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Local resource-
based growth,
inequality, and
state capacity

Maritza Paredes

A local resource “curse”?

ecently, Andean countries, including Bolivia,
R Colombia, Ecuador, and Peru, have experi-

enced sustained growth, with average annual
rates of 4.9% in the period 2011-2014. Peru averaged
an annual rate of 6%, higher than the approximately
4.5% rates experienced by the other countries.! Growth
was led mainly by mining and hydrocarbons exports.
Each sector’s growth in these countries has depended
on external (international prices) and internal (private
investment incentives) conditions (Arellano-Yanguas
2011a). The most important commodities in each
country were gas in Bolivia, coal and oil in Colombia,
oil in Ecuador, and copper and gold in Peru, with 2003
clearly being the starting year for the price boom in
the most important commodities.

The extractive industries (referred to here as
“extractives”) have also been the main source of in-
vestments in the Andean region, resulting
in income and tax revenues. Different
rules make it difficult to compare estimates
of fiscal collection from the extractive re- 35
sources in each country; however, the 30

Economic Commission for Latin America
and the Caribbean (ECLAC) has estimat-

40

ed that between 2000 and 2012, tax reve- 20
nues from the extractive sectors grew as a 15
share of total collection in all countries 10

under review (Figure 1).

Another key aspect during this re-
cent boom was the consolidation of the
rules for fiscal transfers to sub-national
governments of a portion of tax revenues
from the extractive sectors in countries
like Bolivia, Colombia, and Peru. These

0

economic sociology_the european electronic newsletter

12

rules establish that revenues from extractive activities
must be shared between central governments and pro-
ducing local governments. As this essay later shows,
rules for sub-national transfers are important to un-
derstand public investments, including rural invest-
ments, in extractive local territories.

The macroeconomic impact of the metals and
hydrocarbons price boom in Andean countries is un-
deniable. However, major doubts regarding the distri-
bution of the social impact of this growth at the local
level remain. Local analysis of resource boom effects
features less in the literature, which focuses mainly on
the national level. Nonetheless, there is a new and
growing interest among economic development stud-
ies to build a local perspective on the effects of growth
driven by non-renewable natural resource extraction.
Examples are Larsen (2005, 2006) and Hajkowicz et al.
(2011); and regarding Peru, Zegarra et al. (2007), Her-
rera and Millones (2011), Aragén and Rud (2013),
Ticci and Escobal (2012) and Loayza et al. (2013) are
some of the existing cases of economic research on
this country’s version of this local growth model.
These results are not yet conclusive, and dialogue be-
tween the evidence found and theory is still weak.

The aim of this essay is to present some ideas on
an aspect of local resource-based growth. This is the
relation between group inequalities and state capacity
in resource-based local economies. Inequality in gen-
eral tends to be ignored in the empirical analysis of
growth driven by extractive industries. In particular,
the analysis misses how gaps between groups evolve
during boom cycles. A focus on resource-based
growth and inequality, particularly on social gaps be-
tween groups, is crucial, as equity is directly threat-
ened by extractive industries. These industries distort
distributional arrangements among different groups.
This is the case, for instance, in urban and rural terri-
tories.
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Figure 1: Income shares of non-renewable natural resources in total income (%)
Source: ECLAC
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The concept of “horizontal” inequality or in-
equality “between groups” was introduced by Frances
Stewart to differentiate inequalities between groups of
people (with individuals sharing specific and im-
portant characteristics, e.g. gender, ethnicity, class,
region) from inequalities between individuals, which
are regularly analyzed (Stewart 2008, 2).2 Individuals,
ascribed or assigned to these categories (Sen 2007),
are frequently trapped in vicious circles of exclusion
(Paredes and Thorp 2015). Thus, economic growth
based on extractive industries can consolidate and
enhance bad distribution for these groups in the
future.

