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Abstract

Does a strong natural resource endowment tendtaqie growth and development or to
retard it? In particular, is oil a blessing onmse? Cross-country studies suggest that the
impact of resources depends on initial conditiomxporters with stronger institutions
and more human capital are less likely to expegemcresource curse”. Oil exporters
face distinctive challenges. Potential “governadeéicits” in the face of large point
source rents may cause slower growth and extresenue volatility exposes countries
to increased uncertainty and instability that cHsed the benefits of mineral wealth. The
paper presents lessons from past experience, pval comparative analysis of
exporters' trajectories through the start of theesu oil boom, and considers approaches
towards creating agents or restraint and mechanggnagcountability that can help to
support better policies for managing oil rents apending it more effectively.

First Draft Paper for AFD/EUDN Conference, Novemb2r2008
I. Introduction

Does a strong natural resource endowment tencbtagie growth and development or to
retard it? In particular, is oil a blessing orumse? This old question, which has been
debated for many years, is again topical. Follgwartwenty-year interlude of low
commodity prices, the world is now seeing its tlpast-war resource boom. The first
was in the 1950s, the second in the 1970s; this tound, prices began to increase in the
early 2000s. By 2008, many had reached all-tingbsbefore retreating. The boom has
not been confined to one commodity or to a singbeig. Crop prices have soared,
including for maize, wheat and rice; metals pricage also risen, including for copper
and steel. The most noteworthy increases havefoeeil. Prices tripled from $20 to
$60 per bbl between early 2003 and mid-2005; argkpbase gathered steam after early
2007, and saw prices rocket to over $140 per bar2008 before falling back to half
their peak later in the year.

Part of the price increases can be attributedd¢awhakness of the Dollar, but in real
terms the changes in terms of trade between contynodiducers and consumers have
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Shortcomings are the responsibilities of the agtladwne. The views expressed in this paper asetbf
the authors alone and should not be attributededNorld Bank, its Executive Directors or the coigst
they represent.



been impressive, especially for oil (Figure 1).r Bibalone, resource transfers have been
on the order of two percent of global GDP. OPEnees have soared, exploding from
little over $100 billion in the early-mid 1990saa historic high of about $1.2 trillion in
2008. This figure needs to be seen in the comtieixiflation and high population growth
however. Expressed in constant-price dollars ppita, net OPEC exports in 2008 may
be slightly lower than the peak reached at thehiegthe previous boom (Figure 2).

Figure 1
Resource Price Trends: 1960-2007price trends siné870

1970 1980 1990 1995 2000 2001 2002 2003 2004 200806 2 2007

World Bank commaodity price index (1990 = 100)

Agriculture 163 175 100 112 90 84 93 95 98 106 116131

Metals and 144 120 100 87 85 80 78 82 105 133 198 220

minerals

Petroleum 19 204 100 64 127 113 117 126 154 218 25879
Relative to MUV-Index (1990 = 100)

Agriculture * 222 100 09 093 089 100 095 092 099 1.06.18

Metals and

minerals * 152 100 0.74 0.88 085 084 082 09824 182 1.98

Petroleum * 258 100 055 131 120 126 126 144 204 23251

Memo: MUV * 79 100 117 97 94 93 100 107 107 109 111

G-5 index

* MUV G-5 index for 1970 is being reviewed.
Source: World Development Indicators, World Bank

Figure 2
OPEC: Net Oil Exports and Constant-Dollar Exports per Head

1800

1600 -
1400 -

1200

AL D>
3 PP S S

Net Exports per Head (2000 $)

\ — ——-Net Oil Exports ($ billion)

Source: US government



After a two-decade hiatus with stagnant investnmene¢source sectors, many developing
countries have also been seeing a surge in resdavetopment, including investments
from new Southern players such as India, ChinaBxadil. While oil output is

stagnating or declining in many mature fields, Alag&udan, Brazil and other countries
are expanding capacity. Ghana, Uganda and othérsash become producefs.

These events have naturally renewed interest ipdkential of resource-based
development. Will windfalls be used to supportgdgarm growth and poverty-reduction
or will the “resource curse” prevail? And are gapermanent or temporary — are we at
last in a Club of Rome scarcity scenario or wibhstitution, new discoveries, and
improvements in yields and recovery rates oncenaggpress commodity prices back
towards their long-term trends? The picture ihpps least clear for hydrocarbons
because of the increasing concentration of resémas$ew countries, mostly in OPEC.
National oil companies now control 90 percent albgll oil reserves and 75 percent of
production, and the numbers are similar for natgaal.

Traditional development economics emphasizes ihmpertant constraints to accelerated
growth and improved living standards: domestidrsgs; exports and fiscal revenues. A
strong resource base can relax all three simultessigdinkages to resource-based
sectors can also spur upstream and downstreantiigdusThere are certainly successes,
including Australia, Canada, some of the Scandaragbuntries, as well as a few
developing countries, like Botswana, but poor ontes in many resource-rich countries
show that the outcome varies widely. With so mamgs-country studies of the impact
of resources on development available, it seemg meeful to overview the debate and
selectively interpret the empirical results thaptovide another one. This is done in
Section 2. Cross-country studies confirm the irrgpae of path dependence; that the
resource curse is conditional rather than absodute they raise some questions on the
directions of causality between resource dependgus&rnance, economic
diversification and development progress. But tluss not negate the point that
resource wealth creates difficult problems for margorters, and that what should be a
blessing often turns out to be a curse, esped@ailgountries starting out with poor initial
conditions.

Section 3 focuses on oil, an extreme in the “resmgpectrum”. Even relative to other
commodities, direct linkages are few, prices afatie, and massive point-source rents
provide a prize for rent-seeking activities andragption. Comparative data indicate that
the oil exporters have underperformed relativetb@iocountries, and certainly relative to
potential. The section then focuses on two padicfactors that shape performance. The
first is a “governance deficit” that extends acraglimensions of governance and seems

2 The scramble has been particularly acute in Afsis@xemplified for example by the 2004 visit of
China’s Premier Hu Jin-Tao to Gabon and the reeenbuncement of a major agreement between the
Democratic Republic of the Congo and China to ergkamineral exports for $5 billion in development
assistance. Oil is one of the few commodities fhich Africa’s share in global trade has increasethe
last decades. The region has accounted for aejuarall recent oil discoveries-- by 2008 ExxonMa
expected to produce more oil in Angola than inW8? Even now, it supplies over a quarter of China’s
imports and will soon provide more than a quarfad® crude imports. The resource investment swgge i
not confined to oil or even to minerals: for exdemozambique has recently, received over 100
applications for large-scale sugar-based etharnekiments in the north, while Tanzania is fielding
similar number for investments in the south.

3 Since 1980, global oil reserves have increasegilhyercent. OPEC's reserves have more than doubled
while reserves of OECD countries EU countries hde@ined, by 27 and 39 percent respectively.



to be similar for oil exporters in different reggonRecognizing that the relationship
between governance and growth is a very contentinasve find that a simple
regression using governance ratings made aroun? d@8predict most of their growth
shortfall thereafter.

The second main factor is extreme macroeconomiabiigy. While oil reserves
represent wealth they also expose countries teased uncertainty and instability.
Under plausible conditions, losses from the lattar offset gains from the former. Using
a very simple stylized model, we consider the ce®faced by oil producers uncertain of
whether the current boom is temporary or long4astiSimulations suggest a high
payoff to prudent spending over the first seveearg of the current boom, even if there
is a substantial probability that prices will stagh for an extended period. We also
consider the implications of having short-horizavegrnments with a high rate of time
preference, and of failure to recognize macroecaonaufjustment costs and absorption
constraints when making spending plans. The &tfe, in particular, can severely
reduce the “value” of a windfall, or even turn égative.

Section 4 revisits five debated issues in managilgch countries. What factors
encourage windows of opportunity to strengthen guaece and institutions? Can
natural resource funds play a constructive rolei t€ansferring oil wealth to citizens
help strengthen domestic accountability and alskl lwman capital to complement
resource wealth? Can external pressure to strengfbvernance be useful? And can oil
wealth be used to support economic diversificationRere are no formulaic answers to
these questions, but country cases suggest thibjtitiss.

Section 5 concludes.
Il Resources and Development: A Brief Overview.

The extensive literature on resources and developpreposes several dimensions of a
“resource curse” or “generalized Dutch Disease'dsgme. Appreciation of the real
exchange rate by resource exports may suppressentperting sectors with increasing
returns or more potential for learning by doingthesource extraction; over the long
run, this slows growtt{. Terms-of-trade volatility may cause risk-averseestors to
specialize prematurely in non-traded sectors;fthikier increases export concentration,
volatility and specialization, reducing growth (kawann and Rigobon, 2003). A high
proportion of natural rent in the economy may asoourage rent-seeking, reducing
transparency and deteriorating governance. In staeses rent-seeking could simply
sustain poor policies that delay the maturatiomfaint industries (Auty, 2001); in
extreme cases, it may combine with other grievatwésn and sustain civil conflict
(Collier 2007).

Three main complications arise in assessing howrgéthe “resource curse might be.
Measures can differ, both for resources and outsorould resources be measured as
dependence—the resource-intensity of exports, GO#nployment in resource-related
sectors--or as abundance—Ilevels of reserves ortsqper head? Should the impact be
measured on incomes, on GDP growth, or on broaglexldpmental outcomes? Second,

* Real exchange rates do appear to be quite resgoiasiesource exports; for oil exporters, Korhoaed
Juurikkala 2007 find a consistent relationship ketwreal the exchange rate and oil prices with an
elasticity of about 0.4.



country heterogeneity: performance may be conditidor example, on institutional
quality or human capital. In this case, are resesithe problem, or is the problem the
lack of complementary factors? Third, causalityidatural resource dependence is
statistically associated with low human capitaleistiments and bad institutions, which
way might the causality run? These three problarasliscussed in turn.

Measurement Issues Part of the controversy concerning the existénceot) of a
resource curse appears to relate to the measvesairces. Many studies using
dependence measures such as resource shares lits @@@DP have found a negative
resource-growth relationship. Sachs and Warner 1f@@ example, found that
developing countries that had a high ratio of rettesource exports to GDP in 1970
tended to grow more slowly than other developingntoes during the subsequent 20-
year period. Using cross-section and panel regmessGylfason, Herbertsson and Zoega
(1999) also find an inverse relationship betweensize of the natural resource sector
and economic growth. Gylfason (2001) finds sigaifitnegative correlations between
the share of the primary sector in the labor fdreveen 1965 and 1990 and several
variables including GNP per capita growth betwe@&5land 1998; secondary school
enrolment; and Transparency International’s corampperceptions index for the year
2000.

