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Towards a Resource-Driven Model of Governance:
Application to Lower-Income Transition Economies

Abstract!

Many developing market economies were strongly distorted during the 1960s and 1970s
by fashionable policies to force indudridisation and they experienced growth collgpses when
exposed to the price shocks of the 1970s. In this context, the centrally planned economies were
even more highly distorted and they too experienced collapse, dbeit a decade later because they
were less exposed to trade shocks. Economic reform has had mixed results in both sets of
countries and this paper develops a modd of governance to explan the man variaions among
the trangtion countries. The model incorporates a neglected factor, namey how the scde of the
naturd resource rents and their socio-economic linkages condition government behaviour. It
posits that resource-poor countries are more likely than resource-rich countries to engender a
developmentd political gate, which has sufficient autonomy to pursue coherent policies and dso
the am of rasng socid wefae The two principd reasons for this ae fird, tha the
governments of resource-poor countries tend to be less didracted from the task of wedth
generation by the capture of resource rents and, second, the politica economy of resource-poor
countries tends to build grester political accountability. The basc modd is adapted to explain
differentid progress with reform among the trangtion economies by adding to the resource rents
two more key initid conditions identified in the literature, namely history (the length of exposure
to centrd planning) and geography (proximity to a dynamic market economy). The modd
predicts that the most propitious conditions for trangtion reform arise among the reativey
undistorted, resource-poor coasta economies of East Asa followed by the moderately distorted
higher-income (and low-rent) countries of Eastern Europe. The paper shows tha the trangtion
countries broadly support the predictions. There are anomalies, however, which require two
additiond factors to explan them, namely access to geopolitica rents conformity to a regiond
norm of politica date.

! The helpful comments of an anonymous referee are gratefully acknowledged.
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1  Context of the Study

In the context of globa development during the twentieth century, the formerly centraly
planned economies currently in trandtion to the maket were more highly distorted by
interventionist policies than most developing market economies were. Efforts to reform both sets
of countries have produced very varied responses in terms of the speed of policy implementation
and the drength of economic recovery. This paper seeks to explain these variatons for the
trandtion economies. It does so by developing a model d governance that is resource-driven and
adapting it to take account of differences in initid conditions among the trandtion economies.
The trangtion literature neglects natura resource rents, perhaps reflecting a preoccupation with
the higher-income countries of Eastern Europe for which the primary sector (and therefore the
resource rent) is no longer dominant due to structura change.

Much of the controversy regarding trangition reform has centred on the pace of reform.
For example, Roland (2000) attributes the sharp variaton in reform outcomes among the
formerly centrally planned countries to differences in policy. He concludes that gradud reform is
superior to the rgpid (big bang) reform, which is favoured by the internationd financid
indituions (Adund et d., 1996; Fischer and Sahay, 1999; Havrylyshyn et d., 1998; Berg et 4d.,
1999). However, the controversy over the pace of reform neglects the fact that differences in
trangtion reform lie degper than policy choice because initid conditions congtrain policy options
(de Medo et d., 2001). The literature identifies the principal initid conditions as history,
conceptudised as the duration of exposure to centrd planning, and geography in terms of
proximity to a large dynamic market economy. A long exposure to centrd planning weskens
market-friendly indtitutions and digtorts the economy towards inefficient heavy indusry (de
Melo et d., 2001). Remoteness from a dynamic market reduces the incentive to adopt market-
friendly inditutions ad diminishes the inflow of foregn direct investment with which to
accelerate economic restructuring (Kopstein and Reilly, 2000).

However, in lower-income countries a second geographical factor, the naturd resource
endowment is important. This is because low-income countries dill depend heavily on the
primary sector, 0 the scae of their natural resource rents and the socio-economic linkages that
they generate condition government behaviour in important ways. Among the developing market
economies, for example, naturd resource abundance has been inversdy related to per capita
GNP growth since the 1960s (Sachs and Warner, 1995; Auty, 2001a). Since an important
objective of this paper is to set the trandtion economies in compardtive perspective, countries are
classfied by ther naturd resource endowment according to the criteria used in a recent
UNU/WIDER study of the developing market economies (Auty, 2001a). Per capita cropland and
country sze are the badc dimensons used in the classfication. Most developing countries fdl
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into the amdl Iland-rich category and include many minera economies that ae ussfully
disinguished separately because they tend to have rdatively high rents, which are concentrated
on ardatively small number of economic actors.?

This paper models in the next section, section two, how naturd resource rents shape the
autonomy of the politicd date (and therefore its capacity to pursue coherent economic policies)
and dso its dams. Section three builds a mechanism for change into the modd by demondrating
how contrasting resource-driven economic development trgectories affect the politicd
accountability of the state. Section four adapts the dynamic governance mode to the trandtion
economies by identifying a trinity of key initid conditions (history, relative location and naturd
resources), and then generating hypotheses concerning the rdationships between initid
conditions, the political dtate, the choice of reform grategy, the pace of sructural change and the
srength of the economic rebound. Section five tests the hypotheses againg the four main groups
of countries in trangtion. The concluson summarises the findings

2 |Land-rich countries have more than 0.3 hectares of cropland. Mineral economies derive more than 40% of their exports from minerals. Large
countries have GDP in excess of $7 billion, as an index of the scope for industrialisation afforded by the domestic market.
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2  Building the Resource-Driven Governance
Model

This section firg outlines a badc typology of politicd dates, diginguishing between
developmentd and non-developmentd dates and showing how their autonomy and ams are
affected by the natural resource endowment. Olson's (2000a) concept of the encompassing
interest of the politicd State is then built into the typology to provide a rationde for evolution in
political accountability.

