TRANSITIONS SERIES WOR PAPERS

UNITED NATIONS DEVELOPMIENT PROGRAMME

G
&

FOREIGN DIRECT INVESTMENT AND|
GROWTH IN FRAGILE AND CONFLIC
AFFECTED COUNTRIES

The Role of Peac keepmg and Natur
Resources

By Lars Jensen

UNDP GLOBAL POLICY NETWORK




,
|/
1
|
| |
‘ \

1

UNDRP i
injustice
broad n
to build
undp.or

The vie

necessarily represent those of the Uniteq,fi\]ations, including UNDP, or UN

Member

Copyrig

~— Al right
United Nations Development Programme
1 UN Plaza, New York, NY 10075, USA

1
s the leading United Nations orgahization ‘,“fighting to end the

2 of poverty, inequality, and cIimatég changé. Working with our
etwork of experts and partners in 17YQ counfries, we help nations
integrated, lasting solutions for peoplé,, and" planet. Learn more at
g or follow at @UNDP.

NS expressed in this publication are thése of the author and do not

States.

J/
74
/
Vg

ht © UNDP September 2020
s reserved—




Acknowledgements

The author would like to thank everyone who took time to provide insightful comments and contributions to
the paper. Joanna Kata-Blackman from the International Finance Corporation (IFC), Paul Antony Barbour from
the Multilateral Investment Guarantee Agency (MIGA) and Jeffrey R. Kucik from the University of Arizona.
Jascha Scheele, Lorraine Reuter, Rachel Scott, Michael Lund, Riad Meddeb, Biplove Choudhary, and George
Gray Molina from the United Nations Development Programme (UNDP). Our former intern Kaylin McNeil from
the University of Denver, and not least Hdvard Mokleiv Nygérd from the Peace Research Institute Oslo (PRIO)
and Hannes Mueller from the Barcelona Graduate School of Economics (GSE).

The estimates, assumptions and views expressed in the paper are entirely those of the author and do not
necessarily represent the views of UNDP.



FOREIGN DIRECT INVESTMENT & GROWTH IN
FRAGILE & CONFLICT-AFFECTED COUNTRIES
The Role of Peacekeeping & Natural Resources

LARS JENSEN!?

Abstract

This study assesses the relationships between foreign direct investment (FDI), growth, natural resources,
and UN peacekeeping operations (PKOs) in fragile and conflict-affected countries (FCAs). An unbalanced
panel-dataset on conflict and peacekeeping covering 127 countries from 1989-2018 was created to
estimate how FDI and growth are associated with periods of peace, conflict, and post-conflict, including
the significance of having a PKO in the last. Main findings are:

In 2018 all but two of the top 32 FCAs were either low income (LIC) or lower-middle income
(LMIC) countries, and two-thirds could be categorized as resource dependent (RD). As a share of
total LIC and LMIC, they accounted for 40% of countries, one-third of population, little more than
20% of GDP, and received about 20% of FDI.

The group of countries that can be categorized as both FCA and RD receive the highest ratios of
FDI-to-GDP averaging 5.6% per annum (2006-2018), whereas the group of hon-RD FCAs has not
attracted even 2%.

Post-conflict periods without a PKO are not associated with recovery (higher than peacetime)
rates of FDI nor economic growth, whereas periods coinciding with a PKO presence have higher
FDI-to-GDP of close to 2 percentage points, and with so-called transformative PKOs a higher real
GDP growth of more than 4 percentage points. Results also provide some tentative evidence that
transformative PKOs and PKOs in resource-dependent economies are more effective in facilitating
recovery rates of FDI and growth.

In conclusion, the study finds that fragility is not a major deterrent of resource-seeking FDI, largely
explained by its set of unique investment determinants. Furthermore, that peacekeeping and natural
resources are important overlooked factors in understanding the large country heterogeneity regarding
the economic impact of conflicts and post-conflict economic recovery, and that peacekeeping could be an
important measure in closing conflict-attributable GDP losses.

! Lars Jensen (lars.jensen@undp.org) is an Economist with the Strategic Policy Engagement team, BPPS, United Nations Development Programme.
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Introduction

Post-conflict countries are often left with the destruction of essential infrastructure, disrupted public
services, and increased levels of unemployment and poverty, all of which contribute to an elevated level
of fragility and higher risk of conflict relapse. Domestic capital markets are weakened and so is the ability
of government to raise revenue. Foreign investors and donors can help fill funding gaps thereby restoring
infrastructure and services, provide foreign exchange and generate jobs and income — at least in theory.
Investors’ risk perception of post-conflict countries works against the need to attract funding as one of the
best predictors of conflict onset (relapse) is a (not-too-distant) history of conflict. Donors, Development
Finance Institutions (DFIs) and the international community work in different ways to help countries
recover and avoid a return to conflict for instance by increasing official development assistance (ODA) or
by the provision of tailored financial instruments that help rebalance the risk-reward profile facing private
investors.2 Another important instrument is peacekeeping - that is, the deployment of a peacekeeping
operation (PKO). Whereas the literature has mostly found that PKOs are effective in terms of reducing and
preventing conflict, it is not well-understood to what extent PKOs contribute to investments and overall
economic performance — key ingredients to sustaining peace.

