economic reforms and moral
decay have as well been linked to the fall of teesRn Empire almost one millennia before
the fall of the Roman Empire (Holland, 2005). Thesceived relationship between the wealth
of a nation through its natural endowments and cptbnal growth has been described by
Bodin (1576, p.113)Men of a fat and fertile soil are most commonleeiinate and cowards;
whereas contrariwise a barren country makes mempégate by necessity, and by consequence
careful, vigilant and industrious’'While linking sub-surface mineral wealth with pdgition’s
masculinity and cowardice may not be politicallyrreat for the 2% Century, it is very
interesting to note that a relationship betweennaaendowments and societal deficiencies in

a population is not a recent development.

Around the time that Auty first coined the term Soeirce curse” (1995), Bulmer-Thomas
(1994) in his studies of the same phenomenon cantleet same conclusion when looking
specifically at Latin America since independencsing the term commaodity lottery, Bulmer-

Thomas (1994) explains how commodities have begnifgiant in the growth of countries in
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the region and specifically, how detrimental comihodiependence has been on those

countries through worsening terms of trade.

Ranis (1991), takes a different approach and ergtde conundrum by looking at the oft-
cited example of the development successes ofdheAsian countries (Taiwan, South Korea,
Hong Kong and Singapore). Back in the 1960’s, nodghe development indices for those
countries were at par with those of post-coloniailcan countries. However, thirty years on
and the gap in most, if not all, those indices haikened to an extreme extent. This widening
gap in itself has been seen as a puzzle on it§Sewdecades and Ranis (1991) tries to explain
it through the commodity prism. By comparing thewss of what he calls the natural-
resource-poor (NRP — the East Asian countries) model with the ndtoegource-rich
(“NRR) model, Ranis demonstrates the impact of natgsburce endowments on political
decisions, that affect the capacity of countriesutalertake good or “bad’ policies. He
concluded that the relative shortage of naturalueses is a key ingredient in the successful
development of a country, forcing governments okthcountries to make decisions that are

conductive to optimal growth, hence corroboratimg idea of the resource curse.

Sachs and Warner (1999) produced one of the masinak papers on the subject of the
resource curse. Looking at 95 developing resouoteaountries over a twenty-year period
spanning from 1970 to 1990, they empirically denti@ts that there is a statistically
significant negative relationship between a higioraf natural resource exports to GDP and
GDP growth. This seems to hold true even when obimy for variables that are often
associated with economic growth; amongst themntimaber of years that the country had
been integrated in the global economy, capital mdation and institutional quality. Lal and
Myint (1996) similarly describe a clear negativdat®nship between natural resource

abundance and GDP growth.

Those seminal papers created considerable enthufiaghe resource curse in the literature.
Scholars have hastily embraced its findings, addorgpounded empirical evidence to explain
why, poor resource-rich countries, and particulé@lypb-Saharan Africa, never managed to
meet the expectations of economic growth and deweémt that its natural endowments

created.

Besides the negative effects on the economic gr@ivén country, it has demonstrated that
natural resources have a negative impact on othgrakpects of a country. Ross (2001),

looking at oil-rich states, finds that there isteoisg, and statistically significant, negative
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relationship between natural resources and thecimghtation of democracy. Corruption and
rent-seeking are the main channels through whiishceiusal-effect occurs. Not all academics
have however found this negative relationship betweatural endowment and growth that
obvious. Numerous studies have altogether dismigseesource curse as an anomaly due to

the methodology or biases in the data.

One of the main issues raised by sceptics of theuree curse lies with the definition of a
resource-rich country. Most scholars define resmatiundance as the ratio of resource exports
to GDP (Stevens, 2003). Boschini, et al., (2004)&r at length that more than the abundance
of resource, what is important for the developnedra country is theppropriability of the
resourceAppropriability is defined astiow easy it is to realize large economic gainshinit

a relatively short period of time, from having cahtover it’ (Boschini et al., 2004, p.2). If
the definition of resource dependence for a courgrgefined within the confines of the
appropriability of it natural resource, then the resource cursapgisars. In other words, a
combination of bad institutions and higppropriability of resource would lead to a strong
resource curse. Alternatively, a combination of dydastitutions and non-appropriable
resources would lead to substantial growth in GI2Rck debunking the simplicity of the
negative relationship between natural endowmendsgaowth. As per Figure 1, we can see
that sub-performing countries are often in the aideft quartile, that is countries with high
commodityappropriability and low institutional quality (Sierra Leonne, Congtc...). The

number adjacent to each country name is the sligmenaary exports to the GDP in 1971.
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Figure 1. The two dimensions of resource appropriability. I8SeuBoschini et al. (2004)

In his study of the resource curse, Kropf (20100l$i that the variable used in most studies for
resource abundance was actually a proxy for resodependence creating a bias that made
less developed economies per se, more resourcelaiutman developed economies. When
controlling for this bias, Kropf (2010) actuallyfis that in most cases, natural resources have
been successfully used to enhance economic grdwiince debunking the very idea of a

resource curse.

Other studies on the resource curse phenomenon defirged the term résource-rich

differently. By using per capita land area (Woodl &erge, 1997), export orientation and
population size (Perkins and Syrquin, 1989) andualiorce in the primary sector (Gylfason,
et al., 1999) as definitions for resource-richsthauthors find conflicting results regarding the

very existence of the resource curse.
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In an important rebuttal of the resource cursenBsehweiler and Bulte (2008) postulate that
the resource curse is actually a red herring for pstitutions. The point made is that there is
often confusion in the academic world between resoabundancean( situ wealth), resource
rents (revenues derived from this situ wealth) and resource dependence (the lack of
possibility to diversify sources of revenues awayf natural resources). Brunnschweiler and
Bulte (2008) states that most studies focus oruresadependency when studying the resource
curse and that it may not be a proper exogenouablar When treating resource dependence
as endogenous, Brunnschweiler and Bulte (2008) mloigfind a negative relationship between
resources and growth or institutional quality. Beghe quality of the institutions, the openness
of an economy, that is a market economy mostly fire trade barriers, has been shown to
play a vital role in the effect of a strong natusdource sector on the development of a country
(Matsuyama, 1992). For a closed economy, that i@momy in which little activity is
conducted with outside economies, an increase é wealth created through natural
endowments will be used to spur the manufactumetps. This is a virtuous circle where more
wealth in the natural resource sector will tricttevn to the manufacturing sector. In an open
economy, the natural resource sector is directtypmting with the manufacturing sector for
labour and innovation and that usually leads to dbenise of the manufacturing sector
(Stevens, 2003). Stijns (2005), differentiated veses between land (agricultural), fuel and
mineral reserves, and finds that while there ia@issically strong negative correlation between

land resources and growth, this relationship disappfor minerals, coal, oil or natural gas.

Another issue pointed out by scholars is that retsties, especially ones focusing on oil, use
growth rates starting in the 1960s and spanningraf@5 to 30 years. While this may seem
like a statistically significant period, many ofetloil majors started commercial extraction
before the 1950s. If the high growth spurred byd@akoveries only comes at the early stage
of a new exploitation, as thelynamic general equilibriuirmfrom Boyce and Emery (2005)
seems to advocate, then this substantial growtHdrmeimissed in the studies spanning from
the 1960s to present days. Indeed, using a lorey@wdoof time for their study, Alexeev and
Conrad (2009) do not find any negative impact ofured endowments on resource-rich
countries’ institutions, and they actually posiattHarge endowments of oil and mineral

resources have a positive impact on long termsaoangrowth.

Despites a growing amount of empirical studies tjorimg the actual existence of the resource

curse, and the importance that non-conformist viease on any progress to understand this
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curse, it is not the aim of this research repodwell into the debate on the existence, or not,

of the resource curse. It will be assumed thatékeurce curse does exist.

B. The channels of causation

With increasing popularity came an increasing @efsom scholars from all over the world to
understand why such a conundrum exists. Culpritsraatives for such a curse come in all
shapes and sizes but most fit into two main argeseconomic causes and the political, or

institutional causes.

1. The economic reasons

The most famous and constantly debated economsometor the resource curse is the so-
called Dutch Disease. This term, was coined by Economisin 1977 to describe the decline
of the Dutch manufacturing sector after the discped a large natural gas fields in the 1950s.
However, the term came to define a phenomenon dkams to affect many developing

resource-rich countries.

The mechanism by which such a disease spreadaighdforward. As a country discovers and
exploits natural resources that are demanded by mations around the world, the influx of
foreign currency to buy those natural endowmerdsldeto a sever appreciation of the local
currency. This appreciation leads to a substatéiaeiease in the competitiveness of the locally
manufactured goods on the international marketsa Assult, the local manufacturing sector
progressively declines, becomes uncompetitive amdoften at the expense of booming
revenues coming from natural resources. Accordirgtrraf and Jiwanji (2001, p.4), the Dutch
Disease can be described as failure of resource abundant economies to prommte
competitive manufacturing sectofThe idea behind this disease is that a countitj an
overwhelming side of its economy tilted toward matwesources will inexorably damage its
manufacturing sector through a forex exchange nmesimwhereby local tradable products
will become uncompetitive on international mark@arraf and Jiwanji, 2001). Deprived from
one of the pillars of economic growth, the manufaog sector, it is only a question of time
before temporary contractions in the commodity ratekeads to a major shock that, more
often than not, leads to recession and a stagmadipping GDP growth because there is no
manufacturing sector to sustain the economy whennttural sector cannot (Sarraf and
Jiwaniji, 2001).
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Besides the risk linked to an over reliance onamitiedly extremely volatile sector with little
possibility of control by governments, it has bstown that the natural resource sector offers
substantially less linkages, being horizontal, ertical, than the manufacturing sector
(Hirschman, 1958). Linkages are mutually beneffi@kationships that develop between firms
alongside the value chain of a certain industrye Tatk of development of such linkages in
the natural resource sector is due to the enclattean of the commodity sector (Morris, et al.,
2012). The exploitation of natural resources arotiredworld, and especially in Africa, has
usually been conducted in a very specialised wih, very few linkages toward the rest of the
economy. Most of the infrastructure developed adonztural resource projects, and the skills
developed within the workforce, are usually donéhveininward-lookingapproach whereas
the project provides its own infrastructure andiskVery little interaction, or transfer, being

human or financial, to the rest of the economysisally happening (Isik, et al., 2015).

The sudden and unexpected increase in resourceforrd developing country usually leads
to a desire to expand those resources-relatedtadivo the detriment of diversification in
other sectors in a vicious circle that leaves ttanemy overwhelmingly exposed to the natural
resource sector. Such a concentration in one sdo&s leave those resource-rich countries
exposed to shocks in the commodity market. Thik lat diversification also leads to
substantial increases in unemployment during conitywddwnturns as there would have been
a substantial movement of labour from the resthef ¢conomy toward the resource sector
where specialized workers’ skills are barely trarsble to other industries that could have

sustained the economy of those countries duringwodity bursts (Bature, 2013).

As far back as 1966, Baldwin, looking at the depaient of Northern Rhodesia (now Zambia),
finds out that, unlike other advanced countrieshsag the US, Canada or Australia which
managed to achieve high levels of per-capita incantedeveloped a thriving manufacturing
sector on the back of an economy focused on théuptimn of industrial raw materials for

export; Zambia did not manage to capitalise omdsiral wealth in order to achieve a high
per-capita income, nor a blooming manufacturingae8aldwin blames this predicament on

the lack of linkages that the natural resourcessereates with the rest of the economy.

More recently, in 2016, Djeflat and Lundvall, loogiat the oil and gas sector in Algeria, find
that while there is a minimal contribution of tlsisctor to competence building and innovation
in the manufacturing sector through linkages, Algeas much as Zambia five decades earlier,

did not manage to reach any meaningful diversiicatand remains, as of today,
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overwhelmingly dependent on oil and gas. On thedruside, mining activities usually require

very specific skills, and unfortunately, those Iskdlre rarely transferrable to other industries.

Industries orbiting around a newly created mining@ibproject usually are so specialised that
it is very difficult for them to provide for any leér sector of the economy, should the mining,
or oil project fails (Morris et al., 2012). While@ampany providing for the manufacturing
industry can usually tweak its production ever lgghfly to provide for another sector of the
economy, a company specialising in providing itéohe mining industry will find it difficult

to provide for another industry, should the natuedource sector experience a serious
downturn. The natural sector is however very capdind specialised. The same can be said of
skills within the population. Skills within the mafiacturing sector are usually more

transferable than skills in the mining industry (Me et al., 2011).