Developmental and Non-Developmental Political States

In characteridicdly crigp fashion Ld (1995) identifies the autonomy and ams of the
politicd date as the two critica parameters governing its conduct. Developmenta political dtates
have sufficient autonomy to pursue a coherent economic policy and they are motivated to raise
broad-based socid welfare. States that lack one or both of these features are deflected from
effectivdly maximisng socid wdfare by the pursuit of sectiond interests. They are dlassfied as
either autonomous predatory states or factiona oligarchic states (Table 1).

Table 1: Typology of political states, after Lal

Autonomy + Type Aims Basic Type Markets Role Country Examples
Autonomous Maximise rent Military elite Soft constraint Nigeria 1966-79 + 1983-99,
Predator siphoning Ghana 1970-83,
Central planning | Soft constraint Algeria, Turkmenistan,
USSR
Autonomous Maximise Growth with Hard constraint Chile 1975-89, Hong Kong,
Benevolent social welfare equity Korea, Taiwan
Paternalistic Relaxed constraint Brunei, Kuwait, Saudi
monarchy Arabia, UAE
Factional Maximise rent Landed/indust. Soft constraint Argentina. Brazil, Mexico,
Oligarchy siphoning captures policy Balivia
Public officials Soft constraint Azerbaijan, India,
capture policy Kazakstan, Russia,
Uzbekistan
Ethnic alliance Soft constraint Kenya, Sudan, pre-1993
captures policy South Africa
Factional Maximise Consensual: Hard constraint Malaysia, Botswana
Democracy social welfare growth + equity
Polarised: Relaxed constraint CosgtaRica, Sri Lanka
equity > growth

Source: Auty (2001a), p. 128
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Recent research suggests that in low-income countries the dominance of the primary
sector within the economy renders the scae of natural resource rents and their socio-economic
linkages as key determinants of the autonomy and ams of the politicd date (Auty, 2001a). A
smple comparison explains the impact of the naturd resource endowment. Assuming there are
two sources of income avalable to the politicd date, resource rents and returns to investment,
the government of a low-rent (resource-poor) country is more dependent on returns to
invesment. For example, if the remuneration of government leeders is, say, 1% of totd output
the leadership maximises its remuneration by maximisng nationd output. The government of a
resource-poor country therefore has a stronger motive for providing public goods and sustaining
investment incentives. Its sdf-interest is therefore more likdy to be digned with that of the
mgority, even in the absence of democracy, as in Ld's autonomous benevolent state in Table 1
(see p. 4), which is one of the two badc forms of developmentd politicd dtate dong with the
consensua democracy.

In contragt, governments in high rent countries can more eesly finance ther needs by
capturing the natural resource rents than by encouraging the direct creetion of wedth so that they
neglect the latter. Economic actors therefore divert effort into the politica process of capturing,
redigributing or lobbying for rents a the expense of rasng output. This cumulatively digtorts
the politicd economy, causng the efficiency of investment to fdl and creating powerful vested
interests benefiting from the status quo. Economic and political reform is postponed because it
promotes competition and increases government accountability, both of which diminate rents
and thereby reduce the scope for rent-seeking behaviour (Adund, 1999). Postponement merely
intengfies the digtortion of the political economy.

Where rents are especialy high and dso point source (i.e. concentrated among a few
economic agents), as in the oil-exporting countries, non-developmenta politicd  dtates can
sudan maadroit policies even longer so that the didtortion of the politicd economy is the
greater. For example, the ail-rich countries sustained the lowest per capita GDP growth among the
developing market economies 1985-97 dthough they generated the highest rents as a fraction of
GDP (Auty, 20018). Moreover, relative to other developing countries, oil-rich governments have
used rents to reduce taxation, which weskens demands for representation and democratic
accountability (Ross, 2000). The corollary is that low rents in resource-poor countries strengthen
political accountability by, firs, digning the interets of the government with the mgority in
favour of using taxaion to invest in increesng wedth and, second, by reducing the tolerance of
the maority for inequitable asset distribution and rent-seeking behaviour.

Dynamics of Change: Evolution of the Encompassing Interest of the Political State

How does the political economy evolve from lower to higher sates? Olson's (2000a)
notion of the encompassng interet of the politicd dSate provides a raionde, which is
srengthened when linked to the naturd resource endowment. Olson's basic premise is that the

S
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incentive for a government to provide public goods (and thereby reduce transaction costs and
drengthen investment incentives) increases as the political state encompasses the interests of a
wider fraction of society. An improvement in governance occurs moving down Table 2 (column
1, see p. 7) from the roving bandit ate (concelved as a pillaging warlord) to a democracy. There
are two intermediate stages that are characterised as the dtationary bandit (an autocrat) and the

oligarchy.