In addition to the direct effects of extractives at
the micro level and on group inequalities, this essay
considers the mechanisms through which the depen-
dence on extractives may distort state institutions and
policy competence to manage these effects at the local
level. As previous works with co-authors have shown,?
extractives development itself has particularly para-
doxical and often detrimental effects on the develop-
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ment of local state institutions while at the same time
posing huge local management challenges. The “local
resource curse” is expressed in the challenge of man-
aging two opposing forces. The political economy pro-
duced by extractives tends to weaken key institutional
development needed for inclusive and sustainable de-
velopment, while the direct consequences of ex-
tractives on inequality, conflict, and environmental
damage simultaneously make the absent or deficient
institutions even more necessary.*

This short essay first discusses the challenging
undertaking of managing local and group inequalities
together and building state capacities when both are
simultaneously subject to the negative effects of ex-
tractive industries. The literature and collected evi-
dence indicate that the emerging political dynamics in
contexts of abundant windfall rents from extractive
industries undermine the good governance that is
needed to reverse negative direct effects on inequality.
Second, the essay briefly presents general data on the
evolution of social inequalities between rural and ur-
ban territories in Andean countries during the most
recent extractive boom (2000-2014). The data indi-
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cates sustained and increasing gaps between rural and
urban territories throughout the recent cycle of the
commodities boom. Third, focusing on Peru, the essay
examines these results in dialogue with studies on the
local effects of extractives on rural communities. It
then goes on to discuss why in these contexts building
state institutions becomes a problem rather than being
the solution to the portrayed problem.

The evolution of rural-urban
inequality, 2000-2014

A study prepared for the Natural Resource Govern-
ment Institute (NRGI) assesses the evolution of rural-
urban inequality during the recent cycle of boom in
commodities in four Andean countries (Bolivia, Ecua-
dor, Colombia and Peru).” This section draws on these
results to show increasing rural-urban social gaps.

In general terms, the percentage of households
living in poverty has been reduced significantly for the
total population in the Andean region.
Poverty rates fell in Bolivia, Colombia,
Ecuador, and Peru during the 2000-2014
cycle. At the beginning of the boom cycle,
poverty rates were approximately between
50 and 70 percent, and at the end of the
same cycle they were between 20 and 40
percent. The biggest drop, from 70 to 20
percent, is in Colombia. The same ten-
dency is replicated with respect to ex-
treme poverty, where the results show
similar patterns. Colombia is again the country that
reduces the extreme poverty rate from 50 percent to
less than 10 percent, while in Ecuador it goes from 40
to 10, in Peru from 25 to 10, and in Bolivia from 45 to
20 percent.

It is thus irrefutable that this reduction in pov-
erty has been achieved through economic growth
during this cycle of expansion of extractive industries.
Some studies indicate that much of the improvement
occurs through non-labor income, by direct transfers.
This has been possible through the social programs of
governments that have more income in a time of boom
of resources and also of remittances (Jaramillo &
Saavedra, 2011). More non-labor income than labor
income is not a bad thing in itself, but it raises the
question of long-term sustainability that is so recur-
rent in these natural resource economies.

The distribution of the reduction in poverty,
nonetheless, is not the same for all groups or territo-
ries. Poverty fell faster in urban areas than in rural ar-
eas. The urban-rural poverty ratio grew in the 2000-
2014 period as a result of mining and hydrocarbons
exports. In Bolivia the ratio grew from 1.5 to 2 and in

Volume 20 - Number 3 - July 2019



Local resource-based growth, inequality, and state capacity by Maritza Paredes

Peru from 1.8 to 3. In Ecuador it also grew from 1.5 to
2.7. Colombia is the only country that maintained its
urban-rural poverty ratio at around 1. In the case of
extreme poverty, the great increase observed in Peru is
notable, where the ratio of rural-urban poverty goes
from 5, a high amount per se, to almost 12.5. A rural
household is thus 12 times more likely to be poor than
an urban household. The rest of the countries, except
for Colombia, also show a positive trend, but to a less-
er extent.

In absolute terms, the income per capita and the
poverty gap between households in urban and rural
territories have increased significantly in the four
countries. At the income level, urban households now
have almost 100 USD more per capita income than ru-
ral households. The poverty gap has also increased.
Poverty is 10 percentage points higher among rural
households. This increase is greater in the case of Co-
lombia. However, extreme poverty gaps between
households in urban and rural territories have been
reduced considerably in all countries except Colom-
bia. This would indicate that inequality between
groups has increased in the highest welfare dimen-
sions but diminished in the most elemental, extreme
poverty. This can also be understood given that before
the boom, almost all extreme poverty was concentrat-
ed in rural areas.

Another relevant fact to highlight with respect
to poverty gaps for urban and rural territories is that
there are no significant differences between extractive
and non-extractive areas in any of the countries ana-
lyzed. These results are consistent with other studies.
Orihuela et al. (2014), based on data from the Agricul-
tural Census, indicates that mining, for instance, does
not generate tangible benefits for agricultural activity,
while it is strongly associated with a negative percep-
tion of the quantity and quality of water. Other studies
have shown that impacts of mining on household in-
come gradually disappear as they move away from the
urban areas (Aragon and Rud 2013).