Lack of diversification and broad-based transforamet! growth is what led Nigeria to display
an income per-capita in 2001 twenty percent loantwhat it was in 1975 while having
received over $300 billion from oil export over thame period (Okezie and Amir, 2011).
Indeed, it has been shown that it is mainly theesmwe concentration of the export in a handful
of commodities that is detrimental to the econompiowth performance of resource-rich

countries (Hesse, 2008).

Numerous studies have investigated developing cesnhtwith the aim of empirically
demonstrating the existence of the Dutch Disease UK (Forsyth and Kay, 1980), Venezuela
and Peru (Mikesell, 1997), Mexico, Brazil and Ba@iyAuty and Evia, 2001) amongst others
have experienced some forms of the Dutch Disedbea 2013), specifically looking at South
Africa, finds that South Africa suffered from masit the symptoms of the resource curse
including slow GDP growth, entrenched poverty dmel ¢reation of a rentier state. All those
studies found statistically significant evidencattthere exists a strong causal-effect between

natural resources, currency appreciation and sules¢gub-optimal growth.

Matsuyama (1992), looking at the resource moverafatt of the Dutch Disease, suggests
that the negative impact of natural resources owtyr is actually just a proxy for the lack of
“learning-by-doing (LBD) effect in this sector when compared to thanufacturing sector.
This is in line with the findings from lacono (201¥ho, including the productivity growth
induced by LBD in his research, corroborates tiselte of previous studies and finds that the

long-run exchange rate appreciation and the demtihee-balancing of the employment share
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away from the traded sector and into the non-tragetbr are still present, thus confirming the

presence of the Dutch Disease.

However, some studies disagree with those findidgsuming that LBD can be present in
both the traded and non-traded sector and thdtos@ts can occur between the two, Torvik
(2002) empirically finds that the usual foreign leange appreciation following the discovery
of natural resources actually leads to an increatiee productivity of the non-traded sectors.
This in turn leads to real exchange rate depreciatn other words, Torvik (2002) shows that
the productivity of both the traded and non-tragector can go up or down, depending on the

characteristics of the economy at hand.

This idea of competitive interactions between thded and non-traded sector, as pointed out
by Matsuyama (1992), is at the core of the nexteaf the resource curse and an extension
of the Dutch Disease; the crowding out effect. Waeateveloping country suddenly strikes-it-
rich through the discovery of substantial naturesources, there often is a common
phenomenon whereby most of the existing resourdeghis country, being human,
infrastructure or political are pulled toward thisw-found source of wealth at the expense of
the rest of the economy (Matsuyama, 1992). The IDitisease, above-mentioned, touches
onto this phenomenon through the exchange-ratetefldie crowding out effect is more
pervasive in the fact that it usually has a gremigract on every aspect of a society. While
some would argue that, as resource rents startiftpwnto the government purse the
government would end up spending a bigger portiotsaesources on human development
and diversification, most studies show the opposgitbooming natural resource sector leads
to a wage war whereas the natural resource sad®up wages and drags talents and expertise
away from every non-resource sector of the econanty into the natural resource sector
(Stevens, 2003).

Van Wijnbergen (1984) and Fardmanesh (1991) cathé ‘resource-movement efféct
Looking at Algeria, Ecuador, Indonesia, Nigeria aWeénezuela, Fardmanesh (1991)
empirically demonstrates that during oil booms, tharginal product of factors initially
employed in the booming resource sector raises;endrawing resources from other sectors
of the economy toward the resource sector. Thasléathe expansion of the resource sector
at the expense of both the non-resource tradedrsaed the non-traded goods sector. In this
same paper, Fardmanesh (1991) describes anothet it falls into the crowding out effect,

the “spending effettWhen extra revenues from natural resources réaehociety as a whole,
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spending on both tradable and non-tradable goantease accordingly. While tradable goods
can weather the additional demand through increaspdrts, non-tradable goods can only
balance such an increase demand through highezspris a results, most of a country’s
resources will be pulled into the country’s natuesource sector at the expense of all other

sectors.

This is in line with the findings of McMahon (199&ho, writing for the World Bank, finds
that resource abundance has indeed a crowdindfeat with an accompanying shift of labour
and capital toward the non-tradable sector. Krugr(f887) theoretically demonstrates a
similar relationship. Based on the balance of paymequilibrium condition’s formula, as
defined by Dornbusch et al. (1977), Krugman (128¥ws that if an increase in pure transfer
from abroad (Krugman’s proxy for a booming natuesource sector) is substantial and lasts
long enough, the recipient country’s labour wagébkimflate to a point which will offset the
recipient country’s productivity advantages. Thi8 subsequently lead to a move of some the
recipient country’s industries abroad. Even forsthdndustries that remain, this increase in
wages will lead to a decline in domestic produtyiviver time. Krugman makes the cynical
observation that, if the transfer lasts long engouylen if and when the boom in the resource
sector ends, those industries will remain abroaddamot relocate back to the original country,
hence expanding the negative effects from a temmpa@nmodity boom to much longer than
the boom itself (Krugman, 1987).

Rudd (1996), looking at the Netherland, Nigeriaml &mdonesia finds mixed results when
studying thespending effecWhile Rudd finds that thepending effedtas a very statistically
significant impact on Netherland’s tradable gooelst@’s contraction and as well explains a
substantial share of Nigeria’s de-agriculturalizatiit does not seem to have a statistically
significant impact on Indonesia’s decline in idable goods sector. For the case of Indonesia,

this contraction rather seems to be an inevitatmsequence of its development process.

The crowding out effect also has some indirect treg@&ffects on the growth of a country. It
has been shown that it is not only the diversiofuafis out of the manufacturing sector and
toward the natural sector that wreaks havoc igthe/th of a country. Marsland (2011), using
a simple ordinary least square model on all coestwith available data and with a population
of over 1 million inhabitants for a period spannifigm 1980 to 2006, finds a clear and
statistically significant negative relationshipweéen oil and education expenditures. This is in
line with the most recent finding of Cockx and Fateen (2016) who dubbed this issue the
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public education spending resource curse. Thismrafly demonstrated, negative relationship
between natural resource dependence and publicagdimcexpenditures can be seen as
detrimental to the growth of a country to the saxtent than the crowding out effect depriving
the non-natural resource sector from skilled-labMiithout the upkeep of a high quality

workforce, growth cannot be sustained in the lomgntas most of the high added-value
industries require highly skilled workers. Botswasa counter example that shows how high

spending on education can lead to sustained GDitlgro

To conclude, itis clear that natural resources aad have, led to serious economic difficulties
for developing countries. The Dutch Disease is thest often cited due its rather
straightforward impact. The increased demand inltital commodity leads to a sudden
appreciation of the local currency which in turadeto the lack of competitiveness of the
locally manufactured goods on the international ke, However, issues such as the
crowding-out effect whereby all of a country assetd resources are moved toward the natural
resource sector at the expense of other industriasother major problem for resource rich
countries. The lack of linkages and learning g&iom the natural resource sectors due to its

enclave nature is another major hindrance to theldpment of poor resource-rich countries.

2. The institutional reasons

A second school of thought has argued that it & ithpact of natural resources on the
institutions of a country and on its economic aatitigal leaders that should be blamed for the
apparent slower development observed in developasgpurce-rich countries. The main
argument of this school of thought is that thera idirect positive correlation between the
percentage of a country’s revenues extracted framatural resource and corruption, which
in turn leads to sub-optimal funds allocation, ainerefore inadequate growth (Kolstad and
Soreide, 2009).

“This is not about production, but about a cakdigit for”, Angolan minister
as quoted in Shaxson (2007, p.215)

This quote epitomises what many in the scholarly governmental spheres are seeing as the
major issue affecting natural endowments in posouece-rich countries. In most of the Sub-
Saharan countries, the economic and political lesadee giving up on the lofty goal of

enhancing production means in their countries fier ienefit of the society as a whole, and
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improving the well-being of their population. Thaye instead using all of their energy on

constant infightings for a diminishing cake (resmurents), that rarely trickles down to the

population. The relationship between a countriesouece dependence and its level of

corruption as per Table 2, it is sadly relativedge to be convinced of such a deep relationship
(Kolstad and Soreide, 2009).

Table 2. Ten most resource-dependent countries (for foets and metals, and agricultural
raw materials, 2002—2006)

Country Fuels exports/  Control of Country Ores and metals  Control of Country Agricultural Control of
GDP corruption exports/GDP corruption raw materials  corruption
exports/GDP
Saudi Arabia 045 030 Mongolia 0.24 -0.36 Gabon 0.08 -0.58
Algeria 0.38 -0.59 Zambia 0.19 -0.85 Mongolia 0.06 -0.36
Trinidad and Tobago ~ 0.38 -0.01 Chile 017 137 Latvia 0.06 0.24
Gabon 0.37 -0.58 Mozambique 0.15 -0.78 Guyana 0.05 -0.48
Yemen, Rep. 034 -0.73 Peru 0.09 -0.36 Kyrgyz Republic  0.04 -0.95
Kazakhstan 0.30 -1.07 Kazakhstan 0.06 -1.07 Estonia 0.04 0.81
Azerbaijan 030 -1.09 Bulgaria 0.06 -0.09 Cote d'Ivoire 0.04 -1.11
Venezuela, RB 029 -1.02 Guyana 0.06 -048 Thailand 0.03 -0.30
Iran, Islamic Rep. 021 -0.48 Namibia 0.05 0.08 Malaysia 0.03 031
Norway 0.21 2.03 Jordan 0.05 0.26 New Zealand 0.03 233

Source: Kolstad and Soreide (2009)

Corruption is a recurring theme when looking at ib®ue of sub-optimal growth in poor
resource-rich countries, and it would be surprigmgee such big smoke without a fire. Up to
$380 billion have been stolen or wasted (the faat it is still not knows which one is it is
another bothering fact) by the Nigerian governnsgmte Independence in 1960 (Broadcasting
British Coporation (BBC), 2006). Another $1 billiari oil revenue vanished from Angola’s
books in the early 2000’s (McMillan, 2005). Thesdstantial numbers have put corruption
under the spotlights when it comes to the sub-cgitievelopment of developing resource-
rich countries. Even more disturbing is the faett tifis relationship seems to hold true when
empirically tested. It has been shown that whenitisétutions of a country are “grabber-
friendly”, an increase in resource rents leadsdgbdr corruption, which in turn leads to a lower

aggregate income for the country as a whole (Mehktral., 2006).

Patronage, a specific form of corrupt behavious, tied a disastrous effect on the development
of resource-rich countries for the past half cen{itolstad and Wiig, 2009). In conflict and
coup-prone countries, politicians usually know titegir days in power are numbered and that
opposition forces are always on the lookout fonsigf weakness in order to topple them.
However, unlike in developed countries, toppledegament officials in poor resource-rich

countries usually face retribution, exile or evexatth in the aftermath of their fall. This rather
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undesirable retirement plan pushes many resoutbeenuntries’ government officials in a

constant race to cling to power for more than whay ought to. One of the ways for them to
do so is by using the rents from the natural res®gector to gain support in the population
(Shaxson, 2007).

While there are many ways to gain support fronpitygulation, one of the most straightforward
ones is simply by providing public sector jobs, alsubetter paid than private sector ones, to
declared supporters. In a country where the chankisbalances on power are usually weak,
there are numerous and easy ways to undertakepsitidnage. It has been empirically shown
that a boom in natural resources will lead to aordase in patronage activities, and
subsequently, to a decrease in the total aggrégedene of the same country through a sub-
optimal allocation of public funds (Robinson, et &014). Furthermore, using patronage for
re-election will drag the country into a viciousaté whereby the desire for accountability from
the population as a whole on the elected officiglsinevitably fall, hence lowering the need
for those elected officials to allocate public fergptimally (Kolstad and Soreide, 2009). There
exists a documented effect, in developing resotioteeountries, whereas governments will
use natural resources revenues to keep a very &bonal tax rate which will subsequently
lower the desire, or need, from the population docountability, and ultimately dampen

pressures for democracy (Ross, 2001).

While rent seeking has certainly been withessadany countries, there is an inherent belief
that this practice is more easily done in poor uese-rich countries (Fenster, 2006). Rent
seeking is intrinsically detrimental to the econoofiy country for the simple reason that rent
seeking does not create wealth, rent seeking piareasting wealth with no economical or
human transfer going the other way. The wealth o&ton and its development is based on
the capacity of its economic actors to create Wealt the nation as a whole. However, when
a significant portion of this wealth is acquiredatigh natural endowment, as opposed to a
dynamic manufacturing or service sector, the ingergtructure of the society will be such that
an increasing proportion of potential ambitiousremteneurs will move toward rent seeking
activities at the expense of more wealth creatictiviies (Torvik, 2002). In line with the
crowding-out effect mentioned previously, resousbendance leads to a re-allocation of the
efforts of productive economic actors from wealtbating activities toward rent seeking ones
which inevitably leads to sub-optimal economic perfance (Wick and Bulte, 2006).