The dationary bandit has a longer time horizon than the roving bandit and maximises his
income by providing some public goods that facilitate exchange (such as law and order, income-
related taxation and essentid infrastructure) and leaving producers with sufficient revenue to
have an incentive to increase output. A widening of the dite to create an oligarchy produces a
political date that will tax less than a dationary bandit does and invest more in public goods.
This is because, unlike ether bandit state, the dite in an oligarchy is a producer of goods as well
as a consumer 0 the dite is less dependent on siphoning off rents and it dso benefits directly
from incentives to boost output. In other words, an oligarchy has wider encompassng interests
than a gationary bandit does, while a democracy encompasses even broader interests.

Incorporating natural resources usefully refines Olson's typology. For example, the
dationary bandit state can be ether predatory or reatively benevolent, but given the resource-
driven imperatives, the resource-rich dationary bandit state is more likely to be predatory than
its resource-poor counterpart. Stationary bandit dates include energy-rich Azerbajan and
Turkmenigan, whose governments confer wedth on an dite even as poverty increases. They
aso incude resource-poor South Korea during 1963-87 and Indonesia 1965-95, whose political
economy was acutely sendtive to the needs of peasant farmers in resource-poor Java. Both East
Asan countries achieved rapid per capita GDP growth, equitable income digtribution and sharp
reductions in povety while the dite ill enriched itsdf by carefully managing rent-seeking in
order to limit damage to GDP growth (Macintyre, 2000). As a second example, resource-rich and
resource-poor democracies ds0 differ. High resource rents create pressure for redistribution that
tends to polaise society so that changes in government bring abrupt changes in palicy,
diminishing the coherence of economic policy and depressing wedth-creating  incentives®
However, in resource-poor countries government interest tends to dign with the mgority to yied
a consensus around wedth-generation so that economic policy is more condstent and economic
growth is not compromised by the pursLit of income redistribution (Auty, 2001).*

3 Malaysia provides an interesting anomaly where the adverse effects of polarisation were recognised and avoided through an agreement that
redistribution towards the low-income Malay majority should not be at the expense of the wealth-generating capacity of thelarge Chinese
minority.

4 Consistent with this, for example, Mauritius swung from polarised to consensual democracy in the 1970s as the cessation of plantation
expansion gave way to the manufacturing-led growth.



Table 2: Dynamic typology of the political state incorporating natural resources and sanctions against anti-social governance

Olson typology Governance model Autonomy of state Aims of state Strength of against anti-social governance
typology sanction
Political Social capital Rule of law
accountability
Roving Bandit
Resource-rich Predatory violent Locally high, but Destructive rent None: repressed by  Weak: Bonding v. Anarchy: Violent
state transient extraction violence common foe enforcement
Resource-poor Predatory violent Locally high, but Destructive rent None: repressed by ~ Weak: Bonding v. Anarchy: Violent
state transient extraction violence common foe enforcement
Stationary Bandit
Resource-rich Predatory High Sustainable rent Low: Feudal Weak: Bonding v. Arbitrary
authoritarian state extraction obligations oppression application
Resource-poor Benevolent Highif welfarerises  Public goods + rent  Modest: Token Expanding linking Channelled
authoritarian state extraction parliament monitors  social capital application
welfare
Oligarchy
Resource-rich Ethnic/Military/ Moderate Sustainable rent M odest: Clientdistic Application favours
Landed faction extraction + modest  manipulated dite
wealth creation parliament
Resource-poor Ethnic/ Military/ Highif welfarerises  Publicgoods+low  Moderate: growing  Strengthening civic ~ Widening
Industrial faction rent extraction parliament power associations application
Democracy
Resource-rich Polarised Wesk from extreme  Redistribution > Independent Polarised civic Independent
democracy power swings growth parliament associations judiciary
Resource-poor Consensual High for consensual  Growth with Independent Independent civic Independent
democracy polcies redistribution parliament associations judiciary
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3  The Mechanics of Evolving Political
Accountability

From the above discussion, it follows that as the encompassng interest of the government
widens moving down Table 2 (see p. 7) it does 0 a a fadter rate for the resource-poor country
than for its resource-rich counterpart (column 2 and 3) and is reflected in the strengthening of the
three key sanctions againg anti-socid governance (columns 57). This section uses two resource-
driven economic modes, the competitive indudtridisation modd associated with resource-poor
countries and the staple trap mode associated with resource abundance to provide a mechanism
for differentia progress in extending the encompassing interest of the politicd state as economic
devel opment proceeds.

Dynamics of Change in Political Accountability

Low rents provide wedth-generating incentives that encourage the emergence of a
developmental politicd dae; they aso encourage such states to correct maadroit poor policies
ealy, thereby limiting the cumulative didortion of the economy. This together with a
necessarily shorter dependence on natural resource rents causes them to embark on competitive
indudtridisation a a lower per capita income than resource-rich countries do (Auty, 2001a).
Compstitive indudridisation triggers virtuous interlocking economic and socid circles tha
sudtain rapid and equitable economic growth and accumulate dl forms of capitd fagter induding
the socid and inditutiona capitd, which drengthen political accountability (Auty and Gelb,
2001).