On the other hand, studies that have used abundae&sures, such as net resource
exports per head have found positive associatietvgden natural resources and growth.
Lederman and Maloney (2007) suggest that Sach¥\emder’s finding is not robust to
when resources are measured in terms of abunddsitey net exports of natural
resource-intensive commodities per worker theytéafind a negative impact of resource
abundance on growthIndeed, “wealth of nations” that distinguish maficapital,
produced capital and other capital (the last ed@chas a residual) find that all types of
capital, including natural capital (cropland, faeeand sub-soil mineral assets), are
larger, relative to population, for countries witigher PPP income per head (Table 1).
Natural capital increases from $3,588 in low-incaroantries to $20,227 in high income
countries. These data hardly suggest that lownrgcoountries are locked into their
status by an excess of natural capital. Howeuberaategories of capital increase far
more rapidly across the income progression, suggesbmplementarities and indicating
the tendency for countries to diversify away fraghiance on natural capital as they grow
richer.

® While stressing the abundance measure, LedermaMaluwhey (2008) also note that between 1980 and
2005 GDP per capita grew far more slowly in netirtresource exporters (0.6 percent) than in net
natural resource importers (2.2 percent), sugggstinegative effect of natural resource dependence
growth.



Table 1
Capital Per Head: Intangible, Produced and Natural

Capital Per Head
(2005 US Dollars)

Total Intangible Produced Natural
Low income 9,007 3,849 1,571 3,588
Lower middle income 22,082 9,444 5,885 6,754
Upper middle income 87,640 54,097 15,802 17,741
High income 563,907 446,637 97,043 20,227
Major oil producers 45,413 3,363 11,217 30,833
World (non oil) 119,834 91,488 21,223 7,123
World 113,325 83,780 20,348 9,197

Source: World Bank Estimates (2008)

Considering growth-based studies, Maloney (2001) priticizes cross-section analyses
such as those by Sachs and Werner (1997) on thedtbat ‘growth processes take
place across the very long run and probably cabe@onvincingly summarized by cross
section regressions of one highly turbulent 20 yesiod at the end of the 26entury’.
Using Sachs and Warner's dataset and measurewbhegsource abundance (natural
resources as a share of GDP), Manzano and Rig@®07) investigate whether cross-
section results are robust to a panel regressiproaph, which allows the possibility of
controlling for such country characteristics agiéadebt overhangs. They find that these,
rather than natural resource abundance, are abtlree of low growth performance, and
suggest that the resource curse is primarily rélatemperfect credit markets. Similarly,
Lederman and Maloney (2007) suggest that Sach¥iatid (2001)’s finding that the
share of natural resource exports in total exgwatsa negative impact on growth arises
because they do not control for export diversifarat The latter is suggested to be the
main structural feature of international trade agged with economic development.
When diversification in controlled for (by includjrthe Herfindahl index of export
concentration in Sachs and Vial's regression) nigative effect of natural resource
abundance on growth disappears.

Finally, it is often been suggested that natursbuece exporters are “rich countries with
poor people” (Stiglitz 2007) with wealth concengidiwvithin the hands of a small elite.

It may be therefore be better to use developmenit@lomes and poverty reduction as
measures of success rather than growth-based resasiénd, as Gylfason (2001) notes,
there may also be trade-offs between short termargiterm outcomes. In the short run
natural resources can provide nations with subsfaméalth; however in the long term
they may slow development and lower incomes belmsé of resource-poor countries.
Whether the overall effect is positive or negatiweuld depend on, among other things,
the rate of time preference.

Country Heterogeneity. What explains why resources seem to be a bigssisome
countries but a curse in others? Two main factarsrge from the literature: human



capital and “governance capital”: the quality ovgrnance and institutions available to
complement natural resources.

Bravo-Ortega and de Gregorio (2007) argue thatnot resource abundanoer sethat
determines a countries growth opportunities butiln@an capital stock present in a
resource abundant country. The larger a resounaedaint country’s human capital
stock, the more positive is the marginal effechatural resource abundance on growth.
Lederman and Maloney 2007 echo this message, nibi@gich countries that have
successfully used their natural resources to fudbegelopmental outcomes, such as
Australia and Norway, have done so on the basa@xpansion in their levels of human
capital. This suggests strong complementaritiésden natural resources and human
capital, and potentially diverging outcomes acrmasiral resource exporters.

Similarly, a substantial body of literature suggdsiat differences in the quality of
institutions between successful and less successfalrce rich countries are at the root
of their diverging growth paths. Mehlum et al (2D@fd, for example, that the quality of
institutions is critical in determining whether edries avoid the resource curse or not--
natural resources are only found to have a negatigact on growth performance among
countries with inferior institutions. What kind&iostitutions are important? Collier
(2007) suggests that the issue is not simply whetbentries are democratic. Without
effective checks and balances on power, competitionatural resource rents can make
democracies malfunction. Unlike normal taxatidmeyt do not invite public scrutiny and
political accountability, and therefore encourdge émergence of patronage politics.
Eifert, Gelb and Tallroth (2003) distinguish “famtial” democracies from “mature”
democracies, and argue that highly personalizeitiggodnd rent-seeking in the former
result in short-horizon, patronage-driven electomhpetition and non-transparent
allocation of rents.

Human capital and governance capital would of ambesexpected to impact on
performance, including through affecting the patdrior export diversification. While it
is sometimes argued that Africa’s continued conegion on natural resource exports
partly explains the large shortfall in economicfpenance relative to Asia, and that
active support should be given to enable diveisifon towards manufactures, studies
also suggest that Africa’s low human capital taunatresources ratio is a major
determinant of export structure (Wood and Mayer8)9%ven if African countries
improve their levels of education substantiallyhestcountries will do the same and it
will take a long time until Africa’s comparative \shtage changes. Moreover, to the
extent that the argument is based on the propogitiat real resource prices decline over
time, Cuddington, Ludema and Jayasuriya (2007) fimevidence of a downward trend
in natural resource prices, contrary to Prebis@Q); while there is evidence for a
downward price shift in 1921, commodity prices fanend to follow a random walk.
Although export diversification may be good for @th, African countries may not need
to shift their exports towards manufacturing inertb escape a “resource colrse

Causality. Let us finally consider the causality betweesorece dependence and the
two complementary factors discussed above: humaitatand governance capital.
Which way might the relationships run? Does lownhn capital lead to specialization in

® Auty 2001 offers seven reasons explaining why remesource abundance will negatively impact
economic development in the presence of an inteldéclimate that favors forced industrialization
policies.



natural resource exports, or does specializatiorataral resources lead to reduced
investments in human capital? Causality can ruh bays, and if low initial levels of
human capital discourage the effective use of negoents, country paths could diverge
ever-further. However, this is not inevitable}ji%ti(2006) finds that, on average, per
capita rents from natural resources are positikgdted with human capital
accumulation.

Similarly, two-way causality between resources palitical institutions may also cause
countries with modest initial differences to divergrther. Botswana (further discussed
below) had developed good institutions before dgyaly minerals and has used mineral
wealth to further strengthen capacity. On the oliaad, highly corrupt countries with
weak institutions and poor infrastructure may hittle alternative to specializing in
enclave natural resource exports and experientdeefunstitutional deterioration.

A Bottom Line? Whether studies find a generalized “natural resmaurse” depends, to
some extent, on the measures they use and hovaticeynt for factors such as human
capital and “institutional capital” which appeartte important complementary to natural
capital in determining development outcomes. Timdiuence can be felt through a
number of channels, including whether the counary diversify away from resource-
based sectors. Initial conditions are importanti @ausality can run both ways: just as
resource wealth may lead to weaker governance, soom@ries are probably specialized
in resources because of low levels of human cagitdlpoor governance.

Resource rents themselves may therefore not bardidem: the question is whether a
country has the complementary human and institatioapital to manage them. But this
gualification makes the resource curse no lessfoeahany countries.



Il The Case of Oil Exporting Countries

Oil exporters constitute a particularly importaagsent of developing countries.
Almost 30 developing countries are now heavily aelemt on oil exports. In Sub-
Saharan Africa, oil exporters account for aboutiadtof total population and land area.

3a How well have oil exporters performed?

Hydrocarbons might be expected to create an extoase of a “resource curse
syndrome”. Many exporters are highly specialiZed|s constitute over three quarters of
exports in 16 of the 28 exporters listed in Table_ihkages are small. Production is
often an enclave and although costs can be asd@an@w dollars per bbl high-cost
extraction usually involves levels of technical Bigication far above the capabilities of
poor countries. Offshore production can spur tfosvgh of an associated industry in
countries like Norway or Brazil, but few developioguntries will be able to take full
advantage of linkage potentialOil exporters also look quite distinctive on meas of
national wealth. The estimates in Table 1 indithég, relative to other countries, they
have not complemented their hydrocarbon reservéissother forms of capital.

" There will, of course still be some direct linkage any producing country. One common linkage
involves the real estate market, where demand eingria part from the oil industry can drive up t&n
and prices for certain segments to extreme leaslss now the case in Angola. Hard-mineral eximac
usually has a richer set of linkages, includingniany countries, the employment impact of artisana
mining.



Table 2
Share of Fuels in Exports:
Selected Countries

Fuels (% of total)

1995 2006
Algeria 95 98
Azerbaijan 66 85
Bolivia 15 52
Cameroon 29 62
Colombia 28 40
Congo, Dem. Rep. . 35*
Congo, Rep 88 .
Ecuador 36 59
Egypt, Arab Rep. 37 56
Equatorial Guinea . 95*
Gabon 83 86
Indonesia 25 27
Iran, Islamic Rep. 86 83
Kazakhstan 25 69
Kuwait 95
Libya 95
Nigeria 96 .
Norway 46 68
Oman 79 95
Papua New Guinea 38 .
Russian Federation 43 63
Saudi Arabia 88 91
Sudan 0 87
Syrian Arab Republic 63 40
Trinidad and Tobago 48 76
Turkmenistan 77 .
Venezuela, RB 77 93
Yemen, Rep 95 94
Regional Aggregates
Europe and Central Asia 22 32
Middle East and N. Africa 73 76
Sub-Saharan Africa 37

* Estimates

Source: World Development Indicators, World Bank

Even by the standards of commodity prices, regbiodles are exceptionally volatile.
Considering real oil prices back to the 1860s (Fédt), there has been little long-run
trend but the coefficient of variation is 0.7. id@s have also been very difficult to
forecast; since the start of the 1970s none ofrtA@r turning points in the market has
been widely predicted. Since the start of theentroil boom, futures prices have been
flat, extending the current price out to as muckeasyears. While real prices cannot
strictly conform to such a random walk process beeaf some lower and some upper
bound, estimated prediction models do little otbetter than a random walk; in a careful



study of the statistical properties of oil priceisg, Hamilton 2008 finds that the random
walk hypothesis cannot be rejected.