However, and as mentioned before, plenty of rebehas linked the resource curse to the
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guality of the institution and mentioned that dl&r resource curse causes are only red herrings

for poor institutions.

Kolstad and Soreide (2009), while blaming rent-segland patronage as the main cause of
the resource curse, develop a theory linking caionpto a lack of state power. Weak
institutions lead to rent seeking and corruptiohiol in turn lead to sub-optimal allocation of
capital and sub-optimal growth. To prove this poititey empirically demonstrate that
countries with strong institutions do not expereertice curse and have shown that a resource
boom has positive impacts on the growth of a cquntth strong institutions. While this will

be examined further in the following section othesearch report, it is important to note that
Kolstad and Soreide (2009) conclude that manyaitivges aimed to fight the resource curse
have been counter-productive and even harmful lsecélney were focusing on macro-
economic goals without taking into account thetreéaweakness of the institutions trying to

implement those.

“This conjunction of a powerful political impetus public investment and a
lack of civil service skill is what makes Nigeri@sonomic history in this
period so spectacular: almost the entire windfalaswinvested, and

yet...there was nothing to show fdr (Bevan, et al., 1999, p. 67)

“Wasté is a word that comes back relatively often wheading about the failure of poor
resource-rich countries to capitalise on their radtiiounty, and Nigeria is usually the example
of such disappointment. Rather than the Dutch Biseiéd has been argued that it is waste and
poor institutional quality, both direct consequenoé Nigeria’s oil wealth, that has led to the
poor long-run economic performances of this coupogt-independence (Sala-i-Martin and
Subramanian, 2003).

Poor institutions trap poor resource-rich countiiesa vicious circle whereas most of the

necessary policies’ improvements aiming at breakigof the resource curse are ineffective
because any implementations are fiercely resisyetid elite who have everything to lose in

moving out of the status-quo. The lack of checld lzlances, a common feature of resource-
rich countries, prevent the population as a wholeréak this cycle through the usual electoral
process. The lack of strong institutions has béenva to have a substantial negative impact
on several human development indicators, implyiveg the resource curse is a phenomenon

that occurs broadly throughout a society (Bulteglet2005).
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It is however important to note that the relatidpdietween natural resources and institutional
quality has been found to be two-dimensional. Whagural abundance likely leads to sub-
optimal growth in a poor institutional setting, iasrease in this abundance will as well cause

the weakening of the institutional quality (Ros302).

Beside the economic impact of natural resourceéb@development of resource-rich countries,
it is clear that natural endowments also have amlisi negative impacts on the institutions
and behaviour of officials within those countrid$ere is a clearly defined and empirically
demonstrated positive relationship between nat@sbdurces and corruption, patronage and
rent-seeking. It seems as well that abundance wiradlaendowments leads to sub-optimal

institutions and that is a very important pointhi€ cure for this curse is to be found one day.

C. Our progress toward finding a cure

Given the negative impact of such a curse on tes lof millions around the world, it would

have been thought that the greatest minds in thilelw@uld have gathered and already found
a solution to this issue. And while there have beewntless attempts, both theoretical, and
practical, to help poor resource-rich countriesigbt this curse, the results have only been

mitigated at best.

1. Diversification

An obvious solution, as mentioned previously, wobkl to decrease the over-reliance of
developing countries on natural resources. Divieegibn seems key in the fight against this
curse. By developing other value-adding industsied minimising the importance of natural
resource revenues in the national budget, devejomsource rich countries could relatively
easily avoid the resource curse trap. Most devetppesource-rich countries possess a very
narrow export basket which tends to be extremelganable to the global demand for those
goods. Through diversification, a structural tramsfation would occur whereas poor
resource-rich countries would move from producipgdr-country gootito producing tich-
country good§ but in order to reach that stage, a thriving ofanturing sector is necessary
(Hesse, 2008).
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However, ever since diversification has been puvéod by the IMF and other developmental
NGOs, poor resource-rich countries have only ha#rtedly pushed for such diversification
(Stevens, 2003). Kubursi (1984) and Rumaihi (19B®king at the challenges facing oil-rich
countries in the Middle East, find that the effopiovided by those oil-rich countries to
diversify away from oil, despite a realisation bétclear finite nature of their resources, are

largely insufficient to create thriving non-naturakource industries.

The same is true outside of the Middle East. AsHigure 2, looking at seventeen countries
whose share of oil and gas exports were more tBé& ¢ their total export in the 1970s and
1980s, Igbal (2015), finds that only two countriesve managed to reach meaningful
diversification levels by the 2010s. By diversitica Igbal means countries where the share
of hydrocarbon export as part of total export Bsllat least 20 percentage points between the
1970-1980 and the 2000-2010. One of these two desnis Indonesia, which successfully

developed a strong manufacturing sector througérdification initiatives (Usui, 1996).
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Figure 2. Oil and gas exports as a percentage of total exfigfhal, 2015).

The conclusion from Igbal (2015) is that diversation, while desirable, is far from easy to
achieve and there are some relatively obvious reasty it is the case. Should a country have
a natural sector that bring an overwhelming pathefrevenues, given the predatory behaviour
of many governmental officials in poor resourcdrrmountries with weak institutions, it is
more likely that any resource rents available ba&lreinvested in this natural sector instead of

another industry that may seem more complicatedtzatchas not proven its worth yet.
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Furthermore, government-owned companies that tendperate in a quasi-monopolistic
domestic environment with the tacit support of g@ernment drive most diversification
attempts. Such environment inevitably leads to ficiehcies, high costs and un-
competitiveness on the global market, which in witimately inhibits the development of the

new sector within which the government was tryingliversify (Stevens, 2003).

Some have blamed remoteness and geographical posidisn, and especially distance from
the sea, for the failure of resource-rich countieediversify their economy (Malik and Temple,
2009).The apparent failure to diversify for devehgpresource-rich countries has, as well, been
linked to heavy bureaucracy, barriers to marketyemadequate infrastructure and a lack of
skilled manpower; all recurring features of poosaerce-rich countries (Sannasse, et al.,
2014). Ahmadov (2012) provides an interesting stoythe factors impacting the capability

of a poor resource rich country to develop. Thasesammed-up in Annex 1.

It has been shown as well that adopting sound tme&# policies by the government of poor
resource-rich countries is key to reaching this |gof diversification (Ilgbal, 2015).
Unfortunately, here as well, this is not an easjdive to reach. Government officials are
often juggling enormous pressures from oppositifiitials, demanding voters and private
sector influence. While Indonesia made decent pgxrn its diversification efforts by
diverting substantial investments into its tradadgetor, Mexico, under the sustained pressure
of Pemex, Mexican state-owned oil company, haétdirect most of its resource rents toward
the oil sector, where rent-seeking was endemic,thaecefore could not reach a meaningful

level of diversification (Usui, 1996).

2. Beneficiation

“One of government’s priorities [...] is to finalisenéh adopt
beneficiation strategy as the official policy gaweent, so that we
can start reaping the full benefits of our commieditZuma'’s
speech (2011)

A route that numerous developing resource-rich tiaeslike to adopt is the beneficiation
route. This road is deeply entrenched in an ematiand nationalistic current of thought where
it is believed that only by taking the full owneislof its own natural resource’s value chain, a

country, and its population as a whole, can befieliiy from the wealth entrenched into its
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natural endowments (Norton Rose Fulbright, 2014).isl believed that by capturing
downstream activities in the value chain, the valti¢ghe exported products, and hence the
taxes obtained will increase substantially. Thisdfi¢, coupled with mandatory local content
regulations that forces beneficiating industriesdarce most of their input locally, and further
opportunities to create sustainable jobs, makingeoificiation an ideal answer to combat the

resource curse (Shabangu, 2013).

It is often said that beneficiation will enhance tompetitiveness and innovative strive of an
economy and ultimately boost capabilities to mowve economy towards a diversified
knowhow-based one (Turok, 2014). When looking atcessful beneficiation strategies,
Nordic countries, that is Denmark, Finland, IcelaNdrway and Sweden, naturally come to
mind. These countries give a relevant example of tie human development gains from
beneficiation, coupled with the high technologiemlvironment of a striving beneficiation
sector, could give a colossal positive impact anrést of the economy of a country (Walker
and Jourdan, 2003).

In practice however, beneficiation, especially @veloping resource-rich countries, has been
disastrous with very little of the promised bergfihaterialising. In 2014, the Indonesian
government completely banned the export of minevedsout of the country. The objective
was to push mining companies, most of them intesnal, to beneficiate the country’s mineral
resources within Indonesia in order to capture taafthl revenues within country and create
additional jobs. As anticipated with forced legigla, the country was not ready to move
towards the capture of the downstream sector daeldck of electricity supply necessary to
create a thriving beneficiation sector and misdimcpl smelting capacity. Following the
implementation of this ban the output of mined rese declined and redundancy plans where
implemented. The Foreign Direct Investment (FDIxrdased by over fifteen percentage-
points on a quarter-to-quarter basis (Norton Ragbright, 2014). The issue at play here was
that the Indonesian government focused on the léaddn’s theoretical benefits without
taking a holistic approach regarding the Indonestaning industry (Marzuki, 2014). So
disastrous were the results that the Ministry oérfgg, soon after the implementation of the
ban, said that thegbvernment needs to review its mineral-ore expantfiolicy as Indonesia’s

smelting capacity will not be sufficiérfAsia Sentinel, 2016, p. 1).

One of the main issues linked to beneficiationhiat tmost of the examples often used to

demonstrate the advantages of beneficiation ardated and do not represent the current
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geopolitical and international commercial enviromtd he United States (US) is often taken
as a prime example of how domestic beneficiatiaydemitted a natural resource-rich country
to use those natural endowments to create wealtichveubsequently spilled over into other
industries. However, it has been shown that thissition has never been primarily a matter of

natural resource endowment (Wright and Czelusta4R0

Kaplinsky et al. (2011), while studying the impa€iChina’s growing demand for imports on
the structure of the global value-chain, demonsttiaat the substitution of European demand
by Chinese demand has led to an increased demantbhebeneficiated products pushing
resource-rich countries into low-technology and-&kill niches within the value-chain. This
new structural global value-chain cannot be modiffeough domestic-based policies such as

the one introduced by Indonesia and other pootureserich countries.

Most empirical research states that beneficiatamanly be successful if there is a real drive
to invest in institutions and technologies that Wasupport the downstream sector. In South
Africa, the Chamber of Mines clearly states thahdfiation is only reachable if the
government creates an enabling environment tocattreanufacturing fabrication through
improved infrastructure, the right type of skilledaResearch and Development (R&D)
(Naidoo, 2012). Unfortunately, these attributesssielom found in developing resource-rich

developing countries.

3. Foreign Aid and transparency initiatives

Another solution to the resource curse, often binbémrward by NGOs and Western countries
is the hand out of billions of dollars in aid framganisations such as the IMF and the World
Bank. The idea is that, by handing out massive amsoof money to poor countries, against
often unrealistic demands for institutional changkes/eloping resource-rich countries would
implement necessary institutional changes and ragioin the cohort of developed countries
in the rich and wealthy world. However, far fromlgiag those countries in dire needs of
institutional changes, this so-called solution basn shown to actually pour gasoline onto the

(resource curse) fire.

“The West has spent $450 billion on foreign aid fricA over the

past four decades and has still not managed td getent medicines
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to children to prevent half of all malaria death@asterly, 2005, p.
1)

The sad truth is that the vast majority of the piEnits of those aids have stagnated, if not
regressed, for the past 40 years during which tbegived this aid money (Eiras, 2003). The
main problem raised with this type of solutionhattit ultimately deters growth because there
is little, if any, incentives for the governmenézeiving the money to undertake reforms that
would boost democracy and undermine rent seekidgatronage. Therefore, more often than
not and because of the weak or non-existent itistital structures, this aid money ends up in

the pockets of corrupt government officials withtntkling down to the population.