The virtuous economic cycle triggered by an early dtat on indudridisation acceerates
the rate of urbanisstion and this dso speeds passage through the demographic cycle. As
population growth dows the number of dependants (children and pensioners) that each worker
supports fals. This increases the rate of saving and investment, typicadly pushing the latter above
25% of GDP. Moreover, globd competition reinforces incentives for efficient domestic
investment so that economic growth is rapid and per capita GDP can double each decade. Early
indugridisation dso means manufecturing is initidly labour-intensve so that it rapidly absorbs
aurplus rurd labour, causng pressure for wage increases. Diverdfication into skill-intendve and
capital-intensve industry is therefore required to raise worker productivity and raise wages.
Meanwhile, the resulting competitive diversfication of the economy drengthens its reslience to
shocks. More importantly for the political date, the associated incressng complexity of the
economy  requires governments to reduce ther intervention and concentrate upon cregting an
enabling environment, thereby depoliticising economic policy (Ranis and Mahmood, 1992).
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In contrast, the non-developmenta political dates that tend to be nurtured by resource-
abundance combine with a longer dependence on natural resource rents to retard competitive
indudridization and push the economy into a staple trap, characterised by increasing dependence
on one or two primary commodities with declining competitiveness. This laer indudridization
dows the demographic trangtion and it dso tends to be more capita-intensive (La and Myint,
1996) s0 that labour remains in surplus in rurd aress. Fears about unemployment encourage
governments to force indudridisation and over-expand the bureaucracy to provide jobs. The
result is a burgeoning paraditic sector that absorbs transfers from the primary sector that outstrip
the natural resource rents. The trandfer recipients oppose economic and politica reform.
Consequently, far from liberdizing the economy, the government intensfies its intervention and
begins to tax away returns to capitd in the primary sector. The net effect is to reduce the
efficiency of investment, repress incentives and cut per capita rents. Competition for shrinking
rents intengfies, increasng the politicisation of the economy at the expense of broader politicd
accountability even as growth dows, diversfication regresses and the economy becomes
increasingly vulnerable to externd shocks and a growth collgpse.

An S-Shaped Curve for Social and Institutional Capital as Per Capita Income Rises?

The diverging success between resource-poor and resource-rich politica daes in
depaliticisng the economy and building political accountability is reinforced by the virtuous
socid cyde, which is triggered by competitive indudridisation in resource-poor countries.
Urbanistion plays a key role in accelerating socia capitd formation and, because it occurs
ealier and faster with competitive indudtridisation in resource-poor countries, this may explan
why socid and inditutiond capitd accumulate faster in resource-poor (manufactured goods
exporting) countries as shown in Table 3 (see p. 10). Compstitive indudtridisation dso eases
socid tenson by giving a redively equitable income digribution because the early emergence
of labour shortages puts a floor under the wages of the poor, while the rgpid accumulation of
kills puts a celling on the kil premium.
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There is emerging evidence that the rate of socid capita formation may trace an S
shgped curve with rigng per capita income, accumulating dowly a first before accderating
through mid-income leves and findly regressng a high-income levds. More specificaly, a
low-income levels transaction cods are high because many markets are missng due to the low
densty of economic activity and absence of the physicd infrastructure that facilitates exchange®
In these circumgtances, most transactions occur over short (i.e. locad) distances (Woolcock and
Narayan, 2000). Bonding socia capitd dominaes because it provides individuas with insurance
agang rik, dthough the community as a whole is not protected from unforeseen shocks.
However, bonding socid capitd can difle non-conforming activity of an innovative and
entrepreneuria nature thereby impeding development at low-income levels (Stiglitz, 1995).

The earlier urbanisation of resource-poor countries accelerates the emergence of an
integrated settlement hierarchy (of villages nedting in the hinterlands of towns, which in turn nest
in those of cities) that promotes linking sociad capita, which provides an dternative means of
risk reduction in towns and cities where negative aspects of bonding socid capitd are wesker.
Urbanisation dlows individuas to reduce their dependence on locad groups by extending socid
links beyond the individud village or town through regiona associations. Moreover, it aso
dlows scale thresholds to be crossed to engender viable markets and increase the divison of
[abour.

Interestingly for the trandtion economies, after accderaing through the middie stages of
development, the rate of socid capital formation may decelerate or even regress. This is because
a high-income levels, inditutions and pressure groups may become so specidised and powerful
as to raise transaction cogts (Killick, 1995) by pursuing sngle-issue interests at the expense of
the broader socid interest, which is more diffuse. These 'Olson effects ae particularly
associated with countries that enjoy prolonged periods of gability like the FSU countries prior to
the late-1980s or Britain in the mid-twentieth century (Olson, 2000b). Raiser (2001) identifies
the corrodon of socid capitd as a feature of fatering centrd planning that weekens a criticd
support for political accountability.