Figure 3
Long Run Oil Prices: 1981-2007
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Source: BP Statistical Review

The range of uncertainty reflected in the spreafditofres prices is enormous. For an
exporter like Nigeria, with oil valued at $100 fdrl and futures prices ranging from $50
to over $150 per bbl, the difference between pratabe high end and the low end of the
spectrum would be equivalent to a difference op&ftent of GDP. Starting from a price
of $115 per bbl, Hamilton 2008 concludes that fgears into the future we should not be
all that surprised to find the price of oil as law $34 or as high as $391 per bbl.

Table 3 shows the growth of oil exporting countf@swhich consistent data are
available over the period 1965-2007, breaking betgeriod into booms and busts which
coincide with spells of high and low oil pricesvéd the 32 year period, the oil exporters
grew more slowly than either middle-income coustioe low-income countries, even
though the definition of the latter group invohaeslegree of self-selection bias towards
slow growth. Norway, a high-income exporter, egchthis fate; among the countries
selected, Indonesia also did better than avetage.

8 Elbadawi and Kaltani (2007) find that over theiperl971-2005 GDP per head in oil exporting cow@stri
grew at about half the rate in non-oil-exporters.



Table 3
Growth in GDP and Absorption per Head:
Oil Exporting and Other Countries

1965-72 72-81 81-90 90-02 02-07 1972-07

Growth Rates GDP/head
(Annual Average, Percent)

Selected Oil Exporters* 4.1 2.6 -1.5 0.7 3.9 1.4
MICs 3.5 3.0 1.7 2.6 6.1 2.8
LICs 1.9 0.5 0.7 1.0 4.0 1.6
Memo: Norway 3.2 4.0 2.6 3.1 2.1 2.9

Growth Rates, Real Absorption/head
(Annual Average, Percent)

Selected oil exporters** 5.2 54 -3.4 0.6 5.8 1.6
MICs 2.8 4.0 0.9 2.5 5.9 2.8
LICs -- 0.5*** 0.9 2.5 6.9 2.0
Memo: Norway 4.5 4.4 1.4 3.0 4.4 3.0

* Algeria, Cameroon, Ecuador, Gabon, Indonesia, INigeria, Saudi Arabia, Syria, Trinidad and Tobag
Venezuela

** Algeria,Cameroon, Gabon,Indonesia, Iran, Syrimilad and Tobago,Venezuela

*** Set equal to GDP growth at 0.53

Source: World Development Indicators, World Bank

Table 3 also confirms the tendency for oil exparteralternate periods of shorter booms,
with high but not spectacular growth rates of GIaRh prolonged slumps marked by
stagnant or declining GDP per head. This supplg-pattern mirrors the even larger
swings in the rhythm of real absorption, usually by swings in public spending. For
exporters with consistent data, the average argroalth of real absorption per head
swung from 5.4 percent in 1972-81 to -3.4 percerit981-90. For many countries, real
absorption per head halved over this decade. &bsalrption per head was static over the
subsequent decade and then boomed again at 5éhpascprices soared after 2002.
Overall, as with GDP/head, absorption per head gnewe slowly for the oil exporters
than for other countries.

Development indicators in areas such as educatidrhaalth tend to be lower for oil
exporters than for other countries (Ross 2003,dSgifi 2004), adding further support to
the proposition that poor growth performance iglpaue to lack of investment in
complementary forms of capital. To assess the matmof such differences, Table 4
summarizes regressions for infant mortality (intteger thousand), expressing this as a
function of 2005 GDP per head in Purchasing Povegitydollars, an oil exporter
dummy and regional dummies. Mortality is aboup20 thousand higher for oil
exporters than for non-exporters at comparablddesfencome. This is a very large
difference; the infant mortality rate of a typicall exporter corresponds to that of a non-
oil-exporting country with only about 40 percenttbé GDP/head in PPP terms.
Including regional dummies shows up a large andifognt coefficient for Sub-Saharan
Africa, but only slightly softens the oil effectyen though many exporters are in that
region.



Table 4
Infant Mortality:
Oil Exporters and Other Countries

Dependent variable: Infant mortality

Full country sample Developing countries only
Log of GDP -22.17%** -16.02***
(1.351) (2.156)
Oil dummy 19.17%** 17.23***
(4.601) (4.819)
Africa 42 .47%**
(5.742)
East Asia and Pacific 0.132
(6.356)
South Asia 13.81
(8.944)
Europe and Central Asia 1.056
(5.488)
Middle East and North Africa 2.657
(7.229)
Constant 224 .9*** 159.0***
(11.61) (18.79)
Observations 180 143
R-squared 0.606 0.717

*** Significant at 0.01 level, ** significant at 05 level, * significant at 0.1 level
Standard errors in parentheses; GDP refers to RBFSGDP per capita

Source: World Development Indicators, World Bank

This does not, of course, provide a picture of anterfactual. Some oil exporting
countries with a very limited basis of other resasr, including several in the Middle
East and North Africa, are surely many times betfein material and social dimensions
with oil than they would have been in the abserfaglo However it further confirms the
observation that many oil exporting countries hdeee poorly on development
indicators--certainly less well than might haverbe&pected given their resource
endowments.



3b Is growth in oil-exporting countries reduced bya “governance deficit”?

Many commentaries, in particular Karl (1997, 208307, 2007a), have drawn attention
to the low quality of governance in oil exportingunitries and the implications for
development. Such an outcome might not be sungyisiecause of the magnitude of the
common-property problem posed by “point-source’tserAs well-expressed by George
Soros in Humphreys et al 2007, poor governancéeaseen as a two level principal-
agent problem: between the ultimate principal ¢iieen owners of the resource) and
their agent (the host government), and betweehakegovernment (acting as principal
on behalf of the citizens to manage and spenchodre on behalf of the population) and
the national and foreign oil producing companiée (iltimate agenty.

Whether governments can successfully play this doudbe depends on whether they
have the capacity and knowledge to act as effeptiveeipals and their accountability to
the citizenry.

Capacity and knowledge There has been a sea-change in the oil industce sire early
1970s. Growth in the number of oil companies dmedlreakout into oil service
companies has created more sources of expertisedme than before. Except perhaps
for the most technically demanding fields, the sebas therefore become more
contestable. This can help reduce information asgtry; it enables the ministry
responsible for oversight of the oil sector to hbe#ter access to the information and
expertise needed to negotiate and monitor contthatsare fair and that do not lock in
conditions when changed circumstances call for dnmehtal revision. Though still an
issue especially for very new small producers ctqgacity problem should have become
less serious over time.

Accountability. The more serious problem is the weakness of trehamésms that
constrain governments to be accountable to thénecs. Governments can collude with
the oil companies against their citizens to conodahcome; budget management and
spending priorities might not be in the best indesef a broad spectrum of citizens. The
larger the natural rents, the greater will be thespures underlying these principal agent
problems. Incentives will be stronger to obscafermation, to design more complex
contracts and budgetary arrangements to limit paresncy, and to steer oil revenues

° Although the question is not directly discussethis paper, it is useful to ask: Who actuallyhie t
‘principal’ that the government is serving? Whaed citizen ownership of national resources reathan?
Are reserves owned on a uniform per head basis@l&kiey mainly be owned by the citizens in reseurc
rich regions of a country? Do only current citizenen the resources, or are they partly owned bytmb
generations of citizens? Is it realistic to expgbetownership concessions given to foreign oil canigs to
remain unchanged when market conditions changeatieaily in an unexpected way? The answers to
these questions should shape critical elementslidyp such as the balance between spending oiimass
and saving them, and the degree to which reveroeatibn follows the principle of derivation, pralng
more to producing regions. But there is often & lafcconsensus on such questions, and often theiqoe
are not posed clearly at all. Lack of clarity onatvhesource ownership really means can paralyzeypol
and lead to costly gaming, whether between ceatrdlprovincial governments (as in the current gfies)
between central and local governments in Bolivid Bouador) or between governments and oil companies
(Venezuela, Russia). It can also encourage nosfieent systems of allocating rents that avoidngpsie
guestions too starkly.

9 Norway initially offered generous terms on Nor#éaSontracts but as experience was gained with
extraction the terms of contracts were tightenédmbia provides a contrasting example; agreements
negotiated during a period of low prices resultetitile revenue increase after 2004 despite sgasiices
because of caps on the levels of prices that deeildsed to escalate taxes. Poorly designed agreaem
have an additional cost; they hinder efforts ahsparency because governments are reluctantdosis
agreements that in hindsight appear over-generous.



towards special groups. Ross (2001), Sala-i-Mantich Artadi (2002) and World Bank
(2003) find that, controlling for incomes and pagiidn size, oil rents have strong
explanatory power in accounting for weaker govecean the Middle East. They find
that there is little difference in the quality afrainistration between oil- and non-oil
countries, but that public accountability in oilia@at countries is systematically lower
than in non-oil countries.

It is often argued that oil revenue in the budgsséns the need to tax, further weakening
checks and balances and reducing the pressurgeddrpolicies and responsiveness to
citizen needs (Collier, 2007). Resource revenug etsbles critics to be bought off,
further muting demands for accountabitityFrom this perspective, optimal policy would
be to distribute all rents to citizens and relyaomormal tax system for public revenues,
even if taxation involves deadweight costs.

Is there evidence for a governance deficitPo assess how serious an oil rich country
governance deficit might be, we regress each o$ithelusters of one composite set of
governance indicators, the 2008 Worldwide Goveradndicators (WGI), on a common
set of explanatory variables: the level of PPP mefhead in 2005 dollars, and an oil
export dummy. Table 5 summarizes the results, bimw a common pattern across the
indicators. Higher ratings are associated witlhéigncome and also with non-oil-
exporting country status. The magnitudes of tigatiee oil dummies are comparable
across the governance dimensions: about 0.8urit® on the scale [-2.5 — 2.3].

These coefficients are large; around three timedygbical standard error for an
individual country estimate following the WGI metlmogy.™® A typical oil exporter

has a governance score corresponding to thataf@obrer non-exporter, with barely 25
percent of the level of GDP/head. This ratio i for all dimensions, and lowest for
voice and accountability: Figure 4 shows the pifor this indicator, distinguishing oll
exporters and other countries.

Hschubert, 2006 cites the interesting example of &twBefore the discovery of oil its economy - ahd
maintenance of the ruling Al Sabagh’s family - walsant on taxes from the merchants of the peadedr
After the discovery of oil the Sheikh disbanded pheviously influential merchant’'s assembly and
eliminated taxes. To consolidate his power hengged jobs for the pearl merchants, provided fresdthe
care and education — essentially buying the opipositnd making compliance more cost-effective than
dissent.

12 | angbein and Knack 2008 critique the concept igliof the WGI, and argue that they do not in fact
correspond to six distinct dimensions of governantiais is of less concern in the present contekgre
the WGI are taken as a broad overall compositeesfs on governance.