Other scholars argue that even in instances whamstautional adjustments are required by

the lenders, those adjustments often have litivamce to the objective of poverty reduction,

with focus being made rather on privatisation aetitdservicing hence pushing developing

countries in a vicious circle of lending to repagbts. There were 197 conditions attached to
Uganda’s fifth poverty reduction support credit2i®05, and it comes to a surprise that most
were not focusing on the objective of reducing powerty of the population as a whole

(Bugaarl, 2008).

In the rare instances where the money managesrtersaw trickle down to the poorest of the
population the lack of education, incentives anecg&is and balances onto the people that are
supposed to deliver the services associated wishaild money, make the efficiency of the
whole process very questionable. As example, mamoor resource-rich countries prefer to
go to private doctors or seek folk remedies rathen going to public health facilities funded
by those aid because of the poor levels of sertvieg would otherwise receive in publicly
funded institutions. Up to 30% of the medinie, payddonors’ aid and destined to the public

clinics in Africa disappear before reaching thaick (Easterly, 2005).

As mentioned before, patronage and rent seekingfeae seen as the single biggest hindrance
to the development of poor resource-rich countriésnstitutions in poor resource-rich
countries are not strong enough to guarantee owipefair and transparent dispute resolutions
and equality in front of the law, then a suddetoinfof resource rents can quickly overwhelm
the government’s ability to exert control over thoents. It therefore comes as no surprise that
several initiatives have been undertaken to try iamatove transparency and accountability

with regards to the flows of those rents.
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Scrutiny over a government’s actions is often propoally related to the citizens' tax burden,
and as taxes go down, this scrutiny also decrelsesting government’s accountability and
guietening calls for transparency (Ross, 2001).di#ahally, resource rents, due to their
volatile nature, are usually relatively hard tontiy within a government’s budget, allowing
for easy embezzling at the hands of corrupt offici@ho subsequently use those rents for
patronage. Higher transparency in the flow of thes®urce rents would allow scrutiny over
the ways those rents are collected and the wayatesysed. Accountability, on the other hand,
ensures that governments remains adherent to tds reé their citizens and not only to the

sources of revenues that keep them in power.

The Extractive Industries Transparency Initiati#gT() has been set up so as to encourage
governments of resource-rich countries to improsangparency in order to strengthen
government institutions as per their vision andsmis presented in Figure 3. The ultimate goal
is to improve human and economic growth in rescuiaecountries by impeding the practices

of rent seeking and patronage surrounding the alatesource sector.

Improved
Institutional
Quality
(through EITI
membership)

Improvments
in Economic
Development
and Quality of
Governance

Resource

Wealth

Figure 3. The Extractive Industries Transparency InitiaijizéT1)’s goal. Source: Extractive
Industries Transparency Initiative’s website — $Seuwww.eiti.org

However, the success of this initiative has beémerdimited. Numerous critics have pointed
out to the many flaws of the EITI, amongst them fdnet that the quality of the information
reported by the governments of those resourceedcintries, especially regarding payments
received from international companies, being rogsltaxes or dividend is usually rather poor.
The EITI requires reports based on cash paymeititsnwnost company payments are on an
accrual basis, that makes those figures subjeandaipulation. The fact that the EITI
predominantly focus on cash payments makes itcditfifor observers to unearth corruption
occurring in stages preceding the production phsiseh as during the process of awarding
concessions. Another substantial issue raisedibgscis that the EITI is a voluntary process
and is not enforceable. This means that it is Vigply that countries which volunteer for it

know very well that they will likely not get caughtr corruptive practices (Olcer, 2009).
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Furthermore, from a patronage perspective, whatemsats public expenditures rather than
revenues, and the EITI is desperately focusingherfarmer (Kolstad and Soreide, 2009). As
shown by Corrigan (2014), when considering at @@ countries, the EITI seems to have
had very limited effects on curbing corruption. §6 a severe blow to what has often been

seen as the unchallenged contender to fight coonugransparency.

Ultimately, there is a major flaw in this kind atempt to control rent seeking and patronage.
All these attempts are based on the idea and libagfit is the lack of legitimate state power
that creates corruption. If, as it is increasirnfiyught by scholars and NGOs alike, corruption
is not really the absence of rules but rather tlesgnce of alternative forms of rules, and if it
is actually an adaptation of existing social antiucal rules in order to bend state resource
management system around local forces (Robbins))2@0en by adding a new layer of
oversight, such as the EITI, NGOs simply createw layer that must, and will be, overcome
by bribery (Kolstad and Wiig, 2009).

Another reason why so many “transparency” initiesigeem to have failed come from the fact
that most, if not all, are implemented in develgpresource-rich countries with a relatively
poor general level of education, and organisatistractures to hold government accountable.
Assuming that once the information is set free ftbmhold of the state, it will automatically
produce an engaged public that will hold officialscountable is too simplistic and flawed
(Fenster, 2006). It has been argued that the iloclud social stakeholders under the EITI may
be a triumph of form over results, with real powamaining in the hands of the governments
which would easily bribe those stakeholders (Hapy2€10). This is the usual conundrum of

who will supervise the supervisor.

Finally, as another proof that transparency mayahwtys achieve what was intended, it has
been demonstrated that governments can easilyis&zmation for their own interest (Gupta,
2010). There also exists wide variations in theac#tp of information disclosure to produce
the outcomes it is supposed to achieve (Fung,.e2@D7), therefore, transparency may not

always have the expected, and a desirable, outcome.

27 | Page



D. Concluding remarks

Many attempts have been made to tackle the resourse throughout the past decades. If the
current state of knowledge and application of pesids any proof of our ability to deal with
the resource curse, then it should be acceptedathaaningful solution to this problem has
not yet identified. Poverty, illiteracy and violenare still rife in many developing countries,
and not the least in resource-rich ones. Despiiierts of US dollars having been poured into
poor resource-rich countries, stories of resouid®-gountries being able to successfully turn
their natural wealth into human wealth, are vergrese. Scientists, scholars and even
philosophers have all looked at this conundrunmingryo unravel the mystery that so closely

links invisible sub-surface wealth with visiblegikplicable and relentless poverty.

Finding successful ways to combat this curse isenmaportant now than ever. The El Dorado
promised by all on the back of a forced globalmats a distant dream for many people around
the world, not least for the majority of the popida of those countries blessed with so many
natural endowments. A feeling of injustice is spiieg around the world, and so much more
in countries where millions of dollars are extractaut of the ground each month, and sent
abroad to benefit others (Patrick, 2012). Thisstige very easily turns into violence, which

itself turns into self-destruction and more povergt only for the countries where violence

erupted, but for the world as a whole. This isitbay of globalisation.
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lIl. Fragility is the quality of things that are
vulnerable to volatility

A. Volatility and the resource curse

“A corollary of our results is that the quintessehteature of the
natural resource curse is the volatility charihg¢V/an Der Ploeg and
Poelhekke, 2008b, p.23)

The culpability of volatility in the resource curse relatively easy to grasp. Imagine two
businesses, A and B, which need to plan their bisdge the year to come. Imagine business
A has expected revenues that are relatively praloletand stable for the years to come, and
business B, whose expected revenues for the yeaterhe are completely unpredictable,
unrelated to the business acumen of the businessreyvand are known to fluctuate widely
from one month to the next. The question then icwbusiness would represent the better

investment opportunity.

It is not surprising that most people will certginhvest in business A, and for very

understandable reasons. Nobody can expect a bsgmelsrive when its expected revenues
are unpredictable and completely unrelated to ti@niess acumen of the owners. Strangely
enough, people expect exactly that when it coma&®oiog business, budgeting and investing

in countries which are resource-rich.

Resource-rich countries are often coveted becaude émmense wealth they have obtained
through their natural endowments, and are ofteméthfor not being able to capitalise on this
wealth. However, this is very short-sighted reasgrnwvhich does not take into account the

complexity of running a country.

Countries use their fiscal and export revenuestiouate budgets that will define how much
money they will spend on their social, fiscal andacnmeconomic policies. General
infrastructure, such as roads need to be builinaaidtained, hospitals need to be looked after,
education needs to be maintained and a militagefaeeds to be paid for. Those expenses are
usually forecasted and budgeted so that the soafecesenues from a country can be managed

adequately to meet those expenses.
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However, what happen when those revenues are uoaieleé and extremely volatile? As per
Figure 4 and Table 3, the volatility in commodityces leads to extreme volatility in revenues

which prevent developing resource-rich countriesmf articulating sound macroeconomic
stabilisation policiegIMF, 2012)
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Figure 4. Rate of change of commodity prices by month, Fe9b — Aug 2010. Source:

Calculated using data from UNCTAD, Commodity Pr&tatistics 2010(UNDP, 2011)

Table 3. Average Monthly Price Instability, Feb 1995 — A2@10.

Commodity Categories Price Instability

All Primary Commodities 22%

All Food 20%

Minerals, Ores and Metals 34%

Crude Petroleum 31%

Source: Calculated using data from UNCTAD, Commpo#Blitice Statistics 2010. (UNDP, 2011)

Looking at nearly a century of data, Blattman et (@007) have demonstrated that the
dependence of countries to certain commoditiestlamdssociated volatility of the commodity
prices, is a bigger determinant of growth thanuseally accepted factors such as institutions,

geography or culture. In a nutshell, the more vieldhe commodity, the slower the growth of
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the country. This is important as countless attsrapsolving the resource curse have focused
on factors such as institutions and cultural spEtés with very little success. Blattman et al.
(2007) have subsequently shown that one possihlsector this slower growth may be a
substantially lower FDI for nations with revenuéséd to volatile commodities. The high
volatility of commodity prices causes substantialiatility of the output per-capita growth in

countries which depend heavily on natural resouf¢as Der Ploeg and Poelhekke, 2008b).

The main issue with revenue volatility is linked gastainability. Indeed, long periods of
substantial revenues generation will be followeddng period of financial drought due to a
drop in the prices of the main export, natural veses. Similarly, a sudden increase in export
incomes affects the relative prices of goods irtthdable and non-tradable sectors which will

subsequently negatively impact investment and drqMikesell, 1997).

This does support the claim that countries withatitd revenues attract a higher risk profile
due to the difficulty to implement sound and susdaie macroeconomic stabilisation policies.
It also explains why international investors arerenprudent when allocating funds to those
countries. FDIs are a key factor in the developnoéminy nation and through a vicious circle,
the less a country attracts FDI, the more prudeatmational investors will be when allocating
money to this country. Fluctuating revenues aggeawvevestor uncertainty (Stevens, 2003). It
is therefore necessary for countries with a highedelence on volatile commodities to break
this vicious circle and find a way to reassurermagional investors and attract higher level of

international investments.

To exacerbate this issue, capital flows to andifipolicies of developing countries are often
pro-cyclical (Frankel, 2011) as shown in Figureris &igure 6. While poor resource-rich
countries should borrow during commodity downtutmsvithstand growth and consumption
in their economies and repay foreign debts durorgraodity booms, it is unfortunately rarely

the case (Mendoza and Terrones, 2008).
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Figure 5. Cause for troubles: Pro-cyclical fiscal policiesa(ir, 2016).
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Figure 6. Causes for trouble: Volatile revenues Vs. stalslgenditures (Bauer, 2016).
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As shown in Figure 7, during the commodity boom2603-2008, government spending
increased because government officials of devegpmsource-rich countries always struggle
to resist the temptation to save those windfallsiiog from additional royalties and taxes
(Frankel, 2011).
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Figure 7. Cyclical correlation of government spending aroR3Kaminsky et al., 2004)

Interestingly, in developing resource-rich courstrigne two main budget items which increase
in commodity booms are investment projects and gowent wage bill (Frankel, 2011). This
is interesting as it has often been shown thateireloping resource-rich countries, investment
projects are more often than not “white elephartsit are poorly designed and remain
uncompleted when the commodity boom dries up aedfihds start to lack (Gelb, 1986).
Increasing government employment, while benefifidbne properly, is a cost that is almost
impossible to reverse (meaning layoffs) during cardity downturn as it would equate to
political suicide for the political party in chargdrezki and Kareem, 2010). Furthermore, it
has been shown that government’s jobs are usedatsomage tool, rather than a real economic

tool hence weakening the legitimacy of such a sipgnduring commodity booms.

The negative effect of volatility on growth maindierives from the impact of volatility on
innovations which subsequently negatively impactRG@rowth. In essence this reflects the

negative impact of uncertainty on GDP growth (Raraegl Ramey, 1995). This is critically

33|Page



important as it implies that every growth theorgwld include volatility, and uncertainty, and
the interactions that those have with growth, girtmodels.