Before the paper examines this question empirically in section 3, section 1 starts by discussing the possible
links between peacekeeping, FDI and fragility, including by looking at the example of Liberia. Section 2
then takes a closer look at the size and nature of FDI flows going to FCAs relative to non-FCAs, including
the importance of considering natural resource wealth, and includes three country examples; Angola,
Mozambique, and Yemen. Finally, section 4 concludes the paper.

For developing countries, FDI is often viewed as a particularly important source of finance as it can help
fund infrastructure, create jobs, and raise economic productivity.3 But not all FDI is considered equally
conducive to sustainable development and while public data on sectoral FDI is limited, it is commonly
understood that a high share of the little FDI going to lower income developing countries is invested in
the extractives sector. Although natural resources provide countries with great development opportunities,
the so-called “resource curse” literature has pointed out that, if not carefully managed, natural resource
wealth can be detrimental to sustainable development through a multitude of social, economic,
environmental, and governance channels.*

Relative to other types of FDI often termed market-seeking, resource-seeking FDI is less likely to lead to
any significant transfer of technology, skills or knowledge, and it is known to create fewer jobs per dollar
invested. The extractives industry is capital-intensive and, in developing economies, most of the necessary
machinery and equipment is imported. Extraction tends to rely little on host-country production inputs.
Extracted materials are exported to the global market at global market prices and settled in US dollars.
However, resource-FDI can help generate significant rents accruing to governments, which could be used

2 One example is the World Bank’s Multilateral Investment Guarantee Agency (MIGA), which directly offers foreign investors insurance products
some of which are tailored to FCA countries, e.g., MIGA's product against war, terrorism and civil disturbance. The purpose is to offer a risk insurance
product that would otherwise not have been provided by the market and thereby attract private investors to help fund recovery and development.
3 The Sustainable Development Goals (target 10.b) explicitly mentions the need for Least Developed Countries (LDCs), African countries and Small
Island Developing States (SIDS) to attract more FDI in accordance with national plans and priorities. Some of the benefits of FDI are that it can help
compensate for underdeveloped domestic financial markets; it often comes with a large physical capital component, which can help fill important
infrastructure gaps, and it often comes with a transfer of both technology, skills, and knowledge that can raise economic productivity. Labor-intensive
FDI is viewed as particularly conducive to developing countries with a large and fast-growing workforce (many in Africa), and especially so when it
also generates links to local businesses either as off-takers or suppliers of goods and services.

4 For a good overview of the different cause and effect explanations in the resource curse literature see NRGI (2015) and Badeep et al. (2017).
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to fund health, education, social services, environmental protection, infrastructure, and so on. Because of
the nature of the extractives sector, resource-FDI determinants are also highly different from market-FDI
determinants which is key to understanding the dynamics of investment flows and growth in resource-
dependent developing economies, including FCAs.

Whereas key market-seeking FDI determinants are the size, growth, and stability of the economy; the
quality, quantity and price of domestic production inputs; access to ICT and other market infrastructure;
and the functioning of market institutions, these factors matter less for resource-FDI. Main determinants
of resource-seeking FDI are likely to be global commodity prices; the size and accessibility of resource
deposits, and; in FCAs to what extent production facilities and infrastructure necessary for exports (pipes,
roads, rails, and ports) are, or can be expected to be, shielded from any ongoing or future conflict. As an
example, offshore facilities are likely to offer more protection against such risks.

Another key determinant is the financial attractiveness of the agreement the investor can negotiate with
the government, especially in terms of taxes, royalties, and capital transfers, and importantly the likelihood
that the government will stay committed. In other words, political risk. It has also been argued that for
resource-seeking FDI in least developed countries (LDCs) there are good reasons to believe that investors
often prefer to deal with autocratic regimes as they can grant more favorable terms and offer more
governance and economic stability (Li, 2017). This might also explain why one study finds that higher
levels of democracy do not help attract more FDI in countries that are resource dependent (Aseidu & Lien,
2011).°

1. UN Peacekeeping & FDI

It is unclear if and how foreign investors factor in a PKO presence as part of their investment decision. On
one hand, having a PKO might be perceived as a signal of elevated risk. In fact, one of the criteria used
by the World Bank to label a country as fragile is the presence of a PKO. More specifically, the presence
of a PKO (during the last three years) puts a country on the World Bank’s so-called *Harmonized List of
Fragile Situations,’ regardless of the country’s CPIA score — a score otherwise used to classify countries
as fragile or not.°

On the other hand, it is possible that investors view a PKO as a positive market signal that risk is better
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https://www.worldbank.org/en/topic/fragilityconflictviolence/brief/harmonized-list-of-fragile-situations