In addition to monetary income, this analysis
reveals that gaps in access to education, drinking wa-
ter, and sanitation by the public networks have re-
mained almost unchanged between urban and rural
households. In the case of Peru, the study reveals only
a small reduction in the case of access to water. The
exception is access to electricity: in all four countries it
has fallen by around 20 percentage points. In addition,
results indicate that urban-rural gaps in access to ser-
vices such as education, drinking water, and sanitation
have increased more in extractive industries areas
than in non-extractive areas.

These exploratory results indicate that rural
households, in absolute terms, have benefited from
higher state revenues and income transfer programs.
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However, in relative terms the gaps between rural and
urban territories are far from closing, despite the ex-
tractive bonanza. Moreover, this bonanza may be fuel-
ing greater inequality, as this essay attempts to explain
in the next section.

Direct impacts of extractive
industries on rural communities

Many studies point to the importance of linkages be-
tween modern mining and local economies and their
sustainability (Sachs & Warner 1995, Ross 1999, Hum-
phreys et al. 2007, Lederman & Maloney 2006, Larsen
2005, Hajkowicz et al. 2011, Gilberthorpe et al. 2015).
In Peru, several of these studies have been carried out
with mixed results. Moreover, these investigations use
heterogeneous definitions that are not easily compara-
ble (Orihuela et al. 2014). Overall, the studies arrive at
different conclusions about the impact of mining on
local development.

When explaining the differentiated impacts on
variables such as household income and expenditures
only for urban households, Arellano (2012), Barrantes
et al. (2005) and Zegarra et al. (2007) find mining to
have no significant impact. At the same time, Loayza
and Rigolini (2016), Agiiero et al. (2016), Zambrano et
al. (2014), Aragon and Rud (2013), Macroconsult
(2012), Del Pozo et al. (2013), Loayza et al. (2013), and
Ticci and Escobal (2014) do find impacts. However,
these impacts are mainly concentrated in urban areas.
In other words, the direct local socio-economic posi-
tive impact on family income generated by mining de-
creases with increasing distance from urban centers.
Orihuela, Huaroto and Paredes (2014) point out that a
problem with this literature is that these studies do not
analyze the impacts on different types of populations
or territories — urban and rural, for example - which is
key to evaluating inclusive development. Based on
census data, they come to the conclusion that the im-
pacts do not reach rural areas and places that depend
on agriculture.

Rural communities’ linkages with mining have
never been strong. Extractive industries have always
operated as enclaves (Thorp and Bertram 1978) and
had direct impacts on the environment. Today, how-
ever, mining arrangements with rural communities
have loss legitimacy, as mining and oil operations can-
not offer rural communities direct positive effects
through employment. In the past, mining and oil
towns were highly contaminated, but partly in the eyes
of communities they offered “modern lives” with basic
schooling, water, and sanitation (Li 2017). Today, dis-
tributional arrangements of labor and natural resourc-
es between companies and their rural neighborhoods
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have changed dramatically due to technological trans-
formations in the extractive industry on a global scale,
and relations have become highly conflictive.®

These changes have been triggered by techno-
logical transformations. Open-pit technology has led
to an increasing geographical extension of operations,
facilitating the expansion of mines and oil operations
into local rural communities and territories where the
industry had yet to venture. Mining activity, for in-
stance, was formerly concentrated in a few big mining
towns. However, towards the end of the 1960s under-
ground mining became a relic of the past (Dore 2000,
16). Economical for exploiting high-grade subterra-
nean veins, it gave way to open-pit mining, which
along with the development of new machinery and
chemical processes, such as lixiviation, allowed the ex-
ploitation of low-grade ores scattered along extensive
areas (Dore 2000, 16). In Peru, for instance, there has
been impressive growth in the number of land and wa-
ter concessions for mining.”

With technological transformations, the newly
expanded mining industry has a reduced demand for
a highly qualified workforce. Likewise, direct services
required by these companies have high levels of com-
plexity and specialization. Small rural firms from lo-
calities close to the operations cannot offer these ser-
vices. In sum, the highly sophisticated needs of the
companies differ from the expectations of the rural
town where mining takes place. Towns in Peru, where
mining has arrived tend to have high levels of poverty,
low productivity, and little state presence (Barrantes et
al. 2005; Zegarra et al. 2007; Orihuela et al. 2014). The
relationship becomes even more complicated when
operations overlap with the territories of indigenous
communities and other localities traditionally dedi-
cated to agriculture, both for small markets and for
self-consumption.