Risng incomes sharply increase the importance of forma inditutions, the third sanction
agang anti-socid governance (Table 2, see p. 7), reaive to socid capitd because, ‘large
anonymous markets are more effective than [informal] networks because the 'best’ buyer or seller
may not be part of the network,” (Serageldin and Grooteart, 2000, p. 213). This requires the
cregtion of effective inditutions, notably a legd sysem and property rights. Clague et d. (1997,
p. 67) concur, and argue that 'societd differences in property rights and contract enforcement
mechanisms are an important part of the explanation of why some countries prosper while others

> Rural Indiain the 1960s provides examples of market failure. The basic unit of socio-economic organisation, the village, wastoo small to
support competitive banking, crop markets and an all-weather road (Johnson 1970). In the absence of these facilities, little progress could be
made in specialising in high-productivity crops, whether the response required to boost incomes where land is becoming scarce and labour
relatively abundant. Meanwhile, real interest rates might reach triple figures (Johnson 1970) and a location more than 4 kilometres fromanal-
weather road render transport costs too high to allow villages to adopt green revolution technologies (Owen 1967).

11
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do not. In the absence of forma inditutions, able people may find rent-seeking much more
lucrative than work in legitimate channels. They may therefore opt for that route and deny ther
skills to more productive channels such as the enhancement of productivity.

However, inditutions such as the rule of law appear to be products of palitica
accountability, rather than determinants of it, and they therefore reflect the extent to which
political accountability and socid cepitd effectivdly condrain anti-socia governance (Table 2,
see p. 7). When those two checks are weak corruption thrives and undermines the integrity of the
legd system. Corruption dso harms economic growth because it discourages invesment (Mauro
1995). Bribery typicdly requires an initid payment and thereafter cdls for a percentage of the
returns, so corruption becomes a form of illicit tax, lowering the red rate of return on projects
and lowering the levd of invesment. Frms may find that in addition to formd taxes they ae
burdened by illicit taxes levied by both prominent officids and under-paid minor bureaucrats. In
addition, where the date falls to guarantee law and order, the costs of doing business may be
further raised by the need to enforce contracts through recourse to the 'privaté sector in the form
of the Mafia Mauro (1995) presents evidence that corruption represses economic growth. A
movement of two points up a corruption scae based on country risk studies where 0 is most
corrupt and 10 least corrupt, would incresse invesment by 4% and annua per capita GDP
growth by 05%. To the extent that naturd resources feed rent-seeking and corruption they
corrode political accountability and socid cepitad and thereby undermine formd inditutions
(Leite and Weidman, 1999).

Summarisng, resource-driven economic  modds suggest that by engendering a
developmental politicdl state and embarking upon compstitive indudtridisation earlier resource-
poor countries tend to build politicd accountability and socid cepitd more rapidly than
resource-abundant countries, expanding the encompassing interest of the government faster, and
that this is reflected in sronger indtitutiond checks againgt anti-socia governance (Table 2, see
p. 7). It should be noted, however, that the 'resource curse mechanism is probabilistic and not
deterministic because locd circumstances can over-ride the influence of the naturd resource
endowment. The resource curse dso tends to diminish in dgnificance as incomes rise and
structurad change causes the primary sector to shrink drameaticaly in relative importance.

12
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4  Adapting the Model to the Transition:
Initial Conditions and Hypotheses

The trangtion economies as a whole differ from the developing market economies in
terms of ther generdly higher degree of macro-economic digtortion, their stronger repression of
market-friendly inditutions, induding dvic society, and ther higher levds of human cepitd and
reliance on socid entittements. However, the drength of these features varies among the
trangtion economies, reflecting differences in the three key initid conditions the degree of
exposure to centrd planning, proximity to large dynamic market economies and dependence on
naturd resources. Table 4 identifies three geographicaly defined clusters of reform experience,
namdy dud-track (gradud) reform in East Asa rapid reform in Eastern Europe and fdtering
reform in the FSU, Romania and Bulgaria The Caspian Basn countries are separately identified
as lower-income countries within the FSU group and, like the low-income countries of East

Asa, they can be subdivided into minera-rich and resource-poor (Table 5, see p. 14).

Table 4: Initial conditions and transition trajectories

Pre-condition Index CEE NCIS + Caspian Basin East Asia
QOutcome Rapid SEE Faltering reform Gradual
reform, Faltering  Regource-poor, -richg reform,
reformy,

History Y ears central plan 45 59 71 71 A
Macro distortion (1 high) -0.70 0.29 092 112 -0.96
Over-industriaised (% GDP) 10.2 117 80 -0.3 -2.0
Farm employment (% al) 14 26 30 A 63
PCGNP (1989 US$ at PPP) 7495 5,592 4,328 4,180 950

Geography Per capitacropland (ha) 0.46 0.59 021 0.73 018
Political statey CD PD PD APS ABS
Near dynamic market (1 near) 1 2 3 4 2
Institution quality (10 high) 50 -36 -74 -88 -58
Social cohesion (3 strong) 2.88 04 186 0.62 n.a

Reform Reform index (4.0 complete) 33 25 25 21 21

Outcomes 89/99 GDP rétio 0.90 0.87 042 0.67 161
92/98 Govt. expend. Ratio 104 0.74 0.49 0.57 0.93
Mid-90s Income gini 031 037 049 051 0.38
True saving (% GDP) 109 14 50 -12.6 108

Source: Auty (2001c)

