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Introduction

Countries with natural resource wealth can be blessed or cursed: if used well, these
resources can create long-term economic growth and development; if used poorly, they

can cause conflict, economic instability and a deterioration of human development.

In practice, oil, gas and mineral resources have had a perverse effect on many resource-
rich nations. Instead of contributing to poverty alleviation and economic growth,

resource revenues often lead to large-scale corruption, less development, and wars.

In the absence of strong government institu tions that are transparent and accountable
to citizens, resource revenues are often managed ineffectively. Large and unregulated
inflows of funds to government can create incentives for those in power to corrupt, and
policy makers are easily tempted to provide short-term solutions to long-term social and
economic problems. The relationship between citizens and governments is undermined
as the government depends less on revenues from taxes and non-extractive sectors. In
order for natural resources to be used effectively and for development purposes, more
accountable and transparent mechanisms must be adopted and supported by a wide
range of stakeholders such as governments, multinational corporations, legislative

bodies, political parties, civil society organizations and the media.

Current efforts to increase transparency and accountability in natural resource
management mainly emphasize the roles of the government and civil society
organizations. Much less attention has been paid to the potential contributio n of
legislators. The three core functions of Parliament -representing constituent interests,
legislating, and overseeing the executive branchi -are crucial along the entire extractive
industries value chain. Legislators are responsible for ensuring that po licy and regulatory
frameworks regarding extractive industries benefit the population, and they can make

sure that government agencies appropriately allocate and account for revenues.



The National Democratic Institute (2007) has identified that legislators often face
constraints in fulfilling their roles and responsibilities, including weak individual and
institutional capacity, little independence from more powerful executives and ruling
political parties, and limited political will. Because of capacity onstraints, and a lack of
strong analytical backgrounds, high quality policy analysis is sometimes difficult. NDI
finds that faced with proposals from well-informed or connected executive branch
agencies or officials, legislators often lack both the inform ation and the confidence to
influence legislation, policy or management of the extractive industries. Legislators often
operate in a system with weak institutional checks and balances and low levels of

accountability.

Natural resources should be exploited to help a country reach its social and economic
goals. The exploitation should not take place as a goal in itself. In practice, t his means
the country has to have a clear vision of where and what it wants to be in the future,

and how the resource sector can contribute to this. Natural resource rents should be
used to serve the benefit of all ci t itarme

development goals (The Natural Resource Charter, 2009).

It is a huge challenge to turn natural resource wealt h into a blessing and make the
sector contribute to sustainable development. Policy makers have many choices to
make, from the speed of the extraction path, ways to deal with the volatility and

uncertainty of revenues, prevention of environmental damage, to avoiding social
conflict. Decisions with inter-generational consequences have to be made in great
uncertainty. Luckily there are several practical guiding principles that can help boost
transparency, accountability and social and economic development in a resource-rich

setting.

This course will explain the elements of the resource curse, what measures can be taken
to combat it, and how parliamentarians can play an important role in doing so. The
course will address the link between extractive industries and economic and financial

management, revenues, expenditures and the budget, environmental and sustainable

ns
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development, poverty reduction and community development, including transparency

and accountability mechanisms.

At the end of this course participants will be able to identify strengths and weaknesses
in governmentdés extractive industries policy an
sector more developmentally oriented. By reviewing good practices in the extractive
industries sector, participants will be able to better understand and analyze the costs
and benefits of mining policy outcomes, their effect on stability, growth and on the
budget. Participants will know how to enhance benefits and mitigate the risks related to
the extractive industries sector, and can therefore oversee the executive more
effectively. Participants can have a more informed debate about extractive industries
issues. Participants will know how to enhance transparency and accountability related to
the use of revenue and licensing, and they will know how to effectively participate in the
Extractive Industries Transparency Initiative (EITI) . Vertical accountability mechanisms
will be strengthened, as legislators will know how to disseminate information and open

proceedings for dialogue and debate.