Volatility is actually a much greater predictorsdéw growth than the usual determinants of
growth such as openness to international traded gusitutions and high level of education
(Van Der Ploeg and Poelhekke, 2008a). The seeminglyplicable reason why developed
countries suffer much less from the resource coesebe linked back to the much lower

volatility in revenues experienced by developedntoes.

As a matter of fact, commodity volatility has bestrown to have very negative impact on child
mortality in poor resource-rich countries (Makhlaifal., 2017). Besides the human tragedy
behind such a causal-effect, high child mortalitgslimpede economic growth by increasing
the financial and human cost of building a famifjhis should lead policy-makers to re-

evaluate the ways in which to fight the resouraseu

Another oft-cited issue with volatility is that Wwitthe unpredictability of when the next
commodity boom will occur, government officials mesource-rich countries with weak
institutions will experience substantial pressuvecbnsume those resource windfalls now

rather than to invest them in the country for fatbenefits (Sachs and Warner, 1999).

There is nothing inherent to resource-rich cousttieat condemn them to either low or
unsustainable growth, volatility is the key and tcoling volatility will ensure the full

potential that natural endowments provide to pespurce-rich countries (Mikesell, 1997).

“Intuitively it is attractive to imagine fluctuatmrevenues,

in the absence of effective stabilizing measuresating
problems for government fiscal policy and macro-
economic management more genetall$tevens, 2003, p.
11)

B. Guilty as charged?

It seems obvious following the conclusions of thevpus section that volatility certainly is
one of the main causes of the Dutch Disease. Tt@esuappreciation of the local currency is
caused by the unanticipated inflow of foreign cncies to buy the local commodity. There is

a very strong relationship between commodity boams exacerbation of the Dutch Disease
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as a commodity boom is, in itself, the direct copmnce of a substantial increase in the
demand of this commodity, and therefore a substhiticrease in the inflow of foreign

exchanges. A proposition of this research is thatikl this sudden inflow of foreign currencies
be gradual, or in other words, if the extreme \litiatbe tamed, the Dutch Disease may not

materialise at all.

The lack of incentives or capabilities to develdpraving manufacturing sector can as well be
seen under the volatility lens. Developing a mactufiang sector is a very time and money
consuming enterprise with substantial risks assedito it. It is easy to understand that, given
the volatility of revenues associated with the ralttesource sector, it is relatively difficult for
government officials to make a risky bet on thealepment of a manufacturing sector when
there is no visibility as to how long the curreesaource windfalls will last for. Government
officials in poor resource-rich countries are oftarbject to tremendous pressure from the
general population to provide basic services. Sipgnesource rents on a distant, remote and
intangible goal of diversification which at leastthe short term, will not provide any direct
benefit to the population, can easily be assindlatea political suicide in those resource-rich
countries. Once again, should the volatility of tesource rents be suppressed, the incentives
for government officials to diversify the sourcere¥enues and the expected pressure from the
general population will be greatly altered. Goveemtnofficials could then dedicate a portion
of the resource rents toward diversification withthe risk to have to divert funds allocated to

basic social services in case of a commodity domntu

In line with the above, few countries would have ithcentive to invest in research, innovations
and human skills outside of the sector that brimg ¢verwhelming share of the country’s
revenues. If natural resources represent a signifishare of the GDP creation, and there is
little visibility as to how long those revenues dbntinue to flow in, the incentives for any
government official would be to invest more and enar the natural sector, so that more
revenue can be produced in whatever time left. lggn, should there be some stability in
the expected revenues for the foreseeable futumgould be much easier for government
officials to dedicate a portion of those revenueénovations and human developments in

other, seemingly non-core sectors.

Government officials will unlikely spend resour@ats, that can cease at any point in time on
intangible things such as innovation, R&D and etiocadespites the recognised negative

effects of under-investments in those sectors. Thisecause those sectors rarely, if ever,
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provide simple ways to evaluate their return orestinent. Should there be consistency and
predictability in future resource rents, it woulel gasier for government officials to allocate a

portion of those predictable rents to sectors siscR&D and innovation.

In a nutshell, it is relatively easy to grasp tlmmaept that, should there not be a clear cut
financial return on investment for any give goveemtal expense, it would be difficult for
government officials to convince their constitugnoy even themselves, that it does make
economical or human sense to spend volatile, anskilplyg short-lived, revenues on
investments that do not provide a clear, quantéiamnd relatively rapid return. Put in simple
words, the sudden surge in resource rents likehgblgovernment into discounting the future
and therefore minimising benefits from returns reappg several years in the future (Marsland,
2011).

On the institution side, and specifically on thatrgeeking and patronage issues, it has been
shown that commodity bursts and busts will causacesbation in corrupt behaviours
(Robinson, et al., 2014). A surge in resource reffex politicians and government officials
with greater incentives and more opportunitiesdie @ut benefits to their supporters for votes
(Kolstad and Soreide, 2009). In poor resource-g@mtries, staying in power tomorrow means
future access to even greater resource rents, Wiglepposite, losing political status, usually
means a return to a precarious lifestyle in the dlesases, exile or death in the worst ones. As
such, the temptation for government officials tptoae additional resource rents in time of
commodity booms is enormous. One of the factorisrttzkes additional resource rents easy to
grab is specifically the fact that they are “admhal”. Should a country’s budget be drawn
based on expected fixed monthly revenues, or cenees that varies between pre-determined
limits, it would become very difficult for corrugfovernment officials to divert a portion of
those revenues into their pockets. The suddenrgteiexpected revenues, and subsequently
in the budget, would be easy to spot and wouleérsuspicion from other government officials,
and the wide public if there exists a minimum lesktransparency. However, an unexpected
surge in the resource rents will bring unexpecea@mnues to the country, and by definition, if

they are unexpected, they would not be missecif Hire embezzled by corrupt officials.

An indirect effect of increased patronage in tilhie@mmodity booms is that by dolling out
public jobs to their supporters, corrupt officidlaw out a very capable labour force from more
productive employments and into rather dull and-pmductive public jobs, thus decreasing

the country’s productivity and income (Robinsorakt 2006). As such, reducing volatility in
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natural resource’s revenues for developing countu#l go a very long way in fighting the

corruption experienced by many poor resource-ramtries.

C. The limitations of the current answers to the vdiat issue

Volatility as one the main causes of the resoutoeecand of the difficulties for developing
resource-rich countries to grow at a sustainablee ga not a new concept, far from it.
Numerous economic theories, backed up by empisitalies, have championed the fact that
the best way for poor resource-rich countries toltap on their developed peers in terms of
growth, is by neutralising the impact of volatiliby its resource rents. Several attempts have
been made to try and control volatility with verytigated success and few solutions applicable
to developing countries (Stevens, 2003). The &irst most straightforward solution proposed
by scholars is to engage in prudent fiscal poligiesrder to prevent a surge in revenues
translating into greater aggregate demand withianty, and subsequently into inflation
(Stevens, 2003).

One of the ways to achieve this kind of revenuglsation is by avoiding, for poor resource-
rich countries, to spend those extra revenues amtbw heavily, usually from foreign
investors, during commodity booms. Usui (1997), panng Mexico and Indonesia,
demonstrates that by deliberately sterilising addétl rents coming from commodity booms
by accumulating budget surplus through a prinagbleudget adjustments, Indonesia managed
to avoid all the negative expansionary effects tisafally follows an oil boom for a country
overwhelmingly dependent on oil. Mexico did not decenough on the need to maintain
prudent macroeconomic management policies and sgletite oil bonanza indiscriminately
in a pursuit of a rapid and undiscerning developmestill borrowing heavily against this
resource windfall without second thoughts on th&tanability of those revenues. The result
is clear-cut; Indonesia managed to pursue an efficterilisation strategy whereas the extra
resource rents did not lead to additional demard! wrcontrollable inflation. As a result,
Indonesia did not suffer of any of the usual symoof the resource curse and actually
managed to use the windfalls from the oil boomnnefficient manner which benefited the
country as a whole. On the other hand, Mexico, dipgnindiscriminately its increased
resource rents and creating additional liabilibgsorrowing heavily from foreign investors,

followed the relatively standard route that led ¢oentry to suffer from the resource curse.
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Importantly, Indonesia managed to avoid the negatifects of the resource curse through a
balanced budget principle with delicate operatissui, 1997). Most Sub-Saharan countries
do not possess the financial, economic or legi@atbphistication and discipline to engage in
delicate fiscal operationsvhen a sudden inflow of revenues come flooding thie state’s
coffers. Moreover, the survival instincts of mostvgrnment officials in poor resource-rich
countries, where satisfying voters is a matteruofisal, would make it almost impossible for
additional revenues to be accumulated for futusggesThe most likely outcome of a surge in
resource revenues in countries where rent seekidigpatronage are commonplace is a capture
by those government officials whose survival degeoid those revenues. Therefore, it looks
at best naive, and at worst counter-productivenégine resolving the volatility issue of poor
resource-rich countries just through the implemi@mtaof sound and forward-looking fiscal

policies.

One of the most oft-cited success story regardiregrhanagement of the volatility in the
revenues associated with natural resources is trevégian story. Norway discovered oil
around the 1960s, and had witnessed first-handDieeh Disease that the Netherland
experienced after discovering natural gas. Havirgegenced some of those symptoms
themselves in the mid-1970s (Cappelen, 2011), deeyded to create the Petroleum Fund in
1990 (later renamed the Pension Fund), fully irgesgt into the ordinary government’s budget.
Ultimately the set-up of this fund has been a haigeess for the Norwegian economy and for
the citizens of Norway, efficiently harvesting tfmgits from the oil bonanza while avoiding

the downfalls associated with the resource curse.

Norwegian economy and society at time of oil disgwvas however very different from what
is being experienced by most, if not all, sub-Saharountries today. In the words of Holden
(2013, p.10), “[Norwayhad been a stable democracy since it acquired iadéence in 1905.
The state bureaucracy functioned well, with litlaruption. The legal system worked well,
and the media was actively evaluating and commenigon the workings of the syste®uch

comments can hardly be applied to Sub-Saharanakfriountries today.

Another solution experienced by developing resouiaie countries to deal with the volatility
issue is to hedge commodity revenues on internaltiomancial markets. Ultimately, hedging
commodities revenues means transferring the rigocated with commodities price
movements to financial entities who are better goed to deal with it. Through such a

mechanism, countries can obtain stable and prdudiscteevenue streams and therefore
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implement more efficient macroeconomic policies rfl@§ 2001). Chile, through the
corporacion del cobre (CODELCO), the state-ownegpeo producing company, is a good
example of the use of the derivative market toiksglrevenues from copper sales. In order to
“protect its cash flows and, if necessary, adjussdles contracts to its commercial policy,
[CODELCO] performs transactions in the futures matket (CODELCO, 2011).

However, these solutions are far from simple tolemgnt, and most of the times above
developing countries’ capabilities. First of alietfinancial market for commodity hedging is
rather limited in size and depth and may not prsw#icient to cater for the huge needs of
resource-rich nations as a whole (Neftci and LuQ&0 Another issue is the inherent
complexity around the derivatives market. Indeednynpoor resource-rich countries do not
have the financial sophistication and knowledgddal with the complexity of the derivative
markets. Finally, there usually exists strong it constraints on the activity of hedging.
Indeed, if a county does not hedge its forward coulity’s production, it would be easy for
the government officials to blame the internatianakkets for budgetary tightness if the prices
of the commodities fall. However, in the case bud market, a hedging strategy may lead to
forgone profits when the prices of commodities,risading to an unsustainable position for

the government officials which could ultimately tdsem their jobs (Daniel, 2001).

Another school of thought has looked at how to makeuntry’s monetary and fiscal policies
more counter-cyclical. It has been shown that kenlvhat a budget planner would like to see,
capital flows tend to follow commodity price cyclasd therefore accentuate the cash-flows
issues faced by resource-rich countries in commattitvnturns (Frankel, 2011). Unlike what
is being seen in industrialised countries, fiscaligies in developing countries tend to be
overwhelmingly pro-cyclical (llzetzki and Vegh, 20 The reason behind this pro-cyclicality
is pretty straightforward, especially in countrieish weak institutions. When revenues from
natural resources increase substantially due tonemease in commodities prices on the
international market, it is difficult for a govermmt, both economically and politically
speaking, to resist the urge to spend those additicevenues to attract voters’ support
(Frankel, 2011).