In addition to reduced demands for employ-
ment and services from communities, mining contin-
ues to have direct effects on the agricultural activities
and the social lives of rural communities. The increas-
es in prices of non-agricultural products affect the cost
of living for rural families. Alongside the increasing
cost of living, these communities suffer drastic losses
in production due to the migration of young labor.

A recent case study of the Tintaya mine in the
highlands of Cusco (Peru) shows how mining has af-
fected production. Respondents reported negative
changes in agriculture and livestock activity. Fewer
young people are available for collective labor to work
the land, clean the irrigation systems, or build agricul-
tural and livestock facilities. The younger and stronger
members of the community have migrated to the city
of Yauri to look for jobs related to the mine. As one
peasant farmer put it, “We rarely see each other nowa-
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days. In the past we used to work together, as a com-
munity, today it is different.”® These reports were con-
firmed with data from the national agricultural cen-
suses. We compared agricultural and livestock pro-
duction between 1994 and 2012, and the result is a
clear decline in both agricultural and livestock activi-
ty. The decline is particularly drastic in the case of
sheep (50%), historically the most important and ex-
tended form of livestock production for peasant fami-
lies in the province of Espinar.

Why institutions are not the
solution, but the problem

As the direct impact of extractives in rural territories
is causing problems, the focus of policies in this new
cycle has been on fiscal redistribution of extractives
and the indirect impact of these rents through the
work of local governments. Looking at the results in
Peru, the governments had little capacity to reinvest
the income from the extraction of natural capital in
other types of capital - human, infrastructure, and po-
litical — that promote inclusive and sustainable devel-
opment (Dasgupta and Heal 1974, 1983).

The government in Peru created a new rent re-
distribution scheme for producing regions, called
Canon. According to this scheme, fifty percent of the
tax on profits from extractive companies is redistrib-
uted to the producing regions. The larger share goes to
the regional government and significant sums also go
to municipal governments at the provincial and dis-
trict level. The money must be spent on approved in-
vestment projects. Such payments have been an im-
portant element in the political economy of extractives
to persuade local governments and the constituencies
behind them that they should welcome large-scale
mining. However, the result has been that relatively
inexperienced local governments have received sud-
den increases in investment budgets with little or no
capacity for feasibility studies or monitoring and eval-
uation (Ponce and McClintock 2014). In addition,
these new governments face the high expectations of
communities on mining. Communities demand rapid
and visible public works, while the political opposi-
tion is interested in seizing the resources by over-
throwing the government. Finally, they face rigid bu-
reaucratic control from central government (See Dar-
gent et al. 2017).

Considering the literature on state capacity and
extractive industries, these results are not surprising.
There are a vast number of studies explaining the po-
litical paradox of abundance, which also applies to bad
state performance at the local level. The simple mes-
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sage of this literature is the “paradox of plenty” Wind-
fall money is a problem for building state capacities.
Such rents generate exclusive political systems and
governments with clientelistic, authoritarian, and cor-
rupt inclinations (Caselli and Michaels 2013, Ross
2001, 1989, Karl 1997). Thus, at the same time that ex-
tractives have a direct impact on local communities
(increasing inequalities and damaging the environ-
ment), the political economy of rents from these in-
dustries has paradoxical effects on the construction of
local government capabilities, capacities that are need-
ed to reduce these impacts.

In countries such as Peru, where state presence
in rural areas has previously been poor (Thorp and
Paredes 2010), the situation is even more demanding.
Over the historical absence of the state, new extractive
operations add a new layer of effects on the capabili-
ties of central and local state organizations to manage
the local direct impact of these industries on rural
communities. Where capabilities are needed most to
reduce inequalities produced by extractive industries,
capabilities are not only poor for historical reasons,
they have also deteriorated under the effects of ex-
tractive activities. This deterioration is caused by poli-
ticians and governments that administer these rents
and by the constituents who want to use them for their
own interest instead of the public good.