Unit 1 of this course will give an introduction to the extractive industries sector and the
resource curse. It will also describe how Parliament can relate to the sector. In Unit 2
we will discuss which institutions will contribute to counter the resource curse. Unit 3 will
describe the importance of sound economic policy and planning, including the four
stages of the budget cycle and medium term frameworks. Unit 4 will describe the first
stage of the resource chain: the decision to extract. Unit 5 covers the contracting stage,
followed by Unit 6 (revenue collection) and Unit 7 (revenue management and

sustainable development)

Each Unit will list learning objectives and review questions can be found at the end of

each unit. Throughout, words will be underlined that appear in the Glossary on page 96.



Unit 1: Introduction to Extractive Industries - The

Resource Curse Revealed

Learning Objectives

What is the Resource Curs __e?

After studying this unit, you should be able to:

Be able to explain what the 6resource d
Be able to explain the mechanisms of the resource curse
Be able to tell whether or not your country is suffering from the resource curse

Know what 6Dutch Diseased is

= =4 4 A -

Be able to link the three functions of parliament to the extractive industries sector

Introduction and Overview

This Unit will give an introduction to the resource curse and the extractive industries
sector. It will describe the resource curse and the mechanisms behind it. The Unit
outlines how conflict and war are related to extractive industries, and how trade
openness and democracy are linked to the oil and mining sector. It will give a short
description of how commodity prices can affect government finances and how economic
diversification is related to the extractive industries sector. The Unit will then sketch how
the institution of parliament can use its constitutional rights to influ ence the resource

curse.



The Symptoms of the Resource Curse

Extractive Industries refer to the industry or sector that involves (non -regenerative)
natural resources, such as minerals, oil and gas. Extractive industries can contribute
significantytoacount ry6s economic devel opment and often
for foreign direct investment and private sector development. They generate
government revenues, foreign exchange earnings, and employment. If managed well,
revenues from oil, gas and mining could stimulate economic growth and social

development.

However, many resource-rich countries are currently near the bottom of international
human development indicator rankings and perform worse than resource-poor countries
in economic, social, and environmental development and governance. This is what we

c al | resodrce cutsd .

High levels of corruption are associated with extractive industries, as well as conflict and
war (see Table 1 for an overview of civil wars linked to resource wealth). Natural
resourced e x t rinareasei cloances of civil conflicts through weakening of the state.
The negative spiral of corruption, crime and war significantly hinders economic growth.
Economies that are significantly dependent on oil and mineral wealth often have
authoritarian rather than demaocratic forms of governance, and weak legal or regulatory

frameworks. See for example figures 1 and 2. Figure 1 suggests that rule of law and the
ration of natural resource exports (or natural capital) to national inc ome (GNI) are highly
negatively correlated. This means that on average, if natural resource exports in a
country are high, the rule of law is likely to be of relatively bad quality. The reverse is

also true: if natural resource wealth in a country is low, then the quality of the rule of
law tends to be better. Figure 2 shows a strong correlation between expropriation
risk/corruption and natural capita. This suggests that natural resources have an adverse

effect on income per capital through a worsening of i nstitutional quality.

Resource rich countries have little international trade, few incentives for the

development of capital, a weak connection between the natural resource and other



sectors of the economy, and limited economic diversification into competitive
manufacturing industries. They also have very low investment rates, and low saving
rates. Other economic symptoms of the curse are a decline in the competitiveness of
non-resource economic sectors, macroeconomic vulnerability to fluctuations in world
commodity prices and deteriorating government finances because of excessive

government borrowing during éboombdé year s.