Facing this issue, Chile introduced structural lmidgles which aimed at countering the pro-
cyclical nature of its fiscal policies. In esseritese rules allow the government to run a larger
deficit than targeted if the commodity output fadlsort of its long-run trend and the price of

the copper is below its ten-year equilibrium. Thosles are combined with a set of tax and
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spending parameters which, if not in line with whvats pre-determined, grant the right for the
government to adjust its budget (Frankel, 2011 $hccess of this program was such that
within three years following implementation, Chdesovereign debt rating reached A+ as per
the major international credit rating agencies (s, Fitch Group and Standard & Poor’s.

An A+ mean a very good credit rating) (Frankel, 201

However, introducing such complex reforms in nopkssticated countries would certainly

lead to disaster. In countries with weak institnipoverwhelmingly the case in poor resource-
rich countries, populist’s attitude amongst poi#icand general public alike, would make it
extremely difficult for politicians to hold onto &a revenues in time of commodities booms

without being forced to spend it (Frankel, 2011).

D. Concluding remarks

Commodity prices volatility, and especially its saquent impact on the volatility of revenues
for resource-rich countries, seems to tick quitevaboxes when looking at the main cause of
the resource curse. Between the negative effeatvthatile revenues have on the capacity of
developing countries to articulate sound macroegoaatabilisation policies, to the more
insidious effects that volatility has on patronage rent-seeking, it is clear that devising ways
in which the negative impacts of volatility could bontrolled would go a long way in fighting

the resource curse.

However, numerous failed attempts have shown thiatility is not easily manageable. Most

of the unsuccessful efforts have run into two majsues.

The first issue is related to the unsophisticatmire of the countries that try to deal with the
resource curse. More often than not, those cowndnie plagued by a low level of education,
and a limited pool of sophisticated financial ooeemical institutions, therefore, the attempts
to apply sophisticated and often complex finans@utions in the hope that those solutions
would be implemented adequately often fail in theef of a lack of understanding from

government officials.

The second issue relates to the political fram&wuaithin which those poor resource-rich

countries evolve. The short-lived nature of manijtigal careers in poor, and often unstable,
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resource-rich countries prevent the ruling parttat@ any steps that, even if beneficial to the

population as a whole on the long run, would notdfi the voters immediately.

Therefore, there may be an opportunity to implemmeaaisures that would help subdue the
impact of commodity prices volatility on the devaheent of poor resource-rich country as
long as this solution is simple enough for non-sstjdated countries to implement it and

somehow manages to bypass the usual politicalieontst. Many existing solutions may suffer

from the hubris of their progenitors by proposirdusions that are out of the reach of the
countries concerneWhile it may be difficult to lower price volatilitgf resources themselves,

it should be feasible to deal with volatility inraore efficient way (Van Der Ploeg and

Poelhekke, 2008b).
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V. Insuring against the curse

Insurance is in essence a mechanism whereas a gf@gople agree to share a risk in order
to decrease the financial impact of the realisatiban uncertain negative event on one of the
member of this group. Could volatility be definesl@n uncertain negative event that a few

countries would like to hedge their risk against?

B. Why insuring?

The concept of insurance is as old as Humankirelf iend is recorded in Chinese and
Babylonian scripts from as old as thé &nd 29 millennia BC. Back then, it was a practice
overwhelmingly engaged by sea merchants who woitietrespread their cargo on several
ships, or get their cargo financed at a premiuninsgghe guarantee that they will not have to

repay the loan, should the cargo be stolen, oralioséa (Trenerry, 1926).

Human beings are not humble by nature and oneeofnthin reasons why they do accept to
relinquish a portion of their income for insuringganst an event that may never come is simply

due to the unpredictability of this event, andussial devastating impact.

In an insurance scheme, a group of individuals @qdy a monthly fee, usually called a
premium, in order to protect themselves from ameteat they have no control over. Should
this event occur for one of the individual of thieup, the premiums put aside by the insurance
company will be used to indemnify the individual.duch a structure, the individuals can carry
on with their lives with a substantially lower anmbwf stress and uncertainty. Should the
object insured be the livelihood of the individuls insurance certainly is vital for his peace
of mind. Furthermore, many financial institution®wd not lend to an individual whose
livelihood may be destroyed overnight, unless itnisured. The concept of insurance, by

decreasing uncertainty and risk, has allowed pritg@end growth in difficult and trying times.

It is common practice for insurance companies tpleynthe premiums gathered in two distinct
ways. Firstly, they pool the money to pay poterdiaims, and secondly, they invest this money
in different financial vehicles. The results oftleathat, as of today, insurance companies are
together with pension funds, one of the biggestrcamiof investment money in the world
(OECD, 20186).
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C. Could this be applied to the natural resource se@to

Poor resource-rich countries around the world sufifem a similar fate, the uncertainty
inherent to their revenues and the risk that thesg revenues may decrease tomorrow. As

mentioned previously, this risk is unpredictable.

However, poor resource-rich countries are numeaoosnd the world and, to the same extent
those medieval sea merchants could gather up ®geithhedge against the uncertainty of
recovering their cargo, poor resource-rich coustsbould be able to congregate in order to
hedge against the uncertainty surrounding commogiiges. Developing resource-rich
countries rely almost exclusively on a handful ofatile commodities from where they derive
the majority of their budget. Those countries usuahve very limited control on the prices of
those commodities. Furthermore, they usually hatte Icapacity to switch from one
commodity to the other, should the price of thdiahicommodity drop significantly. The
inherent risk associated with commodities and ther-oeliance of many resource-rich
countries on such a volatile and unpredictableofactakes them a perfect match for an
insurance mechanism to be created that would eel@se countries from the risk associated

with commodity prices volatility.

In a simplified model, the premium paid by eachrtopwould be a portion of their annual
GDP and the negative event to be covered woultiddrop of the price of one of their insured
commodity below a pre-determined level. A non-gowveental agency should be created to
gather the premiums paid by every member partigfititiative. This agency shall be managed
by technocrats from the member states with a gJeal to have as little political interference

from the member states’ governments as possible.

The premiums gathered shall be pooled in ordeayoglaims from any of the member states.
Each year, a portion of the premiums remainingraftethe claims have been paid shall be
spent, to the pro-rata of the money contributedttiey member states, into infrastructure,
education, diversification, research and innovapoujects; some of the biggest shortfalls of

many poor resource-rich countries.
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D. Designing a simplified model

The ambition of this thesis is not to devise ayffikdged econometric model that could be
used as such by future scholars but rather toneudliframework that could be used by scholars
to base future research on. In the following sectosimplified model will be built and tested

against the 2008 financial crisis to see how it Mdwave fared back then.

1. The data

To build this simplified model, five countries aselected from one of the regions hardest hit
by the resource curse, Sub-Saharan Africa. Theteeleountries are Namibia, DRC, Zambia,
Botswana, and South Africa. Those countries argessmtative of poor resource-rich
countries, to the exceptions of Botswana and SAtriba that are considered middle-income
countries. Furthermore, those countries are higelgendent on commaodities, and especially
the mining sector, for their revenues and budgéning contributes 9.5% of Namibia’s GDP
(Duddy, 2012). Finally, they do not all rely on tleact same commodities, hence providing

much needed risk diversification to the portfolio.

As per Table 4, two of the main export commodifies each country have been selected
through criteria ranging from comparative valu¢hte GDP, consistency in share of the value
of the commodity to the total GDP and full availabiof data. A list of the commodities

chosen per country is available in Annex 2.

Table 4. Main export per country.

Democratic Republic of the
Namibia Botswana Congo South Africa Zambia

Diamond Gold Diamond Coal Copper Cobalt Gold Platinium Copper Cobalt

Using data from the World Bank, the GDP of eachntigquis gathered for the period 2000 to
2010. The historical price of the commodities amel &annual production for each country is

gathered through the website of the U.S. Geolo@caley Organisation.
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2. Methodology

As shown in Table 4, in this model, every membatesagrees to pay a yearly premium equal
to 0.25% of their previous year's GDP. This premiomast be low enough so that it does not
represent a significant burden on the budget cfeélomuntries and therefore do not deter their
motivation to join the scheme. As an example, tleenDcratic Republic of the Congo would
have paid $96 million in 2016, a pale number in parison of the annual GDP of the country
in 2015 of $38.5 billion dollars. However, it isportant that those premiums are high enough

for claims to be paid during downturns in the cordityoprice cycle.

In this simplified model, member states can lodgéers when the yearly average price for any
of their two insured commodities experiences a ekes® in price of more than 10% in

comparison to the previous year’s average priceeMénd if this is the case, the claim will be
compensated by paying the claimant a compensatioal ¢0 the difference between the actual

average price of the commodity and 90% of the mlexceyear’s average price.

The crucial point here is that, thanks to this iasge scheme, those countries, will never
receive from the commodities they produce and hasared, less than 90% of what they
received the preceding year. While a drop in reesmf 10% may still seems like a lot, it is

relatively small in comparison to the volatility obmmodity prices. Furthermore, having a
guarantee that any year’s revenues would be at %86 of the preceding year's revenues,
would be an incredible improvement to the currermastainty plaguing developing resource-

rich countries. The arduous task to make budgeid,the even more complicated task to

balance it, would be made substantially easier.

The commodities selected in this simplified modgild, copper, coal, diamond, cobalt and
platinum have all experienced a bullish run in pleeiod from 2000 to 2010. However, it is
interesting to notice that this bullish run hasrbadumpy ride for most commodities. Indeed,
as per Figure 8, it can be seen that the finaoasik of 2008 had a significant negative impact
on the price of commodities such as copper, cawaltplatinum. While prices recovered since
then, it is important to note that most developregource-rich countries rarely have the
financial strength to withstand big drops in revesiundeed, more than the absolute shortfall
in aggregate revenues, the most dramatic impastcti a drop in prices would be linked to
the gap in those countries’ budgets. As demonstrateviously, most developing resource-
rich countries have a rather linear view when lagkat future commodity revenues and

therefore devise budgets in a similarly linear walgich usually accommodate very poorly to
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drop, or surge for that matter, in commodity pricesa result, while well-diversified countries
may easily overcome a drop in commodity prices kkadn the economic support of industries
unrelated to the natural resource sector; phenomémat has been witnessed in developed
countries during the 2008 financial crisis, po@ource-rich countries, usually undiversified,

suffer more from a drop in commodity prices.
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Table 5. GDP and yearly contribution per country to thelircountry insurance mechanism.

Democratic Republic of the

Namibia Botswana Congo South Africa Zambia

Yearly Premium Yearly Premium Yearly Premium Yearly Premium Yearly Premium
GDP, billion  Participation GDP, billion ~ Participation GDP, billion  Participation GDP, billion  Participation GDP, billion  Participation

SUs  SUS SUS SUS SUS SUS SUS  SUS SUS SUS
2000 $3.90 $8,500,000 95.80 §13,750,000 $19.10 847,750,000 $136.50  $341,500,000 $3.60 $8,500,000
2001 93.60 $9,750,000 95.50 $14,500,000 98.20 947,750,000 12160 $341,250,000 $4.10 $9,000,000
2002 93.40 $9,000,000 95.50 §13,750,000 $8.70 $20,500,000 11570 $304,000,000 $4.20 $10,250,000
2003 54.90 $8,500,000 §7.50 §13,750,000 $9.00 §21,750,000 $17530  $289,250,000 $4.90 $10,500,000
2004 96.60 $12,250,000 $9.00 $18,750,000 $10.30 $22,500,000 522890 $438,250,000 $.20 $12,250,000
2005 §7.30 §16,500,000 $10.00 §22,500,000 $12.00 §25,750,000 $257.70  $572,250,000 $8.30 $15,500,000
2006 98.00 $18,250,000 $10.20 $25,000,000 $14.30 $30,000,000 $271.80  5644,250,000 $12.80 $20,750,000
2007 98.70 $20,000,000 $10.90 $25,500,000 $16.40 $35,750,000 $299.00  $679,500,000 $14.10 $32,000,000
2008 98.50 $21,750,000 $11.00 $27,250,000 $19.10 541,000,000 $287.10  $747,500,000 $17.90 $35,250,000
2009 98.90 §21,250,000 $10.30 $27,500,000 $18.30 847,750,000 $297.20  $717,750,000 $15.30 544,750,000
2010 $11.30 $22,250,000 $13.80 $25,750,000 $20.60 945,750,000 37530 $743,000,000 $20.30 $38,250,000

Source: Calculated from the World Bank data (WoddB, 2017)
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The subsequent shortfall in disposable hard curenior the government can lead to the
shutdown of some of the government-run servicesoime extreme cases, it can lead to social
unrest, civil wars and even coups. This is becaasanentioned previously, patronage and
rent-seeking in poor resource-rich countries craatery fragile unspoken agreement, whereas
the relative absence of freedom and the dearttolitigal diversity is accepted against large
financial dole outs to the middle and upper clas€sxe and if this implicit agreement is
broken, because the government cannot afford toilulige largesse to its supporters any
longer, then there is little preventing social wtispearheaded by the middle and upper classes

that lost out the most during the commaodity slump.