The association between extractives windfall
rents and the formation of weak state capacities is
through the lack of accountability (Karl 1997). This
applies when governments do not respond economi-
cally to their constituents but only to a few extractive
companies. Thus, governments do not have the incen-
tives to extract income from their constituents, or to
promote alternative profitable economic activities for
them. The constituents in turn have no interest in ne-
gotiating arrangements to hold governments account-
able for their expenditures in favor of the public.
Without this accountability, studies show that govern-
ments in extractive economies are more inclined to-
wards ineffective intervention, clientelistic practices,
and corruption (Ascher 1999, Ross 1999, 2001, Rosser
2006, Leite and Weidman 1999, Luciani and Beblawi
1987, and Gunn 1993).

Likewise, local leaders or elites could become
rent-seekers and demand short-term jobs or gains
(Levi 1988, Robinson et al. 2006, and Trovik 2002),
abandoning requests for long-term investments in hu-
man capital, infrastructure, and productive activities
to support the competitiveness of alternative econom-
ic activities. When elites are able to demand coherent
public policies from the national state, these actors can
counterbalance the rent-seeking actions of local gov-
ernments and politicians, and help to build state ca-
pacities (Paredes 2013, Saylor 2014).
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Examples of these problems are the large num-
ber of “white elephant” projects carried out by munic-
ipalities that receive Canon. The main form of rapid
and profitable spending is the construction of build-
ings, monuments, and other public works. With these
buildings, local authorities can offer a large number of
jobs in a relatively short space of time to seek political
support for re-election. A striking case study is that of
Terata, a mine being developed by Southern Peru
Copper Corporation an hour and a half by truck from
the city of Moquegua in southern Peru. Perla (2008)
describes how very large sums were received through
Canon ($20,000 per inhabitant), which resulted in
short-term employment creation but to little or no
productive effect. The municipality had built a market,
but there was nothing to trade, so it had been taken
over for municipal offices to the extent that public sec-
tor officials had three secretaries each, que no saben ni
donde sentarse — who did not know where to sit them-
selves.

Fearful of low levels of competence and the pos-
sibility of corruption, the Ministry of Economy and
Finance (MEF) retained the money as a central fund
and disbursed it monthly. This created delays and re-
duced the autonomy of local governments. In addi-
tion, up to 2010, instead of building capacities from
the center and responsibility at the local level, the MEF
launched “restraints” in local budget spending. The re-
sult was limited “trickle down” of institutional capaci-
ties (Dargent et al. 2017)

Because most governments lack the vision and
capabilities, mining companies have begun to play an
increasingly important role in social development ac-
tivities for surrounding communities. This is largely
because most conflicts are still caused by community
complaints about benefits, jobs, and opportunities
that do not materialize. The concept of a “social license
to operate” emerged as an industry response to the lo-
cal opposition and a mechanism to guarantee the via-
bility of the sector (De Sa 2018). According to a World
Bank study, many companies have considered the use
of foundations, trusts and funds (FTF) as vehicles to
share the benefits of mining operations with the sur-
rounding communities (Wall and Pelon 2011).

This incursion of companies into fostering the
development of communities represents another
problem regarding the construction of local govern-
ment capacities. Companies take on roles and respon-
sibilities that are of the local governments or the cen-
tral state. Communities thus begin to see the compa-
nies as providers of the main services for the commu-
nities, instead of demanding them from local
governments. Local governments are seen as weak,
without power or resources to meet community de-
mands. In Peru, companies have formalized a “volun-
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tary tax” agreed to in 2006 with the Garcia govern-
ment. This tax goes into a special fund under the con-
trol of the companies and raised 518 million soles in
2006 and 485 million in 2007 - some six percent of
total tax revenue.’

Conclusions

Two aspects that we highlight in this analysis are the
direct effects of the extractive industries in creating in-
equalities between groups, where we have focused on
the inequities between rural and urban territories, and
the institutional weakness of the state at the local level
in carrying out inclusive development.

Endnotes

This essay draws heavily on previous work, in particular on “Compar-
ative and Descriptive Analysis of the Effects of the Extractive
Industry Boom on Social Indicators,” a policy paper prepared for the
Natural Resource Government Institute in 2016.

1 In the same period, the annual average rate of growth in Latin
America was 3.5%.

2 Stewart defines horizontal inequalities as those existing between
culturally defined groups and not among individuals (see also
Costa et al. 2017). The inequalities “between groups” are persistent
historical constructions, principally of categorical couples such as
female/male, black/white, immigrant/native, or rural/urban (Tilly
1999, 8).

3 This point comes from work coauthored with Thorp et al. (2012).

4 This paragraph draws on work coauthored with Thorp et al. (2012).
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