13 Country standard errors as estimated by the WGhodelogy are usually in the range of 0.25 — 0.35,
depending on the number of sources available fpiganernance indicator and country.



Table 5
Worldwide Governance Indicators: Fuel Exporters andOther Countries

Worldwide Governance Indicators

1) 2 3 4) ) (6)
Voice Stability Effectiveness  Regulations Law Qgtion
All Countries
Log GDP 0.494*** 0.463*** 0.615*** 0.607*** 0.586** 0.594***
(0.0344) (0.0383) (0.0283) (0.0273) (0.0307) (@n3
Oil dummy -1.170%** -0.868**  -0.826*** -0.824** -0.834*** -0.805***
(0.119) (0.132) (0.0980) (0.0940) (0.106) (0.110)
Constant -4.074%* -3.868**  -5.14]1%** -5.068*** -4927*** -4.982***
(0.296) (0.329) (0.244) (0.235) (0.265) (0.276)
Observations 182 182 182 181 182 181
R-squared 0.601 0.488 0.737 0.747 0.686 0.672
Developing countries only
Log GDP 0.457*** 0.618*** 0.542**x 0.552*** 0.521** 0.446%**
(0.0609) (0.0684) (0.0469) (0.0526) (0.0513) (8®)4
Oil dummy -0.914*** -1.031%*  -0.725*** -0.745%* -0.829*** -0.738**
(0.137) (0.154) (0.105) (0.118) (0.115) (0.109)
Africa -0.200 0.483*** 0.109 0.0324 0.289** 0.123
(0.163) (0.183) (0.125) (0.141) (0.137) (0.130)
East Asiaand -0.237 0.639*** 0.122 -0.118 0.448*** -0.0748
Pacific (0.180) (0.203) (0.139) (0.156) (0.152) 1)
South Asia -0.623** -0.422 0.0919 -0.0597 0.274 0507
(0.243) (0.273) (0.187) (0.210) (0.205) (0.194)
Europe and -0.499*** -0.303* -0.195 -0.232* -0.196 -0.290**
Central Asia (0.157) (0.176) (0.121) (0.136) (0132 (0.125)
Middle East ~ -0.851*** -0.0968 -0.0266 -0.205 0.357* 0.138
and North (0.205) (0.230) (0.158) (0.177) (0.173) (0.164)
Africa
Constant -3.554*** -5.256%*  -4.649*** -4.613** -4646*** -3.879**
(0.531) (0.596) (0.409) (0.459) (0.447) (0.424)
Observations 143 143 143 143 143 143
R-squared 0.513 0.488 0.599 0.569 0.531 0.493
Sub-Saharan Africa only
Log GDP 0.331*** 0.532%** 0.384*** 0.368*** 0.374** 0.316***
(0.0819) (0.0914) (0.0643) (0.0627) (0.0592) (a5
Oil dummy -1.073** -1.248%*  -0.852*** -0.761** -1.031%** -0.951**
(0.224) (0.250) (0.176) (0.172) (0.162) (0.150)
Constant -2.805*** -4.101%*  -3.368*** -3.248%* -3253*** S2.771%*
(0.588) (0.656) (0.462) (0.451) (0.425) (0.394)
Observations 46 46 46 46 46 46
R-squared 0.412 0.512 0.514 0.494 0.588 0.566

*** Significant at 0.01 level, ** significant at 05 level, * significant at 0.1 level
Standard errors in parentheses; GDP refers to RBFSGDP per capita

Source: Worldwide Governance Indicators, World Bank



Figure 4
Voice and Accountability:
Fuel Exporters and Other Countries.
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These results are reasonably robust when regiamairdes are included and not
dependent on any particular region. As shown in& &pconfining the sample within
Sub-Saharan Africa oil exporters also score lovgovernance indicators. The nine
African oil exporters with average GDP/head of $¢a9market exchange rates) score on
average around the lowest decile on governancedtais. In contrast, a set of eleven
low-income non-oil African countries, with avera@®P/head of only $300, that have
grown relatively rapidly over the last decade s@mind three deciles higher. To cite
Karl, 2003, the oil exporters are truly “the bottofrthe barrel”.

Oil, it could be argued, is not integrated into tast of the economy in the first place, so
that it is unreasonable to benchmark governanimatsts to the level of income per head
including oil. Some governance discount mightéfere have been expected, but its
estimated magnitude is far larger than what woeldidoind if governance levels
corresponded to the size of the “non-oil” econoriiis becomes less surprising when it
is recalled that most of the “non-oil” economy ihexporters is dependent on oll
revenues and oil-led spending, so that any trueailcgconomic base that might depend
on the quality of governance is far smaller.



What might such weak governance mean for growtfopeance? This question raises a
contentious issue, the nature of the causal relstip, if any, between governance (as
measured by various indicators) and growth. Adigtussion of this topic is beyond the
scope of this papéf. One approach to the problem of identificationjalitattempts to
reduce the problem of a possible “virtuous feeddaok” running from income levels to
governance is to consider the relationship betvgesernance measured at a point in
time and subsequent growth. Table 6 summarizeethdts of a simple growth
regression covering 108 countries for the pericd8212006. The explanatory variables
are country ICRG ratings made around 1982 andeti® bf GDP/head in 1982 The
sample of 108 countries includes 22 oil exporters.

As expected, growth is negatively associated witiPhead in 1982 and positively
associated with the 1982 ICRG ratings. Dividingmnies into two groups, oil exporters
and others, and averaging shows that the oil expostarted out with initial incomes a
little higher than the non-oil countries and withitial ICRG ratings a lot lower. They
then grew considerably more slowly than the norcoilntries. As shown in Table 6, the
growth differential between these two groups isl weddicted by the estimated equation,
mainly through the effect of the different ICRGings at the start of the period.
Conditional on constant ICRG scores, in a longequilibrium where oil and non-oil
countries grow at the same rate, GDP/head woulibbat $10,000 lower in the oil
exporting countries

14 Kaufmann and Kraay (2002) use 1995 PPP GDP petacapi the WGI indicator "Rule of Law" for the
period 2000/01 to consider the causal relationbbipreen governance, income and growth, by relying o
instrumental variable models and non-sample inftionaUsing non-sample information as an approach t
identify causal effects requires judicious assuariregarding the extent of measurement errorshend
importance of omitted variables. As in Acemogluhideon and Robinson (2001), settler mortality
(including many imputed values) is used as anunsént for governance. Given strong assumptioes, th
model shows (a) a positive causal effect of befteernance on per capita incomes, and (b) a wedk an
sometimes negative causal effect running in thesipg direction from per capita income to govermanc
This second result suggests the absence of "vistawales" in which higher incomes lead to improesits
in governance. Kaufmann and Kraay suggest stateireapy elites as the likely channel for the pértia
second effect, which they assume will be dominatethe first effect in most cases. While they pdavi
intuitive arguments, they candidly refer to thekfirbetween state capture and the negative feedback

between incomes and governance as "quite speailativ
15 We are grateful to Stephen Knack for these results



Table 6
Actual and Predicted Growth Rates, 1982-2006:
Oil Exporters and Other Countries

Growth Averages

Countries GDP82 ICRG82 Predicted Growth 82-06 (%) rov@h 82-06 (%)
Al 7.78 27.7 1.46 1.41
Qil 7.87 21.6 0.97 0.72
Non Oil 7.76 29.3 1.59 1.58

Note: Predicted growth rates for 82-06 are basethemollowing regression:

Dependent Variable: Growth of GDP/head, 1982-2006

Constant -0.285 (-0.83)
GDP/head 1982 -0.060 (-2.09)
ICRG 1982 0.080 (4.82)
R-squared 0.184

Robust t-statistics are in brackets.
Source: World Development Indicators, calculatibpsStephen Knack

The individual data provide a picture reasonablyststent with this result. There are
few oil exporters with growth rates predicted tohogh relative to the average of about
1.5% for non-oil-exporters: Malaysia (commonly rgoized as a success among oil
exporters) and Norway (commonly taken as the "miaaietountry) are two of these.

These conclusions do not of course mean that amgrgance discount can automatically
be imputed to the impact of oil. As noted previguexport structure and resource
dependence are partly endogenous: some counitlesow governance indicators may
emerge as specialized oil exporters because attiestries cannot survive. Global
energy concerns have also been pushing hydrocadaiopment towards “frontier”
countries with low governance scores, providingdditional impetus for them to
become exporters. However, the results do prosugport to the proposition that oil
exporting tends to be associated with poor goveraaand that this may explain part of
the disappointing growth performance of these aoemt

3c Coping with extreme volatility

Compounding the governance problem is the tendevegrds extreme boom-bust
cycles caused by wide oil price swings and exatedday pro-cyclical access to capital
markets. The destructiveness of these cycleg#& &lom many cases. Mexico borrowed
against expectations of increasing real oil prafésr 1981 and suffered badly when these
expectations turned out to be far off track. Haaism2001 notes that between 1920 and
1980 Venezuela was one of the fastest-growing Latierican economies, with growth
averaging 6.4 percent. But following several eufthgears after 1974, it experienced a
sharp decline, with output per head halving overrtéxt two decades. Nigeria offers a
third example, with “voracious” spending increasapacing revenue increases up to
1984, followed by sharply lower spending debt-camised spending thereafter (Budina
and van Wijnbergen 2008). Simulations with atimedctor computable general
equilibrium model indicate that optimal savings &ocapital importing oil exporter



during the 1973-81 boom would have been about 80¥ceemental revenues (Gelb and
associates, 1988). However, while some countdeedpart of their windfall abroad
(Indonesia) and some dis-saved (Algeria, Nigean)average, the exporters saved little.
Simulations also showed that the cost of over-aptimspending during the boom years
could be enormous for an oil exporter, easily tugrthe value of a windfall into a net
loss.

How have oil exporters been responding to the ativeom? Recent data compiled by
the IMF (IMF 2007%° paint a picture up to the end of 2006, finding #haypical exporter
had spent about 60 percent of the estimated ineiegsermanent income, valuing
reserves at the current price. This indicates eeroautious approach to spending than in
the past oil boom. However, they also show widgatian in spending patterns between
countries, and suggest that those with poorer gawere were spending more
aggressively, relative to their wealth windfallaththose with stronger institutions.
Moreover, as in the 1973-81 boom there may be adaigeen incomes and spending.

By the end of 2006, capital spending was growimgaeerage, at an annual rate of 30
percent, and was on a strongly accelerating tréxmplying reasonable ratios between
capital and current spending, such an increasepitat spending, if maintained for five
years, would lock in recurrent budget obligatioh§-d4.0 percent of GDP. It will

therefore be interesting to revisit spending leuelselation to income, especially
considering the second price hike after 2007 aadtibsequent decline, when more data
is available.