Figure 1: Correlation between Rule of Law and Natural Resource Exports
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Figure 2: Corruption/Expropriation Risk and
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Table 2.1 Civil Wars Linked to Resource Wealth, 1990-2002

Country Duration Resources

Afghanistan 1978-2001 Gems, opium

Angola 1975--20022 Oil, diamonds

Angola {Cabinda) 1973- Qil

Cambodia 1978-97 Timber, gems

Colombia 1984~ Qil, gold, coca

Congo, Rep. of 1997 0il

Congo, Dem. Rep. of 1996-97, 1998~ Copper, coltan, diamonds,
gold, cobals

Indonesia (Acehj 1975- Narural gas

Indonesia (West Papua) 1969 Copper, gold

Liberia 1989-96 Timber, diamonds, iron,

palm oil, cocoa, coffee,
marijuana, rubber, gold

Morocco 1975- Phosphates, oil

Myanmar 1949... Timber, tin, gems, opium

Papua New Guinea 1988~ Copper, gold

Peru 1980-95 Coca

Sierra Leone 19912000 Diamonds

Sudan 1983- il
Source: M. The RiNatusal R@&source Curse: How Wealth Can Make You Poar

(in Natural Resources and Violent Conflict: Options and Actions, lan Bannon and Paul Collier eds., World

Bank, 2003)

The Mechanisms behindt he Resource Curse

The mechanisms at work behind the resource curse are both economic and political,
with multiple causal factors. These factors can be broken down into four mechanisms:

fiThe Dutch diseased (see Box 1); economic diversification and fiscal discipline;

centralized political economy models; and rent-seeking models.

1. Centralized political economy/Political elite

Although part of the explanation for the resource curse is purely economic, the key
issues are institutional and political as well. Centralized political econony models focus
on the political elite. They assume that the presence of natural resources increases the
value of staying in power and increases the likelihood that others will challenge the
government for power. This can result in those in power spending more resources to

keep their power (for instance through patronage) .

12
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Significant capital investments are required to extract or devel op natural resources and
only the political elite have the authority to grant access to those r esources Because all

this power is in the hands of a few, it can create opportunities for corruption.

In the absence of transparency and mechanism for accountability, resource profits are
easily used by the political elite to consolidate power through corruption and patronage.
The resource profits provide opportunities for rebels and can finance conflict, motivated

by the desire to capture the rents and power .

Resource wealth has an adverse effect on institutions, since excessive resource
revenues are an easy way for the government to avoid accountability and resist
institutional reforms. It is in the interest of political elites to block technological and

institutional improvements, since it might result in a weakening of their power. Resource
monies are often used by politicians to bribe voters by offering them well paid, but

unproductive jobs in the public sector, or inefficient subsidies and tax cuts. In the
absence of a wellfunctioning tax system, relationships between governments and

citizens are undermined.

Over time, political elites become increasingly dependent on resource revenues and
patronage systems to maintain their authority. Other sources of revenue and the
relationship between government and citizens are neglected by the political elite and

seen as unimportant.

2. Dutch Disease

The Dutch Disease refers to the crowding out of the manufacturing and agricultural
sectors of the economy by the extractive sector. This is caused by two factors: a sudden
increase in the income from natural re source exports causesan appreciation in the real
exchange rate, which makes non-natural resource export products uncompetitive on the
international market. This then leads to a collapse of the domestic non-natural resource
export sector. The second factor for the Dutch Disease is the shift away from the non-

resource export sector to the booming natural resource sector, causing the non-resource

13



sector to shrink. Thus, natural resources revenues can lead to neglecting and crowding
out of potentially dynamic non-resource sectors that can make a difference for economic

development and employment creation.

3. Economic diversification/Fiscal discipline

Resourcerich countries often rely solely on the export revenues of their natural
resources. More than half of the developing countries still have commodity export
dependence of over 70 percent (see Figure 4). Among the least developed countries,
commodities consist of over 75 percent of exports. Viewed by region, Africa, Latin

America and the Caribbean, and the Middle East and North Africa are most dependent.

Commodity prices go through huge swings, and resource-dependent countries
experience more frequent and more aggregate shocks and fluctuations. Volatile and
unpredictable commodity prices imply volatile natural resource revenues, and during a
resource boom the temptation exists to act in a short -sighted fashion and spend or

borrow too much.