Note: a. Croatia, Czech Rep., Estonia, Hungary, Latvia, Lithuania, Poland, Slovak Rep., Slovenia

b. Belarus, Bulgaria, Moldova, Romania, Russia, Ukraine c. Armenia, Georgia, Kyrgyzstan, Tgjikistan

d. Azerbaijan, Kazakstan, Turkmenistan, Uzbekistan, e. Chinaand Vietnam

f. CD consensual democracy; PD polarised democracy; ABS autonomous benevolent state; APS autonomous
predatory state
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Table 5: Classification of transition economies by natural resource endowment;

Category Mean Cropland Mineral GDP 1997 Countries
GDP ($ per capita exports as % 1989
Billion) (hectares) (% total)

Large resource 929.0 0.08 6 218 China

poor

Small resource 15.25 0.21 15 0.89 Armenia, Croatia, Czech Rep.,
poor Georgia, Kyrgyz Rep., Laos, N.

Korea, Slovak Rep., Slovenia,
Tajikistan, Vietnam

Small resource 298 051 10 0.75 Belarus, Bulgaria, Cambodia,

rich Estonia, Hungary, Latvia,
Lithuania, Moldova, Poland,
Romania, Ukraine

Mineral rich 784 0.73 57 0.65 Azerbaijan, Kazakstan,
Mongolia, Russia,
Turkmenistan, Uzbekistan

Source: World Bank (2000), except WRI (1998) for cropland and Cambodia and Myanmar (IMF 1999 and 2000b)
Mongolian exports 1996

Note 1. Large economies (defined as 1998 GNP of over $200 billion) can diversify into awide range of
manufacturing at alower per capitaincome because they capture the economies of scale. Resource-rich countries
have more than 0.35 hectares of copland per capita and/or 40% or more of their exports from fuel and minerals.

The following hypotheses can be didilled from the literature concerning the impact of
initid conditions on choice of reform drategy and subsequent development trgjectory.

1. The longer the exposure to centra planning then the:
= more distorted the economy (de Melo et al., 2001),
» dtronger the vested interests opposed to reform (Adund, 1999).
= greater the corroson of market-friendly inditutions and socid capitd (Raser et 4.,
2001),

2. The greater the remoteness from alarge dynamic market democracy then the:
= wesker the political accountability and socid capitd (Raiser et d., 2001),
= |ower the foreign invetment for redtructuring the non-mining economy (Kopsten and
Reilly, 2000).

3. Among the lower-income countries, the greater the resource abundance the:
= more predatory the political state and the lower the incentives to provide public goods
and invest efficiently (Auty, 2001b),
= greater the rent-seeking and corruption (Mauro, 1995; Leite and Weidmann, 1999),
= |ater and more reluctant the reform (Esanov et d., 2001),
= dgronger the Dutch disease effecty dower the economic restructuring (Rosenberg and
Saavaainen, 1998).
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Combining the three sets of hypotheses suggedts that the least propitious conditions for
executing reform and restoring sustainable growth arise in countries of the FSU because they
have had the longest exposure to centra planning and ae the most remote from dynamic
markets. The minera-rich Caspian Basin countries may be especidly disadvantaged. The most
propitious conditions occur in the coada daes of East Ada due to ther reatively short

exposure to centrd planning, proximity to large dynamic markets and limited naturd resource
rents.
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5  Applying the Governance Model
to Transition Economies

Table 6 indicates that the East Adan countries as a group experienced the shortest
exposure to central planning and the least digortion. This left a smdler legacy of obsolete state
industry compared with the FSU countries so that dtate industry required less by way of
subsdies In addition, a much higher fraction of the workforce was employed in labour-intensve
agriculture, which could respond swiftly to modest changes in incentives and strongly impact
GDP growth. The coastd sates (and provinces in the case of Ching in paticular were wdl
placed to attract sectors of declining competitiveness from the adjacent dynamic market
€COoNoMies.

Table 6: Indices of initial conditions

Country/Group PCGDP Per Capita Years Macro- Industry  Agriculture  Liberalis-
($ PPP) cropland under economic % GDP % 1990 ation index
1990 (hectares) central distortion’ 1990 workforce 1990
planning
C. + E. Europe 7,495 0.46 46 -0.70 0.46 0.14 0.17
Northern CIS + SEE 5,592 0.66 59 0.29 0.49 0.23 0.05
Central Asia 4,443 0.45 71 1.02 0.40 0.31 0.04
Resource-rich 4,408 0.68 71 112 0.36 0.34 0.04
Resource poor 4,478 0.21 71 0.92 0.43 0.30 0.04
East Asia 1,126 0.25 29 -0.54 0.32 0.63 0.20
Resource rich 1500 0.38 37 0.29 0.26 0.60 0.00
Resource poor 880 0.11 24 -0.96 0.36 0.65 0.33

Source: IMF (2000a) except 1 (de Melo et al. 2001); Myanmar from ADB (2000) and North Korea from Lee (2001)