How much should exporters be saving, considerieggtieat uncertainty over whether
high prices are temporary or longer-term? Spendaujsions by oil countries are
increasingly benchmarked on the permanent incomeoaph, which relates the target
primary non-oil deficit to the permanent income ected from oil; the sum of returns on
savings out of past oil income and future incomeeeked from reserves still in the
ground. These benchmarks, together with associatexbs testing” of spending policies
against varying revenue projections, can providsedul guide to prudent spending
decisions. They do not however, provide guidantbaw cautious spending patterns
should be in the face of uncertain future revenues.

In determining the right degree of caution, itngortant to factor in absorption
constraints and macroeconomic adjustment to pesaind negative demand shocks.
There is considerable support for an asymmetrjpaiese, suggesting a supply curve that
kinks in response to large booms and busts. EoU®economy, Cover (1992) finds
that positive money-supply shocks have no effeautput whereas negative shocks do
have an impact; for the Middle East, Kandil (1988¢is a similar result, with demand
fluctuations leading to greater average inflatiod dower average growtH.Collier and
Venables (2008) summarize research on the impdatgé terms of trade gains and
losses on developing countries. They abstract tl@mncome effect accruing directly
from changes in the terms of trade and find asymmatljustment: favorable shocks do
not have significant effects on growth, but advesitsecks reduce output. For a typical
African country, a terms of trade loss of 10 peteadrGDP reduces growth in the
following year by 3.6 percentage points. The imgdiiens of asymmetry are clear: under-

'8 This summary also draws on more recent informatidRolando Ossowsky: Presentation to PREM
week, World Bank, April 2008.

" Reflecting macro level behavior, at a micro lekehdil (2006) also finds asymmetric responses &r 2
two-digit Standard Industrial Classification (Sli@ustries in the US.



spending when prices are high can incur a smadldbsvelfare, but over-spending during
a boom can be costly, especially if financed bydoing.

A full analysis of spending decisions would needatee many country-specific issues
into account. These include the options for spemdncluding investments, subsidies
and direct transfers to the population) the effestess of spending, which is likely to fall
as levels rise, the costs imposed by sharp redwsctioover-extended spending levels
(investment wasted because of shortages of complanyerecurrent resources) and the
macro-economic costs of adjustment to sharp dexlmdemand, as well as the
opportunity cost in terms of additional reserveusalation and investment income
foregone'® Here we consider a very simple stylized mode fibeuses on two effects:
efficiency losses when public spending levels amy Yigh and macroeconomic losses
due to sharp cutbacks in the level of spending.

The model involves three periods: period O islpwem, and sets the historical base for
public spending; period 1 is the boom, lasting M&rg and period 2 is the uncertain post-
boom future, lasting N2 years. The country facemger-temporal budget constraint:
total spending over all years cannot exceed tetanue received. We assume a non-oil
economy of 100 in each year and express oil inaatagive to this level. This therefore
abstracts from population and non-oil GDP growtig there is no second-period payoff
to possible first-period investment. However, totlyacompensate for this savings

abroad yield no return either.

In a fully-specified model, the utility function wtd value a (possibly discounted) sum of
annual utilities of consumption, but this would ueg setting out the detail of how oil-

led spending affects the entire macro-economythdrsimple reduced-form model here,
valuation is directly on "net" public spending, lwviitility represented by the log of net
spending to allow for diminishing marginal utilitgpending in each year is weighted by
the number of years to form the aggregate utititgach period.

Net spending allows for two types of efficiencydes. First, beyond a moderate level of
spending, the efficiency of spending begins toidechccording to a quadratic function.
We do not have good estimates of the parametessabf a cost function, which will
depend on, among other things, the quality of puibbkknagement. But at some level of
very high spending (here set at 40% of non-oil Gibié)marginal value of spending can
reasonably be assumed to approach zero. Secomdietgic adjustment is assumed,
with losses due to sharp declines in spending.eBtienates provided in Collier and
Venables (2008), are used to calibrate the maguestdent cost in the reduced-form
model.

What does such a model suggest about spendingatecturing a boom when the post-
boom outlook is very uncertain? We take N1 as 3syaad N2 as 20 years, and start
from a baseline where revenues are steady at t@masf non-oil GDP. Spending is
optimized for two revenue profiles, a short boonthwil revenues at 10, 30 and 10
percent of non-oil GDP in the pre-boom, boom anst{b@om periods respectively, and a
long boom, with the revenue profile 10, 30 and 2kcent. Total spending is constrained
to equal total income over the period. This impkedownward bias for the estimate of

18 Many of these issues are considered by Engel ahdé¥ (2000). The model used by Gelb 1988 also
incorporates some of these options, including thesktic pricing of energy over the boom-bust cycle.



optimal savings if absorptive capacity is a sewengstraint over the period as a whole or
if the horizon of 25 years is too short.

In the case of the short boom, the optimum is end®20 percent of incremental oil
revenues (or just under 50 percent of total oibme) during the boom years and save the
rest. For the long boom, it is optimal to speng8€cent of incremental oil revenues
revenue, or about 85 percent of total income (Edur The losses due to misjudging the
nature of the boom are asymmetric. Slow initialngjdeg results in only a small loss of
the potential value of the long boom; in the opf@esase, over-optimistic initial spending
results in the loss of most of the potential vadtia short boom. If each scenario is
expected with a probability of 0.5, the expectedfave-maximizing spending level, at
about 22 percent of incremental boom income, ismath higher than the optimal
spending level for the short boom. As in Gelb asslociates 1988, the value of a short
boom is severely negative at very high levels einsling, and even more so if spending
is further boosted by borrowing.  For the stizxporter, after several years of high
prices optimal savings abroad would cumulate toesBthpercent of GDP.

Figure 5
Percentage of Maximum Windfall Gain:
Short Boom and Long Boom
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Table 7
Payoff Matrix: Percentage of Maximum Windfall Gain
Short versus Long Boom: Expectations and Reality

Reality
Short boom | Long boom
Expectation Short boom 100% 94%
Long boom -32% 100%

Source: Model Simulations

Spending decisions are inherently political, howev@overnment may have a short
horizon, and discount future welfare. Using a dlist rate of 10 percent somewhat
increases period 1 spending, but the heavy weiigitiedong, post-boom period in total
welfare means that moderate levels of discountieqat likely in themselves to lead the
economy into a serious problem (Figure 6). Onlewthe political horizon is very short
(discount rates of 30 percent and above) doesgérgpending rise towards the level of

revenues.

Figure 6
Percentage of Maximum Windfall Gain:
With or Without 10 Percent Discounting
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More problematic is the possibility that policymakenight not factor adjustment costs
and macroeconomic adjustment costs into their pgrdecisions. When budget
discipline is weak, congestion costs will be segmxernal to any individual decision-
maker. Corrupt officials may also be more intexdsh spending for its potential to
generate lucrative contracts than its effectiven@$sey may not believe that macro-
adjustment costs will bind if spending declinesrpha perhaps because (against the
evidence) they expect high investments in the bperod to pull the economy through
any post-boom demand slump. The combination df $ators with political

discounting or over-optimistic projections of aicomes is disastrous: in the first period
government spends heavily, resulting in a catabtcogontraction in the second period
and turning the potential windfall into a sizealales (Figure 7). Disseminating the
experience of other countries and strengtheningt@éaencies and institutional
arrangements to sustain cautious spending is threrkéy to realizing the potential value
of oil windfalls.

Figure 7
Percentage of Maximum Windfall Gain:
Discounting and Ignoring Adjustment Costs
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Only a few countries, notably Mexico, have triechemige oil price risk through futures
contracts, forward markets, commodity swaps andidan other instruments. Several
factors constrain this option, in particular thgrametric nature of the political payoff.
Profits realized have little visibility and poliaitbenefit, but losses open up officials to
charges of misusing public money, allegations ofug@iion and investigations by special
committees (Daniel 2003). Addressing this probtequires educating lawmakers on
hedging, including presenting strategies as amiatgart of the budget process.

IV. How Could Natural Resources be Used More Effeotely?

This section considers a number of questions tlaatyrpolicy advisors have asked and
that (most) resource rich governments should askselves sooner rather than later.
Where is the starting-point for good policies? @as only come from a legacy of strong
institutions, or is it possible for countries tehk free of the path dependence associated
with poor initial institutions? Will oil funds sygort the strengthening of checks and
balances? Can the transfer of rents to citizetis ingprove accountability and help to
build human capital to complement natural resowealth? Can external pressure
encourage reform? And, can resources be usegpmdieconomic diversification? In

all of these areas there are no formulae for ssctes country cases suggest approaches.

4a Windows of opportunity

Countries starting off from strong institutionalnditions can clearly expect to have a
more positive range of alternatives for using eiitrthan extremely institutionally
challenged countries, such as Chad or Equatoriade@® However windows of reform
arise in weaker settings and the question is wihéfiley can be sustained to create a
virtuous cycle.

The institutional heritage. Botswana is perhaps the most striking case afiaally

poor mineral exporter with strong initial institotis. Acemoglu, Johnson and Robinson
(2003) suggest that the foundation was laid betfoeadiscovery of diamonds. Inclusive
traditional institution placed constraints on poét elites and there was minimal
disruption to these traditions by colonial ruleyysoful cattle-based rural constituencies
had an interest in protecting property rights; podependence political leaders were
also willing to place national interest above ttiindéerests. Particularly noteworthy was
Seretse Khama's initiative in assigning sub-soiting rights away from the tribes and
towards the state, in this way heading off tribattestation for revenue and cementing a
common national interest. Botswana then usedarsa@hd income well to further
strengthen institutions and capacity. It remuregtaivil servants adequately and
employed a corps of foreign advisors to work al@ahgslomestic officials, rather than
rapidly indigenizing the civil service and loweriitg quality. More recently,
government sought and obtained a sovereign debgraven though Botswana had no
immediate need to borrow. The rating was seencasremitment device, to alert citizens
by signaling policy slippage by future governments.

19 Equatorial Guinea has been cited as an extrengevdasre oil rents sustain a pathology of authdsitar
rule, instability and underdevelopment, from whiicis difficult to exit. McSharry 2006 analysesth
political economy of oil in Equatorial Guinea, segting that the extraordinary weakness of goverhtmen
institutions and the dearth of social programs migless likely that the government will be ablebtay the
acquiescence of the population in the same wafpasxample, Kuwait or Saudi Arabia



Anticipating oil rents: the first window of opportu nity. Following the adoption of its
Oil Revenue Law in 2004, Sao Tome has been abtiedront of efforts to anticipate oil
rents and to lock in the strong institutions neeethanage therf. In addition to

setting out arrangements for saving and spendmegl-aw requires full transparency; the
responsibility is on firms to disclose all relevamaiterial to a public information office; if
they fail to do so they risk losing their contractsalso mandates powerful oversight
mechanisms which include a broad base of constitagywhich are seen as helping to
make up for the deficit in government institutiorghe National Assembly is required to
hold yearly public sessions to discuss oil andggdiey. Ministers, investment
committee members, the Auditor General and the €dyletr Commission, which consists
of 11 members, including three from civil sociedye required to be present to answer
guestions. The Commission members are selectel@ded by a diverse range of
constituencies, including trade unions, businese@ations, local governments, the
National Assembly, including opposition groups, &meljudiciary. Only one member is
directly appointed by the Presideflt. The Commission has wide powers, including
investigating complaints and hearing, judging anfbesing proceedings relating to
violations of the Law.