In this simplified model, the premium is accumutb&ach year. At the end of each year, each
claim brought forward by member states is paid seply as per previously explained 10%
variation rule. Once all claims are paid out, 200he remaining balance in the premium pool
is extracted and allocated to a growth pool. Théaugh pool is to be used by the agency to

promote education, diversification, innovations arfdastructures in the member states.

3. Results

Table 6. Premiums, claims and redistribution.

Premium Cash reserves at

Claimed by collected minus  Invested inthe  the end of the
Year  Premium collected  member states claims paid growht fund period
2000 $420,000,000 0 $420,000,000 $84,000,000 $336,000,000
2001 $758,250,000 ($151,208,617) $607,041,383 $121,408,277 $485,633,107
2002 $843,133,107 (5124,806,845) $718,326,262 $143,665,252 $574,661,009
2003 $918,411,009 S0 $918,411,009 $183,682,202 $734,728,807
2004 $1,238,728,807 S0 $1,238,728,807  $247,745,761 $990,983,046
2005 $1,643,483,046 ($415,576,602)  $1,227,906,444  S$245,581,289 $982,325,155
2006 $1,720,575,155 S0 $1,720,575,155  $344,115,031  $1,376,460,124
2007 $2,169,210,124 S0 $2,169,210,124  $433,842,025  $1,735,368,099
2008 $2,608,118,099 S0 $2,608,118,099  $521,623,620  $2,086,494,479
2009 $2,945,494,479 (52,929,864,325)  $15,630,155 $3,126,031 $12,504,124
2010 $887,504,124 S0 $887,504,124 $177,500,825 $710,003,299

Total $2,506,290,312

As per Table 5, in the first year of operation, @088.5 million would have been paid by
Namibia toward the fund, $13.75 million by Botswa#d8 million by the DRC, $341million
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by South Africa and $8.5 million by Zambia. Takeaclke separately, each payment seems
almost insignificant, especially if excluding Sowfrica. However, at the end of 2000, the
total premiums collected would have already stao®420 million, a substantial sum despite

the short span of existence of this insurance sehem

Out of those $420 million, 20%, or $84 million, wdlbe extracted and funnelled towards the
growth pool managed by the agency and spent pactoghe member states in projects linked
to infrastructures, education, innovation or differation. Out of those $84 million, South
Africa would have received $68 million, Zambia $milion and Botswana $2.75 million. It

is again very important to point out that thosedgiwould not be given back to the contributing
countries without oversight. To the contrary, petgewithin those countries will be evaluated
by an independent committee from the agency, forofeéddependents technocrats with no
political connections to avoid any possibility @rauption or political pressures. Furthermore,
each project will be appraised by technocrats fedhthe member states and not only from
technocrats of the country concerned. This willehéwo distinct and very clear advantages.
To start with, there will be less opportunity oftfmmage when the technocrats evaluating the
projects do not reside, or have no family, in tbherdry where the project is located. Secondly,
due to relatively non-diverse education systentisase countries (most of those countries only
have a limited number of tertiary education insitins, save South Africa), the diversity of
ideas, problem solving skills and thought processather limited if taking each country
separately. By bringing together technocrats from @ifferent countries, with very different
backgrounds, it is more likely that the projecttested would pass more rigorous and diverse

tests.

In the following year, 2001, the first year whenmieer states would have lodged claims, an
additional $422 million is collected. By adding #ieoto the $336 million left from 2000, the

fund ends the year 2001 with cash reserves of /88 million as per Table 5.

However, in 2001, and as per Figure 8, the annuexiage price of copper, $1580 per metric
ton, is around 12.9% lower than the average pfi@®00 which stood at $1814 per metric ton.
2001's copper average price was exactly $53 lohamn the 10% decrease limit and therefore
triggered the claim mechanism for the countriescliiiad copper as one of their two insured
commodities, that is the DRC and Zambia. The DR&lpced 20,988 metric tons of copper
in 2001 and as such, are allowed to claim $53 &oheon that they produced in 2001 given
that it represents the shortfall in their budget.stich, the DRC, in 2001, would have claimed
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$1.1 million as compensation. Similarly, Zambia fpgdduced 312,000 metric tons of copper
in 2001 and as such, have the right to claim $1Bomifrom the fund.

Similarly, 2001 saw a drop of over 30% in the copake. The DRC having produced 11,600
metric tons of cobalt in 2001 is entitled to a cemgation of $79 million, while Zambia, having
produced 8000 metric tons, is entitled to a comatmis of $54.5 million.

The total compensation paid by the scheme in the 3201 would have been of $151 million,
to be distributed between the DRC and Zambia. Wthile sum may seem substantial, it is
relatively small in comparison to the premiums asedssince the beginning of 2000, totalling
$758 million. The DRC would recoup $80 million, about 40% of the premiums that it had
paid since the inception of the scheme. More siglyi, Zambia, would have recovered $70
million at the end of 2001, or almost 400% of therpiums that it has paid since the launch of
the insurance scheme. As per Figure 9, This clestrttyws the benefits of such a scheme,
especially for Zambia, where a gap of $70 milliarits budget would have been difficult to
bridge, especially in a deteriorating commodity kedr Indeed, as seen before, it is usually
relatively easy for developing resource-rich costrto borrow money from international
investors and NGOs in times of booming commoditggs. However, it is usually much more
difficult when commaodity prices are falling. Thislreme would permit those countries to have

access to much needed life-lines in trying andaliff times.
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It is interesting to note as well that by the eh@@D1, that is only two years after the inception
of this scheme, a total of $205 million would haween gathered in the growth fund and
reinvested in education, infrastructure and re$eprojects in those countries. At the same
time, this scheme would have paid claims to membpr $150 million and close the year

with a cash reserves totalling over $485 million.

The 2008 financial crisis has been, on many lew#is,of the worst crisis that has hit the world
in the past century. The fact that the world igvaach more inter-connected and globalised
today than it was a few decades ago made it almitise. Commodities, far from being

shielded from the global downturn, experienced speeially acute recession with prices of

almost all commodities undergoing a severe cowadh prices as per Figure 8.

Copper, usually calle®r. Copperdue to its high correlation with the health of tjebal
economy, experienced a severe correction in pni@d09, plunging by over 25% year on year
and wiping out billions of dollars in revenues franany resource-rich countries. Platinum, a
major source of revenues for South Africa expeehna similar drop, losing 25% of its value
between the beginning of 2008 and the end of 260%atting extreme strains on the economy
of South Africa, one of the world’s largest prodisce€Coal, one of the biggest source of revenue
for Botswana lost almost 50%. However, one of tbenmodities the hardest hit by the
recession of 2008 certainly was cobalt. Betweer820@ 2009, cobalt lost 55% of its value,
dropping to below $40,000 per metric ton in 20aghfran average of $86,000 per metric ton
in 2008. Such a drop left cobalt producing coustsiech as the DRC and Zambia in dire straits.
This situation was obviously exacerbated by the fhat those two countries are relying

overwhelmingly on both copper and cobalt to gemenabst of their revenues.

For the DRC, the drop in the prices of copper@tghlt in 2009 has led to a short fall of over
$1.9 billion for the year. This is an astoundingntoer, representing over 10% of the GDP of
the DRC in 2009. While some mature developed c@amtnay be able to survive a drop of
10% in their GDP for a year, fragile economies saglthe DRC rarely do have the capacity to
sustain such a shortfall, or do so but at the esgperi the wellbeing of the general population,
which subsequently can lead to civil unrest. linteresting to note that the $1.9 billion
compensation that the scheme would have paid thé 3Rimost twice the total amount of
premiums the DRC would have paid since the incepticthe fund in 2000, hence debunking
any potential claim by member states that they didnalve been better off accumulating this

premium themselves in a separate national fund.
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In this simplified model, the scheme, starting yle&ar 2008 with over $2.6 billion of cash
reserve could have met the financial claim from EHRC at the end of 2009 and therefore
helped the DRC to weather the 2008 financial criSimilarly, Zambia would have lodged a
claim for around $950 million at the end of 2009 its loss of revenues related to the dip in
prices of both copper and cobalt. Here again, therme would have been able to dole out the
$950 million related to the Zambian claim and $tédive enough fund to compensate the, rather
small, claim from South Africa on the platinum &80 million and the $31 million claim from

Botswana on the coal.

In total the fund would have had to hand over $#ll8on of compensation at the end of 2009
to the DRC, Zambia, Botswana and South Africa. BEbexigh the fund would have ended the
year 2009 with a pale $12 million, it is importaatd rather encouraging, to note, that this
simplified model would have been able to sustainisis such as the 2008 financial crisis and

help sustain poor resource-rich countries in tiofaseed.

4. Concluding remarks

We have seen through this simplified model thatcthrecept of a global insurance mechanism
to protect poor resource-rich countries from véitgtin commodity prices is achievable. Using
five resource-rich countries from Sub-Saharan Afria region usually associated with the
resource curse, it has been demonstrated thatllegtiog premiums of as little as 0.25% of
the GDP of those countries, this scheme would atlwevn to weather potential busts in the
commodity market. This is even true when includingajor global crisis as we have seen with
the capacity of the scheme to endure the 2008 dinhorisis. Indeed, it would have ended
2010 with cash reserves of over $700 million, hgvinvested a total of $2.5 billion in
education, diversification, infrastructure and imatton and compensated member states for a
total of over $3.6 billion. This amount of $2.5ligih collected in the growth fund represents
10% of the total amount invested by all Africant8sain 2016 in transport, energy, water and
communication (AFP, 2017). This is not a small neméven if certainly still insufficient to

bridge the gap in order for Sub-Saharan Africaoleesits infrastructure problem.

Throughout this simplified model, we demonstratéattthe concept of an insurance
mechanism to protect developing resource-rich g@sitrom volatility in revenues, and hence

from the resource curse, is not only feasible sirdble. Beside improving the environment
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under which resource-rich countries would articeiliieir macroeconomic and fiscal policies,
hence creating an environment more conductivestaswable growth, a substantial amount of
money would be invested in projects that would Hblgse very same countries reduce their

dependence on the natural resource sector, ardgriaiity goal.

E. The benefits and limitations of this model

Such a scheme does have clear and straightforvearefits. One the most obvious ones is its
ability to reduce volatility in commodity prices avery simple way. The resource curse has
been shown to be overwhelmingly caused by the Nibjadf the revenues linked to natural
resources for countries that primarily rely on thém their budget. Solutions have been
proposed, ranging from stabilisations funds to megigommodity prices using derivatives.
However, it has been shown empirically over andr again that the complexity of those
solutions, coupled with the lack of financial sagilwation of many developing resource-rich
countries, and rampant corruption have led to #ikire of most of those solutions. The
insurance mechanism proposed in this researchtrespextremely simple to implement and,
unlike most complex solutions such as hedgingatwiksation funds, can easily be understood

by most.

Indeed, insurance is part of the daily life, befagcars, homes or even health. As such, the
concept of paying a monthly premium with the acedgtct that those premiums may never
be recovered would be widely accepted, even imfii@ly unsophisticated countries. This is
a major advantage on most other solutions whichsametimes too complex, and often not
well explained, and therefore lead to major oppasifrom government officials. A prime
example of the resistance that officials in devielgpesource-rich countries show for complex
strategies is easily seen in the use of hedgindlevitie benefits of hedging in a falling market
is rather understood and accepted by most, thedbgscome in a rising market is rarely
understood and even less likely accepted. Thist often than not, leads to the refusal from

many developing resource-rich countries to expdotations involving derivatives.

The insurance mechanism proposed in this reseamdrtrcombines the benefit of hedging
with derivatives in a falling market without theoptem linked to the capped revenues in a

rising market. Furthermore, based on a simple arst# mechanism combining premium and
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claims, it would be extremely easy to explain, ef@ncountries with very limited financial

and economical proficiencies.