As the resource-driven governance modd predicts, the resource-poor coastal states of
China and Vietnam engendered deveopmenta politicd dates (of the autonomous benevolent
variant) that reformed earlier than the predatory resource-rich states of Cambodia and Myanmar,
with Laos occupying an intermediate postion. With the notable exception of North Koreg, the
resource-poor countries took advantage of their favourable initid conditions to opt for gradua or
dud-track reform (Table 7, column 7, see p. 17). This policy lowered politica risk because
ganers in the emeging dynamic maket sector (initidly agriculture and then incressngly
manufacturing) to compensate losers in the lagging plan sector. It dso facilitated economic
resructuring, which minimised GDP loss and sustained rgpid economic growth (Table 8, see
p. 17).
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Table 7: EBRD transition indicators, 1999

Country/Group Priva- Govt + firm Price Trade Competi- Financial Overall
tisation  restructure liberalis- liberalis- tion reform index
ation ation policy

C. +E. Europe 39 29 31 43 2.7 30 33

Northern CIS + SEE 29 18 2.7 32 21 20 25

Central Asia 29 19 28 29 17 17 2.3
Resource rich 26 19 25 21 15 17 21
Resource poor 32 19 30 37 18 17 25

East Asia 23 21 30 29 17 17 22
Resource poor 18 21 28 20 19 14 19
Resource rich 32 22 33 46 15 21 27

Source: IMF (2000a), 134

Note: The privatisation and financial reform ndices are collapsed into one reading, but the aggregate index is
derived from equally weighting all the original eight readings.

Table 8: Transition reform: Comparative economic performance

Country/Group Transition Stabilisation Real Inflation 1999 EBRD 1999
start start GDP 1989-99 transition PCGDP
1999/ 1989 (%/Yr) index ($ PPP)
C. +E. Europe 1991 July 1990 0.90 338 33 9.644
Northern CIS + SEE 1992 Oct 1993 057 9.8 25 4.839
Central Asia 1992 July 1994 055 1820 23 2,923
Resource poor 1992 May 1994 042 2089 25 2471
Resource rich 1992 Sept 1994 0.67 155.0 21 3375
East Asia 1986 n.a 161 230 21 1.949
Resource poor 1984 na 175 20.7 17 2,303
Resource rich 1989 n.a 142 26.3 24 1417

Source: IMF (2000a), 89.
Notea: World Bank (2001) and IMF (2000b) b: Lee (2001) and Financial Times (2000).

However, the contrast between resource-poor and resource-rich East Adan countries is
blurred by anomalies in the form resource-poor North Korea, a late reforming predatory state and
minerd-rich Mongolia, which spawvned a consensua democracy that espoused rapid reform
(Auty, 2002a). Moreover, the resource-rich anomdies increased to two out of three when
resource-rich Cambodia abruptly espoused democracy and rapid reform in the early-1990s.
Consequently, Table 9 (see p. 18) shows that the by the late-1990s the resource-rich East Asan
countries  experienced higher political  accountability, less corruption and more effective
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inditutions than the resource-poor countries. All three anomdies can be explained, however, by
the ability of governments to override the initid conditions by extracting geopolitical rents from
the internationd community. Resource-poor North Korea extracted terror rents by hating missle
sdes in exchange for food (to amdiorate Sarvation) and financid and technicd assgtance (to
build two nuclear reactors). Minera-rich Mongolia espoused democracy and reformed rapidly by
exploiting the country's strategic location (and small Sze) to attract western aid in excess of one-
fifth of GDP through the 1990s. Cambodia emulated Mongolia after Vietnamese troops
withdrew and reformed rapidly with western assistance.

Table 9: Index of institutional quality, 2001

Country/Group Voice + Political Effective Regulation Rule Graft Overall
Account- stability Governance burden of law index
ability
C. +E. Europe 0.97 0.60 043 0.50 0.55 040 345
Northern CIS + SEE -0.08 -0.15 -0.69 -0.99 -0.46 -0.90 -2.90
Central Asia -0.71 -0.68 -0.92 -0.86 -0.74 -0.89 -4.78
Resource poor -0.39 -0.98 -0.92 -0.34 -0.69 -0.86 -4.66
Resource-rich -1.03 -0.37 -0.91 -0.89 -0.78 -0.92 -4.90
East Asia -1.03 0.14 -0.30 -0.73 -0.46 -047 -2.85
Resource poor -1.32 054 -0.40 -0.89 -0.56 -057 -3.20
Resource rich -0.66 -0.20 -017 -053 -0.33 -034 -225

Source: World Bank (2002)

The heavily digtorted, land-locked low-income trangtion economies of the Caspian Badn
were late reformers and both politicd and economic reforms subsequently stalled or regressed
(Table 8, see p. 17). Qil-rich Azerbaijan and Kazekgtan initidly gppeared more amendble to
reform than the resource poor countries, three of which were ravaged by cvil drife yet they
remained autonomous predatory States. Moreover, after attracting foreign investment to rebuild
their energy sectors, their commitment to politicd and economic reform deceerated (Table 8,
se p. 17) in line with Vernon's theory of the obsolescing bargain (Esanov et d., 2001).
Resource-rich Turkmenistan and Uzbekistan, with access to a wider range of naturd resource
rents were less dependent on externa capitd (Jones Luong and Weintha, 2001) and reformed
dowly if & al, asthe mode predicts.