After the rents: other windows. Even mineral countries with a history of instalgiknd
fractious politics can experience windows of oppoitly for good management. The
experiences of Chile, Malaysia and Indonesia @atlduring the first decade of the
Suharto government) suggest a number of commonreeglisnthat can support good
management: first, having twin goals—acceleratiagelopment and sustaining
economic and social stability; second, a fairlydattasis of support for such goals; and
third, close relationships between politicians gethnocrats equipped to deal with
complex problems of resource management.

Technical capacity has traditionally been stron@lmle. In the early 1970s the country
suffered both serious macroeconomic instability smclal polarization. The period after
the 1970 election of the Allende government andptember 1973 Pinochet coup was
particularly traumatic; in 1973-75 the consumece@iindex rose by 3000 percent; this
was followed by a deep debt crisis and economitraotion in the early 1980s.
Unemployment levels reached 33% by 1982. Followivegreturn of civilian rule in

1990, the traumatic experiences of the two prevamceades underpinned widespread
consensus around preventing further disruptive bbast crises and avoiding conditions
that might precipitate the political instabilityahcould lead to a return to military
government. The result was a broad constituen&vor of both economic stability and
public debt reduction. The strength of this cossens demonstrated by Chile’s current
response to spiraling copper prices and the exasgdtaccumulation of surpluses in its
copper stabilization fund after 2005. Net publibdiell to minus 14 percent of GDP by
2008. Nevertheless, sustaining these policiesétagned continuous efforts by the
technocracy to reach out to elected officials axulan the implications of over-
spending.

At least during the first part of the Suharto pdsiea phase classified as “reforming
autocracy” by Eifert et al (2003), Indonesia offar®ther interesting example of cautious
and flexible macroeconomic management -- implentewi¢hout a dedicated fund,

20 This commentary draws on the extensive discussioine Oil Revenue Law, as well as related laws in
other countries such as East Timor and Chad, skameFaria 2007.
L proposals to include international participantthimn Commission were debated but in the end rejecte



without transparency, and even in violation ofdisailes. As in post-Pinochet Chile, the
Suharto government came into power with a hugeestaktability. The last years of the
“Guided Democracy” of the Sukarno period had beendasingly chaotic, including rice
riots and ethnic rioting. The 1975 crisis of Penitaa, the national oil company,
reinforced the caution of the government, and adde¢ke credibility of the technocrats —
a very stable team of economic advisers widely kmawthe “Berkeley Mafig®. This
team proved to have both great permanence and ygevehape policies. Through the
oil booms of 1974-81, the government formally agdeio a balanced budget law.
However, without disclosure to the public or thelipanent, bureaucratic controls were
applied to slow actual spending, creatindeafactosurplus and doubling reserves.
Indonesia also managed its spending programs gt dexibility. As oil prices fell

after 1981, the government moved aggressively avilnastic re-programming of its
development spending, cancelling projects, cutimgsidies and spending, as well as
stabilizing the real exchange rate through progvestevaluation.

Malaysia, another success case, has faced a targatial stability from either of two
paths: growth with Malays politically dominant yetonomically disempowered, or
economic collapse caused by excessively redisivipilicies. Neither of these options
was attractive, leaving effective economic managerared reinvestment of rents to
encourage growth, especially employment for Malagshe only option (Abidin 2001;
Rasiah 2006).

Chile, Indonesia and Malaysia are clearly veryatdht cases, yet they have some
common features, including a strong urge to mairggability and a good appreciation of
the risks in managing resources. Another commatufe has been the power of
constituencies rooted in non-oil tradeable sectarBotswana, these were the traditional
chiefs and cattle owners; in Chile they includedrge of other resource-based
commodity exporters developed over the years ofdopper prices (see below), in
Malaysia tin and rubber producers were influen#ariculture played a similar strategic
role in Indonesia, because of its importance inasngg rural incomes and social
stability. Similarly, in Norway, fishing and othdecentralized industries supported
cautious spending policies; these interests haga lmportant forces for stability; they
have helped to restrain sharp exchange rate apfimes that would damage the sectors
concerned.

Nigeria’s recent economic reforms offer furtherighgs into the factors that can stimulate
reforms. Contrasting Nigeria and Indonesia, Lef2307) notes the importance of social
divisions, distinct institutional interests and quetitive patronage in preventing
successive Nigerian regimes from providing consisteredible signals to private
investors. This also resulted in the creation diffase, rent-seeking business class. But
dismal economic performance had come in for mogriopular criticism. During the
first democratic government of President Obasanjtal intentions of economic reform
withered in a political quagmire, and the politigalodwill gained by the democratic
government had not proven sufficient to secure ddletf from Nigeria’s creditors,

which was an important objective. There was a gngvzioncern that two democratic
terms might conclude without leaving behind a digant positive legacy. A small team
of able technocrats was installed after Obasamg®&ection, and given strong backing
for an unprecedented program (Okonjo-lweala anddasavaako 2007).

22 pertiamina had been under the management of @mrilissociate of the President, so that its crisis
which required a $1 billion bailout --



Macroeconomic, budgetary and fiscal management vegidly strengthened and due
process mechanisms were instituted to increasestlne for money of public
procurement. Fiscal transparency and accountalibis also promoted, including the
publication of accounts and the disclosure of fis@amsfers made to sub-national
governments. Reform momentum was sustained inwsmvays, including the
development of national and state-level developmtmts (NEEDS and SEEDS). Itis
too ear>I/32/3to forecast the eventual result of tHerras, but fully reversing them will not
be easy.

The Bretton Woods Institutions were conspicuoublyeat from these home-grown
processes, which were designed to emphasize danoggtiership and help develop a
national consensus. To sustain domestic supporéforms, Nigeria resisted creditors’
desires for a formal IMF program. The outcome tha&sdevelopment and first
application of the Policy Support Instrument (P&))support low-income countries that
did not want IMF financial assistance but rather ffund’s seal of endorsement of good
management, to be provided to creditors and donuukilateral development banks and
financial markets.

4b Are resource funds the answer?

Faced with the need to avoid boom-bust cycles amd ®r the future, many countries
have instituted resource funds: Rietveld and Peiig007) identify 23 major funds for
managing sovereign wealth; 14 are owned by oil eep® These funds can vary widely
across many dimensions, including around theiraivie (stabilization or long-term
saving), the rules governing deposits, withdrawaalgd investments, and their degree of
transparency. Funds are neither necessary nacisuffto improve fiscal discipline;
however they have several potential contributiespgecially difficult conditions of low
levels of transparency, weak governance and ineféparliamentary constraints on the
executive.

Funds can increase transparency. Benchmark yialube presented alongside the
returns from fund investments, to help convey tifeciveness of investment
management. Most funds provide public accounts same post full information on the
internet. This can help to underpin wider undewditagn of the spending, savings and
investment decisions of the governm#ht.

Funds can also widen accountability mechanismserlbody “vertical accountability”,
embedded in the reporting arrangements to the nsgile government minister; some
also mandate “horizontal accountability” to a widedience through two mechanisms.
Elected officials independent of the government megive regular reports, and
information on balances, earnings, deposits ankdraivals may be made generally
available. Funds can be designed to share deasaking power among a range of
interest groups independent of the governmentNdrway, for example, although the
administration of the fund is under the Central IBatecisions on transfers must be

% The benchmark oil price, above which tax revermast be saved rather than spent, was recentldrais
from $40 to $53 and then to $59. While this optiesway to spending increases, it is still belowstno
medium-term price projections and less disruptiantshelving the fiscal rule altogether or drandiogvn
reserves.

24 |Lacking such transparency, in Indonesia, checlsbatances proved insufficient to prevent the
reforming autocracy from degenerating into a klepioy as the interest groups surrounding the peasi
narrowed.



approved by parliament, raising the prospect aitsty by (usually strong) opposition
parties; in Sao Tome, civil society representatsiesn the Petroleum Oversight
Committee. In contrast, spending decisions in Khgtan and Azerbaijan are essentially
those of the Presidefit.The funds therefore do not impose major additispanding
constraints in these two countries, which are knéawvitheir strong executive arms.

Funds can engage citizens directly, as the ultiragémts of restraint: Alaska’s
Permanent Fund was designed “to be saved fronatlages of mendacious politicians”
(Cowper 2007). In this respect the fund has besyn successful: politicians have vied
with each other to protect its integrity. Desitsevere fiscal squeeze on state finances
caused by the imprudent abolition of the statenmedax, the popularity of the direct
dividends paid by the Fund to state residentsp 21000 per head, has discouraged
proposals for raiding the savings.

Finally, funds can be identified with particularjettives to create support for saving.
Because of the length of the oil price cycle, efterds set aside to smooth booms and
busts will need to cumulate to substantial levatenetimes to levels greater than GDP.
Sovereign wealth and asset/liability managememices are increasingly used by
resource exporting countries. As in Botswanaptiospect of higher returns on a
transparently managed reserve fund can help jusdifyng and insulate wealth
management from politics, even if the fund is ntibak box” with formal withdrawal
rules. Funds can also be linked to more tangibjeatives to increase public
understanding of the need to save. In Chile, theatilve of paying down public debt was
important in sustaining adherence to the fisca.rlii Norway, the prospect of escalating
pension and health payments to an ageing populatacited to justify the creation of
the petroleum fund in 1980 In countries with youthful populations, funds tbbe set

up to guarantee the future education of all citizésee below).

Nevertheless, resource funds are neither necessasufficient to sustain good
macroeconomic management in volatile mineral ecoesiiDavis et al 2003). When the
institutional environment is weak funds can be sutad, through rule changes,
expropriation, or borrowing against the savingraf tund, as for example in Venezuela
(Eifert et al, 2003). In particular, as shown tregently by the case of Chad (discussed
below), the formal mechanisms of a fund cannot t#uits for the absence of effective
checks and balances in society.

% |n Kazakhstan for example, the management ofilfarw is performed by the National Bank. The
President decides the composition of the Manage@euhcil that oversees the operation of the Bamk an
approves all reports, and also chairs the Couriitice the President has the powers to dismiss othe
members, his decision is binding.

%6 1n 2006 the Government Petroleum Fund changed raemhét is now called the Government Pension
Fund.



4c Can distributing oil rents improve accountability and build human capital?