Another obvious benefit is that it would protece thremiums collected from the predatory
claws of corrupt officials by placing it outside tiwmal borders. This concept, the
appropriability of resources, is relatively simple to understand Aas been empirically
demonstrated on many occasions. It has been shwatrpoint source resources (resources
extracted from a narrow geographical base) willl lEahigher corruption than diffuse natural
resources (Isham, et al., 2004). Similarly, offehail is less predisposed to suffer from
corruptive behaviours than onshore oil (Torvik, 200Moreover, the revenues from the
alluvial diamond from Sierra Leone are more easihbezzled than revenues from diamonds
buried deep down on the ground in Botswana (Gyifa®08). The point here is that the
accessibility and concentration of the revenudglinto natural resources have a major impact
on the degree of corruption that would result frinmse resources. In the model proposed in
this research report, the collected premiums wootdbe intertwined with the many sources
of a country’s revenues but rather transparentliected by a supra-national agency, hence
increasing substantially the level of transparenagd therefore decreasing the risk of

embezzlement.

It is extremely unlikely that corrupt governmentiaals would support or implement national
reforms which would significantly reduce their stak those rent-seeking schemes (Kolstad
and Soreide, 2009). However, while there may He litactions for reforms on a national level,
the fear of “losing face” in front of other Africdeaders may push Sub-Saharan leaders to
follow suit with such an insurance mechanism. & baen seen that with the EITI which,
despite adding a layer of oversight over the usesiurce rents, has been widely accepted due
to the implied ostracizing of any country not joigithe initiative and the added difficulty to

secure aid from international donors for non-member

In many poor resource-rich countries, oppositiofitipal parties or institutions that would
usually check the power of the elected leadersussing, weak, or have been co-opted by the
government (Kolstad and Soreide, 2009). Thereftiming such a scheme being kept
independent from any national government is a gi@p in making sure that this scheme will
be run properly and that the funds would not beappsopriated by any of the member states.
Each country would be represented equally and fivere each country, through their

representative, would serve as a check on the atkerber states. While the possibility that
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all member states, and their representatives, tiodeotogether with the aim to capture those
funds exists, it is safe to say that national padd mistrust between members would more

likely ensure that the funds are used in an efiitcieay.

Another clear benefit is linked to the apparenbiliiy of many poor resource-rich countries
to diversify away from commodities as their mainse of revenue; the rationale is relatively
easy to grasp. It is both politically dangerous difficult for officials in poor resource-rich
countries to dedicate a big portion of the natueaburces revenues into industries that do not
currently represent a substantial share of the @ddPdo not appear, at least to the general

public, as an important source of revenue, growthwaealth.

By using similar guidelines than the ones usedngyGovernment Pension Fund of Norway
(GPFN), it would be relatively easy to make suat the money diverted each year toward the
growth fundis used with a clear objective of diversificatidime fact that a team of technocrats
from diverse countries would oversee each and esiigle projects brought to the growth
fund would allow only the most efficient projects e selected. Here again, in many poor
resource-rich countries, cronyism and patronage loften led poorly-thought diversification
projects to be brought to the fore and badly exatuthich, more often than not, led to little

diversification.

The GPFN has been mandated with guidelines thhteimte its investment strategies, and
especially to have well diversified investments that distribusk mand generate the highest
possible returh (GPFN, 2017, p. 1) with as of end of Septembet72066% invested in

equities, 32% in fixed incomes and 2.5% in reatestSimilarly, the mandate provided to the
managers of the growth fund would be to investsigkly in projects that promote education,

innovation, infrastructure and diversification aweym the natural resource sector.

Such a direct investment, bypassing most of theeguwent officials’ potential corrupt

practices, would ensure that the efficiency, fromds disbursement to execution of the project,
is optimal. Furthermore, while many resource-richurdtries are understandably reluctant to
see westerners interfere into their internal agfasuch a fund would be exclusively managed
by nationals from the member states, hence proyidmeat legitimacy to the program and

avoiding anti-westerner sentiment backlashes.

Such an insurance mechanism would attract globdiarettention and coverage. Indeed, the

world in general, and the Western world particyladlways look anxiously toward Africa.

57| Page



Certainly due to a mix of post-colonialism guiltdeanxiety, but as well because according to
all economics and demographic metrics, Africa isifibto become the next bit engine of
growth for the world. Therefore, all eyes will beriied toward this innovative insurance
mechanism, anxious to see if that could be thdisalto the “Africa growth problem”. Having
the world’s attention, and being fully Africa-cestrand Africa-managed, there will likely be

a major pride from the member states to show thedwbat this can be a success.

Finally, and as mentioned by Blattman et. Al (20@&9untries with revenues linked to very
volatile commodities tend to attract lower levefsFIs. This is because of the perceived
higher risk associated with countries exposed tati® commodities. Through this insurance
mechanism, the perceived risk associated with reseich countries would drop, hence

increasing the probability of an increase in FRIs] subsequently an increase in growth.

For such an insurance mechanism to be succesl&ai, explanations on the conditions under
which claims are to be paid and transparency iruiage of the premiums are two main keys
to gather the support of all member states. Tnudtteansparency must be the two pillars that
support the creation of this insurance mechanissnmé&ntioned previously, African nations

are used to compete between each other, for naagalirces, infrastructure, exports markets
and donors’ money. A schism in the paradigm ofétationship between Sub-Saharan African

countries should occur to avoid mistrust and tloesethe failure of such a scheme.

V. Conclusion and recommendations

A. Concluding remarks

This research report looked at the resource chrsegh the prism of volatility and the extent
to which volatility has wreaked havoc in the ecoresmof many developing resource-rich
countries. This research report examined whettsgmalified insurance mechanism could be
designed in order to mitigate the negative efféict volatility has on the development of
resource-rich countries. Furthermore, it was madigdy the fact that, despite an exponentially
growing literature on the resource curse, the woalsl yet to come with a simple, and complete
solution. This research report can be seen agempttto approach the resource curse through

a new paradigm.
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Natural resources are often seen today as a plagther than a chance for the countries
possessing them. That has not always been theqeatethe opposite, in ancient times, natural
resources were vital and only empires that posdeddsam strived and managed to bring

prosperity to their citizens.

Attempts to explain why this relationship has sandatically changed over the centuries have
been made over and over again. From the scarg @bibnialism to cultural differences, from
the weather to globalisation, none of these expians have been followed with effective
solutions. Today, the world has eradicated polidlf kelf-driving cars and sent probes outside
of the Solar System but it cannot work out how taken populations sitting on billions of

dollars’ worth of natural resources live a decé&stdnd not starve to death.

The initial hypothesis of this report was that thekists a single environmental factor which
has an overwhelming share of responsibility inrtieerialisation of the resource curse. This
research report revealed that volatility in revenwaused by volatility in commodity prices,

and especially its impact on the capacity of respuwtependent countries to articulate sound
macroeconomics policies, is at the core of theuesocurse. Indeed, between its adverse
impact on developing resource-rich countries’ busigme its undesirable effect on patronage
and rent-seeking and the increased likelihood mwiear conflicts and coups, volatility really is

the resource curse.

Regardless of the fact that it seems like a logicalclusion to reach, few attempts have been
made in the past few decades to tackle the resaunse through the harmful impact of
volatility. Most past attempts have focused oniiagbns and transparency which, while
certainly part of the problem, are often too imbedidh the fabric and culture of societies to be
simply modified. One of the most important findings this report relates to the specific

structure of the influence of volatility on the nif@station of the resource curse.

The second hypothesis of this report was that tbrists a simple, straightforward, and easy
to implement, solution that would help developiagaurce-rich countries to fight the resource
curse. Looking at a simple insurance mechanisng thport contributes to the debate
surrounding the resource curse by providing a sfieglframework that would allow poor

resource-rich countries to weather commodity phasts in a way that would allow those

countries to develop and grow in line with theivel®eped resource-poor peers.
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Testing this simplified model against the biggetis of the past 80 years, the financial crisis
of 2008, this research report has demonstratedvittat yearly premium of as small as 0.25%
of the GPD of each member state, a simple insunar@adanism could help poor resource-rich
countries to stabilise their resource rents, amdeflore their budget. These results are very
encouraging and of utmost importance for futureaesh as it implies the soundness of such a
simple method to fight the curse. Most of the sohg put forward in the literature are usually
a complex mix of economical and institutional prsgls that, most often than not, clash with

the cultural, demographic and institutional reatifthose countries.

Collectively, the results of this research repoesgnt a strong support to the hypothesis that
volatility embodies the resource curse and théfirming a simple way to address the issues
related with volatile commodity prices, healthy wtbh could be attained by developing
resource-rich countries. Such results shed neusligh the decades-old resource curse debate

and have strong implications for future researadiss.

While solving the resource curse certainly is agmammplicated matter than understanding the
mechanics, physic and electronics behind selfdgigiars given that it involves human factors,
humankind has achieved unbelievable feats in tis¢ @& thousand years and it would be

extremely disappointing if humanity were not aldestdlve the riddle of the resource curse.

As it has been seen in this research report, libfatiay be the answer, and certainly deserves
much more focus that it does attract today. livileeld is serious in helping Africa, and others

nations struggling to join the fold of “rich” natis, then it is time to look at simple, and easily
applicable, solutions that would have direct anidkjimpacts on the lives of all those peoples

fighting to survive while sitting on mountains oéuwith.

B. Limitations

Due to time and resources limitations, this redesgport did not have the ambition to produce
a turnkey, fully-fledged insurance mechanism tlatid be implemented by governments and
NGOs, but rather a simplified framework that cotddt the theory behind the concept using

the time available for a Master of Science’s reseaeport.

Therefore, the over simplification of the modeltaerly is one of the main limitations of this

research report. The model could not be testedhagthie complex reality that is the economic
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framework of Sub-Saharan Africa and did not take account the specificities related to the
implementation of this insurance mechanism. Fomgta, managing such a scheme would
cost a substantial amount of money, between tinsdrdion costs and the remunerations to be

paid to the numerous technocrats in charge of it.

The loss of income calculated in this model implieat countries, and mining companies
within those countries, sell their commoditiested yearly average price every single year but
in some industries, fixed prices contracts arentiten and therefore would affect the efficiency,

and the modus operandi of the insurance fund.

It is important to note as well that this simpldienodel did not look at the potential impact of
a drop in volumes of commodity extracted when lagkat gap in future revenues. However,
volume of commodity extracted is a factor much measily quantifiable and predictable for
resource-rich countries than prices. Indeed, wialk#ons rarely have a say in what the price of
any commodity will be next year, those same natears usually control, to a certain extent,

the volume of commodity they will produce withinurary.

Finally, a commonly overlooked point is that it idie important that the claims paid to the
member states trickle down properly to the compmaextracting those resources as they would,
as well, suffer greatly from a drop in commoditycps. However, this can simply be done

through tax reliefs or subsidies from the membatestwhich received the claims.

While those limitations exist, it is important tote again that it was not the objective of this
research report to articulate a fully-fledged framaek which took into account all details of

such a complex insurance mechanism. Rather, a eifrghework was to be put forward so
that future research, especially PhD studies, cpigkl up from here and develop the propose
insurance mechanism into a fully-fledged model ttwaild be tested and improved so that it

gets closer to possible implementation by poorusssrich nations.

C. Future research

While the findings of this report clearly suggdsattvolatility carry an overwhelming weight
in regards to the causal-effect between naturaluress and poor growth performances, this
relationship between volatility and the resourcesepyand especially whether other empirical

findings related to the resource curse could bdaged through the volatility prism, should

6l|Page



be examined in subsequent studies. This resegroht ocuments the channels through which
volatility adversely impacts the development of pogsource-rich nations. Empirical back-
testing of this hypothesis should be undertakeniatei-correlations between volatility and
other potential causes of the resource curse shHmiltested so as to confirm, or not, the

findings of this research report.

The results of this report are encouraging, anid éat further exploration in the concept of a
simple insurance mechanism aimed at minimisingatieerse impacts of volatility on the

development of poor resource-rich nations. As noseil in the previous section, future
research should focus on fully developing this nhedehat it reaches a level of sophistication

that would permit to test it on a larger scale.
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Appendix

Appendix 1. List of factors influencing the cafliibs of a poor resource rich country to
diversify(Ahmadov, 2012)

Ethnic fractionalization, with or without actual riftict, has a strong
negative impact on diversification.

The impact of institutional origin may have moredimwith extractive-
non-extractive divide, than identity of colonizer.

Different resources have different effects on diferation.
Dependence on petroleum is a strong impedimeniarsification.
Abundance of specific resource does not have anadmppn
diversification.

Oil reserves, i.e. “time horizons”, may not have atual impact on
diversification.

The effect of demographic and geographic factory mat be as
pronounced as that of domestic political-econoraatdrs.
“Policy-amenable” economic variables are less kv for
diversification in resource rich states than poditiand institutional

factors
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