In fact, the minerd-rich countries do exhibit lower politicad accountability, weeker
inditutions and higher corruption than the resource-poor countries in the Cagpian Basin, but the
differences are modest (Table 9). However, three of he resource-poor countries made a dow
dat because of severe civil drife and yet, condstent with initid conditions, the resource-poor
Caspian Badn countries have dill reformed faster. The fact that drife-free Kyrgyzsan moved
fastest with politicd and economic reform is conggtent with civil drife having retarded reform in
the other three resource-poor countries. Table 8 (column 3, see p. 17) indicates the especidly
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shap loss of GDP in the resource-poor Caspian Basin countries, while government revenue
shrank sill more, exerting massive compresson on public goods provison (EBRD 1999, p. 58).
The governance modd suggests that the associated rise in poverty, in the absence of resource
rents might increase the pace of political reform, especidly influenced by geopadlitica rents from
western governments. However, the minerd-rich countries have most influence and they appear
to be establishing the predatory political state asaregiona norm (Auty, 2001b).

Elsawhere within the Soviet bloc, the rdativey high levd of didortion left in the
northern CIS, Bulgaia and Romania (NCISBR) an onerous legacy of obsolete heavy industry
(and dtrong oppodtion to reform) whose demands for trandfers threstened macro dability.
Moreover, remoteness from western market economies reduced the apped of west European
ingtitutions. These countries exhibit low socid coheson (Table 4, see p. 13), and most have
developed into polarised democracies that dislay lower politicd accountability, less effective
governance, weeker inditutions and higher corruption than the east European countries (Table 9,
see p. 18). Most NCISBR countries did attempt rapid reform in exchange for western finance but
fdtered (Table 7, see p. 17) and experienced a greater loss of GDP than the east European
countries (Table 8, see p. 17). In the dominant Russan Federation, minerd rents fed rampant
rent-seeking that impeded reform (Auty, 2002b). Nevertheless, the overdl quaity of inditutions
inthe NCISBR is superior to that of the remoter Caspian Bagin.

Finaly, the countries of eastern Europe were exposed to centra planning for a shorter
period than other countries associated with the former Soviet bloc so that macroeconomic
distortion (Table 6, column 4, see p. 16) and to some extent the degree of over-indudridisaion
(Table 6, column 5, see p. 16) are less. Moreover, proximity to Western Europe raised the
prospect of accesson to the EU and conferred a high level of socid cohesion (Table 4, line 10,
see p. 13) based upon a pro-democracy consensus (EBRD, 1999, p. 108). Palitical accountability
is dso dgnificantly higher (Table 9, column 1, see p. 18) and is reflected in inditutions whose
qudity was orders of magnitude superior to that of the other groups of countries in trangtion
(Table 9, find column, see p. 18) and came to match those of the EU by the late-1990s (Weder,
2000). Natura resource rents have not played a sgnificant role in the politicad economy of
Eastern Europe (de Medo et a., 2001) and adthough on average hese countries were relatively
well endowed with cropland (Table 5, see p. 14) agriculturd employment was dready low
(Teble 6, column 6, see p. 16). This combinaion of initid conditions engendered consensud
democracy that fecilitated rgpid reform (Table 7, see p. 17). Manufacturing proved more easly
re-oriented to western markets that in the FSU; and GDP loss, while higher than the reformers
expected, was sgnificantly less than in the rest of the Soviet bloc countries (Table 8, see p. 17).
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6 Conclusions

Lower-income countries rely heavily on the primary sector, so the scade of therr naurd
resource rents and the naure of the socio-economic linkages that they generate condition
government behaviour in important ways. For such countries differences in the scde and socio-
economic linkages of the naura resource rents shgpe government autonomy and ams. The
political sates of low-income resource-poor countries are more likely than ther resource-rich
counterparts to be developmenta for two main reasons. Fire, low rents limit the didraction of
rent-seeking and drengthen the motivation of the date to provide public services and mantan
incentives to invest to increase socid wefare. Second, the politicadl sate in resource-poor
countries expands its encompassing interest faster because early reform together with a shorter
dependence on primary product exports triggers competitive indudtridisation that depoliticises
economic policy and accderates the accumulation of dl forms of capitd, including socd
cgpitd. The reaulting greater politicad accountability srengthens legd  indtitutions (notebly the
rule of law and property rights).

A resource-driven modd of governance predicts that the politicd State in resource-poor
countries will tend to outpace its counterpart in resource-rich countries in widening its
encompassing intereds. For the countries in trangtion, the governance mode predicts that
reform will commence ealier and the economy will be redtructured faster the briefer the
exposure to centrd planning, the closer to a large democratic market economy and (in low-
income countries) the lower the naturd resource rents. This implies that the most propitious
conditions for reform are encountered in the moderately distorted, resource-poor coasta
countries of East Ada and most problematic in the strongly distorted remote resource-rich
Caspian Basin countries. The experience of the trangtion countries as a whole broadly supports
the predictions but there are anomdies because the mode is not a determinigic one. Two
additiond factors hdp explan the anomdies, namdy the extraction of geopoliticd rents from
the globad community and conformity to aregiona norm of politica date.
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