Since citizens own the oil resouréesvhy not distribute the benefits directly back to
them? As well as improving accountability (throwegitouraging citizens to monitor oil
income and forcing government to rely on normaéten for revenues) this might widen
the opportunity to citizens to invest in human tapgo complement resource wealth,
rather than concentrating access within a smaé.eBut few if any developing exporters
copy the Alaska model of payments made to indiMiditezens on a transparent basis of
oil income or the returns on oil income investe@ ifund.

Many exporters do distribute oil rents to theirzahs, but in indirect ways. The most
prevalent method is to hold down domestic pricegatfoleum derivatives and natural
gas to well below world market levels. The fiscasts can be substantial, on the order of
several percentage points of GDP. Cheap energgigmotend to be regressive,
inefficient and difficult to reverse, at least uispiraling domestic demand (including
demand inflated by smuggling) makes them unsust&rfd  Another indirect way to
pass on rent income to firms and citizens is toelotlie burden of non-oil taxes. This too
does not provide for a transparent linkage betwaemelief and size of rents, but a low-
tax environment could be a useful part of a stgafegimproving the business climate
and encouraging diversification. Sooner or ldtervever, most oil exporting countries
will need to turn to their non-oil tax systems ittaihce spending programs, so that a low-
tax period should be used as an investment to mepadministration, encourage
compliance and broaden the tax base. Few courtiess this path. Least prudent is
perhaps Alaska’s approach of eliminating taxeseratian just lowering rates.

Direct transfers to citizens can be provided throddferent mechanisms. Some Middle
East producers, for example, may offer grants wayweds towards the purchase of
housing; community-based programs may provide amatfay to distribute oil rents
effectively and create a constituency with an eséin their effective management
(Moreen 2007). Community-based programs have beed effectively on a large scale
in Indonesia where INPRES programs absorbed alomesfifth of domestically funded
development spending, providing low-wage rural empient in construction projects.
Similar projects at the village level provided onhaterials, requiring the communities to
contribute unpaid labor. Together these projeaated some 1.5 million person-years of
employment in the early 1980s, equivalent to ali3gsercent of the labor force.

Recent evidence of the positive impact of diremhs$fer programs suggest that more
attention should be given to this approach. Froeir piloting in Mexico’sProgresa
program and Brazil'8olsa Familiar conditional cash transfer schemes have increased
their prominence; they are now being implementeat ileast 14 developing countries
and, most recently, in New York City. They provigggyments to poor families
conditional on specified child behavior, such dsrating school or receiving essential

27 At least that part of the resources that are notenl by foreign companies. For further discussiee,
Stiglitz 2006.

% n March 2005 Indonesia instituted the first ftiek increase in 14 months for gasoline and diesel,
through the cost of kerosene, a socially sensitdramodity, was kept at only one third of the cdst o
production. In the previous year fuel subsidied mounted to almost $7 billion and were clearly
unsustainable. Demand growth was 15 percent @ar ggen as total fuel production slowed to 1 iilli
barrels per day.



health services, including vaccinations. While didcomes of these transfer systems can
vary depending on their design and country conaii@ngoing impact evaluations
suggest that they can be an effective way to wabeess to a range of services,
especially for countries with limited capacity telidger such services in traditional “top-
down” ways. In addition, careful evaluation of soomconditional programs, such as
South Africa’s Child Support Grant (CSG), suggéisés if appropriately targeted they

too can have a positive imp&ct.

Whether such programs are effective however, amdhat level of decentralization, will
depend on institutional conditions. Since trarsfend to shade into entitlements over
time and household and sub-national budgets faea difficulties in adjusting to very
large income shocks, stabilizing public spendirgnse essential. Programs need to
embody design elements that reduce the prospeeipddire by local elites (Platteau
2004). These can include transparent reportingllocations made and received,
monitoring the uses of funds, or allocating sons®ueces to traditionally less powerful
groups, such as woméh.New technology, including biometric informatioysgems,
could also be used by some exporters to implemansfier programs more efficiently to
distribute part of the oil rents to citizefs. The distribution of oil rents to citizens and
communities will not provide a panacea to all @& groblems plaguing oil countries.
However, direct or community-level distribution ¢die useful in reducing the buildup
of large ineffective central programs widening asct resources and building human
capital; if transparently linked to revenues, thegy also help build a constituency for
good management.

29 The CSG is targeted to “follow the child” and iseesed almost exclusively by women, as the primary
caregivers. The projected gain in lifetime earsinfithe children receiving the grant significargkceed
the costs (Aguero, Carter and Woolard, 2007). Swobrams could be carefully considered by cash-ric
oil exporting countries with widespread poverty anddest capacity to implement conventional programs
30 Transparent transfer programs can also be a clisieaf way of overcoming systemic leakage of funds
in service delivery. For example, in Uganda tragléarveys made in 1996 showed that local bureaicrat
were capturing 80% of non-wage education spendifter an information campaign, both nationally and
at the district and school level, a repeat surveysd that schools now received over 90 percetitenf
allocations. This remarkable improvement was agdehrough government’s efforts to disseminate
information both through the media and systemadyids} posting public spending information at sctsool
gReinikka 2003).

! Many countries are currently implementing or plawgnio adopt biometric documentation, including
identity cards and passports, for security andrathesons. South Africa has implemented the world’s
largest biometric identification system, the Homféalks National Identity System (HANIS), covering
some 43 million citizens. In addition to aiding tirght against crime, systems of this type can $eduo
target transfer programs more effectively. Bionedattentification raises a number of problematiuiss,
including privacy and the intrusiveness and acouodid¢he systems used to record biometric infororati
Corporate Watch, 2006, notes that the most relifabdger-print systems currently in use have an sacy
of “only” 96.8 percent. While this may not be sciént for certain applications, it would seem ® b
adequate to determine eligibility for a range ahsfer programs and superior to other systemsadolail



4d Can external constraints be effective?

While leadership must come from within, the extégiabal framework for good
governance can make the task easier or more diffithis framework, still embryonic in
many areas, includes programs to develop normei@nue transparency such as the
Extractive Industries Transparency Initiative (Bl&hd Publish What You Pay (PWYP),
anti-money-laundering legislation, anti-corruptimnventions (including the African
Union convention) and approaches to combat higatlearruption such as the Stolen
Assets Recovery Initiative (StARALt least 51 countries are using an EITI template f
increasing transparency within their extractivet@ec

“Soft pressure” from such a framework can be uselfiuiNigeria for example,
international benchmarks were invoked to motivaterms. Comparisons showed how
far Nigeria—proud to be Africa’s most populous ctbya was lagging behind; for
example, even combined, its many small banks wesdler than the fourth-largest bank
in South Africa. International initiatives, notglthe EITI where Nigeria became the
leading country, also played a reinforcing role pogviding standards to endorse
governance reforms, and a forum for the recogniioNigeria’s progress in improving
transparency. Karl 2007 notes some other part@iesses, including encouraging
greater transparency in Angofa.

“Hard pressure” or direct conditionality may be mndiifficult to sustain. Chad’s
Petroleum Revenue Management Program, an agree&tkrhe World Bank, stipulated
that 76.5 percent of direct petroleum revenuesalt®s and dividends) would be
earmarked for priority sectors and for communitygyrams in the oil producing region.
Ten percent would be set aside in a reserve furdlitee rest be available for the general
budget. It also created a civil society oversigidy, theCollege de Contro{CCRSP).

The agreement was interrupted in January 200@viatlg the passage of legislation that
departed from the agreement. This breach of cainiiiggered a freeze on the movement
of certain of Chad’s oil revenues in its Citibargcew account. In July a memorandum
of understanding between the World Bank and Chathexb the way to a modified
program. While increasing the proportion of revesto the general budget to 30 percent
and widening the range of eligible sectors forrémaaining spending, the scope of
agreement was extended to include indirect oilmaes (taxes), and it also provided for
the strengthening of the College oversight mecimanishis proposal failed too. In
September 2008 the Bank withdrew from the pipedigeeement and Chad fully pre-paid
the loan, from revenues swollen by high oil prices.

The experience of Chad, and also of East Timor /haroutwardly tranquil period was
shattered by violence after April 2006, indicatesvHdifficult it is to foresee conditions
when negotiating such arrangements, and also taisukem when domestic checks and
balances are very weak in the producing countryl@&and Winters (2007) argue that
once oil begins to flow, bargaining power shiftshte host government and that, in the
case of Chad, several other developments furthemgthened the government’s hand.
These included unexpected security concerns asedaiath Darfur, growing interest in

32 For further discussion, and an overview of thehdmg framework of global checks and balances,
including anti-corruption conventions, the Extraetindustries Transparency Initiative and effoots t
recover stolen assets see World Bank 2006, Karf 2@&nchmarking approaches in general are becoming
more widespread, for example, the use ofbag Businessatings to spur reforms.



African oil by other countries, including China,dathe desire of all parties not to see
Chad become another failed state in a precarigismre The structuring of any further
“pre-oil” agreements if producing countries showlimgness to consider them, will
therefore need to strike a balance between commitarel flexibility, to take into
account the possibility of turbulent political catnahs and likely changes in oil markets
and some government priorities, as well as the ghgrpower balance after oil begins to
flow. The combination of these requirements islleotaer.

4e Can countries diversify despite resource wealth?

“Sowing the oil” has been an objective for manyorese-rich mineral countries but only
some have succeeded in diversifying their econantie®n in well-managed countries,
appreciating real exchange rates can pull factbpsazluction away from other export
sectors; closing off the flow of imports will ontgsult in higher prices for all domestic
goods and services and less competitive conditi@mam-bust cycles compound the
problem by increasing price risk and further digeging investments in other export
sectors® Diversification therefore requires a combinatidrihree policies—a
reasonable level of macroeconomic stability, aogeably open trade policy, and the
active use of resource rents to increase the ptivityof other exportable sectors and
reduce their production costs, whether by fundirftastructure, temporary subsidies or
other methods.

Only a few developing resource exporters have kaeoessful in this area. Coxhead
(2007) reviews the performance of developing caestwith a primary exports share of
60 percent or more of merchandise exports in 1%ile of the countries that were more
resource-dependent than the mean — Malaysia, Hdai2hile, Indonesia and Sri
Lanka—sustained high growth rates, at around 3.8fpad over 1975-2001; all these
have diversified towards manufactures or, as ileCim widened their range of
resource-based exports to include new and morastmatted products. In other cases,
resource-rich countries seem to have been slowdivéosify. Auty (1990) found that
industries tended to be more heavily protecte@gource rich countries, and that they
take longer to mature and “grow up"”.

Malaysia was fortunate in its rather diversifiedaerce endowment, with rubber and tin,
as well as forest products, which preceded oilkg®r staples. It sustained a high and
relatively stable savings rate, and implemented B&velopment and replanting schemes
to expand and modernize the production of rubbdrpatm oil, as well as heavy
investment in technology and infrastructure, esglgcenergy, communications and
transport. Although Malaysia did start out on atectionist path in the 1960s, it
maintained a relatively open trade regime, with dstic investments aimed at reducing
production costs and increasing competitivenedsle ©ffers several other examples of
successful active public roles in helping to depédlre salmon and wine industries,
including encouraging technical development angtdin, disseminating information
on standards, providing infrastructure and infoioratind coordinating numerous small

% Hausmann and Rigobén 2003.

34 A particular risk for large “mega-project” investnits is the conflict of interest that can arise whe
private partner with a small equity stake in a édygublic project is also a major contractor gpier.
Profits from cost overruns can then more than corsgie for equity losses. This creates incentiges f
over-optimistic feasibility studies and for downyitag the risks, with potentially huge losses fag th
government (Gelb 1988).



producers (Benavente, 2006 and Katz, 2006). Bbthese cases involved developing
long-term public-private partnerships such as thiogelving CORFO and Fundacion
Chile to help producers achieve critical mass aphbilities. Indonesia offers an
interesting example of a low-income country’s edo use its hydrocarbon resources to
support agriculture. Good luck played a part is Huccess, which would not have been
possible without the development of disease-redistad high-yield rice varieties. But
their diffusion would not have been possible withihie unusually broad-based
development policies followed by the government|uding the use of oil income to
develop natural gas resources, both for exporapad and as an input to fertilizer
production. Fertilizer was then distributed atsdized prices, greatly boosting yields.
In addition, measures were taken to prevent thleesednange rate from moving too far
out of line, so limiting the adverse impact on aeglture and other non-oil traded sectors,
and encouraging diverse exports.

Do such examples have lessons for other resowhesountries? Clearly, the potential
for diversification is affected by many factorsgluding the resource base, the capacities
of the population and the quality of governancen8a@ountries, such as Botswana, score
highly in many dimensions, but face particular gapdical, ecological and skill
constraints that make competitive diversificatidgfficllt to achieve® Yet many

countries do have diverse resource bases and a ohpgtential alternatives. The
examples above suggest that diversification igmpbssible.

V Conclusion and Policy Lessons

Poppies cannot be blamed for heroin addiction.tigeican natural resources be blamed
for the resource curse; the question is wheth@ures-exporting countries have the
capabilities and institutions to effectively mandmgh levels of resource wealth or
resource dependence. While some countries magthage attributes, many others do
not, and these are typically the poorer ones. olfservation that rich countries tend to
have more absolute resource wealth per head tharcpantries may be true, but it does
not solve the problem.

Country heterogeneity is key to understanding éseurce curse. Studies suggest that it
is more likely to be felt by countries with low k¢ of human capital and institutional
capital, two factors that complement natural resewapital in determining development
outcomes. Country trajectories are probably pateddent: those starting out from a
strong foundation will be more likely to benefibfn resource wealth than those with
weak initial conditions. But in looking across oies it is also necessary to allow for
two-way causality, from high resource dependenaedak institutions and vice versa:
some countries are specialized in resource-intersaetors because low levels of human
capital and poor governance make other activittggaductive. Either causal chain can
lead to associations between resource dependewkenfidiversification, volatility and
poor performance.

Turning to the case of oil, exporting countrieséagvown more slowly than other
countries and their development indicators, sudnfast mortality, also lag those in

% Despite a generally good investment climate, Batsais industrial sector appears to be less corygetit
than those of other middle income countries W8dahk 2007.



other developing countries at comparable incomel$evThey have suffered from
dramatic “boom-bust” cycles that coincide with ciiwehs in the oil market. The paper
focuses on two possible channels by which oil viregdin reduce performance: poor
governance and extreme macroeconomic volatility.

Estimates suggest a massive governance deficéveldping oil exporting countries, one
that is not dependent on any one region. Theitlefittends across various dimensions of
governance including those relating to state cdipght is not confined to weak public
accountability. The shortfall in the average gtowt oil exporters behind that of other
countries over the period 1982-2006 is well ex@diby a simple equation relating
growth over this period to governance measuresafm 1982. This does not, of
course, imply that oil wealth causes poor goveraaridowever, even though the
relationship between governance and growth is obioigs, it does suggest that the
governance deficit is an important part of the gtostory.

Oil dependence exposes exporting economies to engriavels of uncertainty and
potentially to extreme macroeconomic instabilior many producers the difference
between recent high and low oil price scenariasstedes into export revenue differences
of 50 percent of GDP or more. Previous studie®ltlncumented the costs, in particular
of over-optimistic spending during the boom phafsine cycle, and especially when this
reinforced by pro-cyclical access to credit. Thesjion raised here is how much
exporters should save in the current situation whiee length of the price boom is so
uncertain. A simple stylized model incorporatifgarption constraints and
macroeconomic adjustment costs confirms the beneffitaution: even with a 50-50
chance that high prices will continue, the stylipedntry should save at least half of the
revenues it receives over the first several yehtiseoboom.

Spending decisions are political however. Govemmseay be myopic but if that is the
only problem they will need to be very myopic indeée cause much harm; moderate
discounting does not shift the spending decisioohmecause of the very high costs
incurred in the post-boom period when boom-timedgenis excessive. Worse is when
decision-makers do not factor in absorption comsisgpossibly because they value
spending for corruption opportunities rather thiiaativeness) or macroeconomic
adjustment costs. This combination can induce migeroeconomic cycles and is fatal
for welfare. Developing an informed consensus enaibportunities and the risks is
therefore essential. Even with an engaged govearrties difficulty will be how to do
this without creating euphoric expectations of emaus immediate income gains.
Transparency will be critical for reaching broashsensus on policies, including the need
to assure citizens that savings made when priagsidrents are high are not going to be
stolen.

Path dependence raises the difficult question of tuoaddress the political and
institutional causes of the resource curse in g@sstarting off with weak institutions.
The experience of countries with strong initialémssuch as Norway or Botswana,
cannot be replicated by countries with very différastitutions. The problem is
particularly complex because success requires dioaton of accountability to the
population at large and strong technical capapdyticularly to manage volatility over
long-term cycles. Political competition withoutastg institutions will tend to be
subverted by rent-seeking but, as in Indonesiay eaveformist autocratic regime with a
strong management team is likely to be subvertederend.



Windows of opportunity to put in place effective chanisms for managing oil income
may exist while oil rents are being anticipatedinaSao Tome, or after oil begins to

flow. Three cases, Chile, Indonesia and Malaysiggest some common elements in
success: a shared concern to preserve stabititg@w rapidly, an effective technocracy
that engages closely with leaders and electediaficand influential non-oil export
sectors conscious of the dangers posed by unrestraioom spending. All these
countries offer lessons in diversifying exports gfram a dominant resource. Nigeria
offers more recent experience of how a window gfaspunity to improve governance
and economic management in an oil-dependent coaatrypossibly be locked in for the
longer-run, though it is too early to predict tbag-run outcome of its reforms.

Resource funds are sometimes suggested as on® \wagrove accountability and
stabilize spending. They can increase transparandyink savings to specified goals to
increase support for fiscal caution; they can akslp to widen checks and balances,
whether through requiring parliamentary super-mags for changes or horizontal
accountability mechanisms to engage extra-parligangronstituencies. Although they
can offer distinct advantages, funds and formagsare neither necessary nor sufficient.
They can supplement other mechanisms of domestauatability, but cannot substitute
in cases where accountability is very weak.

Transferring resource rents to citizens has beggesied as another way to create
incentives for accountability, including througlguéring government to be dependent on
non-oil taxes. While many governments do trangéet of the rent to citizens, this is
usually through indirect and inefficient mechanisespecially energy subsidies or
inefficient domestic tax systems: an inferior aitgive to investing in effective domestic
taxation while rates can be held low. Few govemisibave ventured towards the
Alaska model of transparent dividend paymentstinesis.

This seems to be an under-exploited opportunitye@ally if combined with recent
improvements in the structure of transfer syste@esditional cash transfer programs,

for example, could reduce pressure for the builofupuge, ineffective, centralized
programs, help build a sense of ownership amongitizenry that would encourage
greater public scrutiny of the use of oil fundsg @atso widen opportunities to create
human capital to complement natural resource wed#aw approaches towards
transfers, including those based on biometric ifleation, should have considerable
appeal for cash-rich resource exporters. Combitliege considerations, a resource fund
designed to guarantee transfer payments to youizgres to finance their education

might have political appeal in some countries watpidly growing populations.

Finally, can external pressure force good goveraamcoil exporters? The evidence
suggests that this is unlikely. “Soft pressured denchmarking to codes of conduct and
transparency may help to create awareness andupedes better governance. Global
and regional frameworks for good governance alleestibryonic--for example, despite
some successes it is still very difficult to recoNicit funds deposited abroad by corrupt
leaders. Pressure is unlikely to prove decigivany particular case; yet the campaign
for transparency can point to some achievements.

As shown by the case of Chad “hard pressure” areat conditionality faces severe
limits in dealing with oil exporters. Sanctiong aveakest just when they are most



needed, at the height of the oil price boom. Ageanents need to anticipate shifts in the
balance of bargaining power when prices incred#avertheless, it might be possible to
build in some strong sanctions into the rules gowey withdrawals from an offshore
fund. For example, rules could include provisitm&reeze withdrawals in the event of a
coup. Oversight bodies could include external imers, at least for a fixed term,
without compromising long-term sovereignty. Onestesfrom Chad is that oversight
bodies should not depend on funding from the gawents they are charged with
monitoring. It may be over-ambitious to expecttsagreements to directly reform
governance in a profound way. A more modest goghtbe to ensure that at least a
part of oil income is used for developmental pugssn ways that help create interests
which one day will be able to provide stronger detitechecks and balances.

It is important that external efforts are not sealy as those of NGOs, some rich-country
governments and development agencies. Efforts toeleel made to gain buy-in from
important new players, including India, China, etheddle income countries and

regional bodies in which producing countries pgvtte. For African oil producers, the
African Union could play an active role, pressuraugintries to ratify its Anti-Corruption
Convention, creating a supra-national disputeeattht body, and stressing that heads of
state are accountable, in addition to other puifficials.®

Where does this leave us? At a technical lelael problems of managing natural
resource wealth are better understood than beftteknow more about the importance
of complementing natural resource capital with haraad institutional capital. Country
experiences provide useful insights into how thious political and management
challenges might be approached within differertirsgs. Countries with high human
capital and strong institutions can expect to béfreim natural resources. It is those
exporters that start off with a reasonable baselfrfeiman capital and institutional
endowments which can be expected to benefit the fraoa the cases and lessons
described in this paper. But these may be of ltdkp in the most difficult cases: here,
we are still woefully short of solutions.
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