One way to reduce the dependence of governments on resource revenues is to help
them to diversify economically. States with more diverse export products are better
protected against international market fluctuations like oil and minerals prices and are
therefore less prone to the resource curse. For oil and minerals exporters, an option for
diversification is to develop downstream industries, which can process and add value to
raw materials that have just come out of the ground. Many downstream enterprises use

large numbers of low-wage workers and thus offer special opportunities to the poor.

When fiscal discipline and checks and balances are absent, governments often fall prey
to unsustainable budgetary policies, thinking their resource income will last forever.
Increases in budget expenditures lead to debt, deficits and rising inflation that
undermine longer term development priorities. Policy makers embark on unsustainable
social programs, and have high levels of public consumption, combined with low levels
of national savings and investment, which leads to a slowdown in long -term growth. The

natural resource curse is particularly severe for economic performance in countries with

14



a low degree of trade openness (Arezki and van der Ploeg, 2007). Adopting policies

directed toward more trade openness can thus soften the impact of the resource curse.

15



Figure 3: Developing countries commodity exports share in % in 2003 -2007
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Source: Worl d Bank (2010) #ANatural Resources and Devel opn
PREM note, number 147

4. Rent -seeking models

Rent seeking is cutting you a bigger slice of the cake rather than making the cake
bigger, or trying to make more money without improved productivity. This can manifest
itself in many different ways. It is the process by which an individual, organization, or
firm seeks to profit by manipulating the economic environment, rather than improving
and expanding economic activity. Often times rent-seeking behavior is considered
corrupt because it implies that money, or potential earnings, are reallocated in a manner
that is not beneficial to or approved by all stakeholders. Whether legal or illegal, as they
do not create any value, rent-seeking activities can impose large costs on an economy.
In a country with high resource rents people choose to become rent -seekers. This
diverts talent away from productive entrepreneurship, and in the long run the economy

is worse off.
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Box 1
Early Warning Indicators

/s your country suffering from the resource curse?

Is there a centralized political economy/political elite?

Those in power spend more resources to keep their power
Ranking on corruption indexes is high

Low accountability relationship between government and citizens
High level and/or increase in untargeted social transfers

No institutional modernization

High level and/or increase in public sector wages and/or minimum
wage

Are there signs of the Dutch Disease?

f
f
f
f

Currency appreciation
Decrease of exports
Decrease of local production
Increase foreign imports

Is there Economic diversification / Fiscal discipline?

il

High level of and/or increase in the extractive industries as
percentage of export

High level of and/or increase in the extractive industries as
percentage of GDP

Economy is extremely vulnerable to fluctuations in commodity prices
High level of and/or increase in public spending

Low level of and/or decrease in public saving

Government doesndt respect [ aws
High level of anad/or increase in government debt

High level of and/or increase in government deficit

Is there Decentralized political economy / Rent seeking?

1

f
f
f
f

Lowrankingand/ or decrease in nAdoing
Low level of / decrease in level of foreign direct investment

Increase in number of businesses

Increase in number of lobbyists

Competitive extractive industries effective tax rates?

17



Parliament and the Resource Curse

The resource curse can be avoided with the right institutions and policies. Research
shows that a democracy in combination with strong checks and balances can overcome
the resource curse (A. Wiig, 2008). Vertical accountability mechanisms and transparency
are needed to control corruption and patronage. Electoral competition also significantly
reduces some of the negative political aspects of the curse. In reality, resource-rich

countries are more likely to be autocratic.

Research shows that resourcerich countries with a parliamentary democracy perform
better economically and sociallythan countries with a presidential democracy (R. Torvik,
2009). The institution of parliament can use its constitutional rights to influence and

counter the resource curse. A legislature effectively carrying out its three core functions
T oversight, representation and lawmaking i is critical to the success of natural resource
management. The theory of the mechanisms responsible for the resource curse and

their management can be linked to functions of parliament as shown in Figure 1 below.

Figure 4. Parliament and the  Resource Curse

RESOURCE CURSE

DUTCH DISEASE TRADE DECENTRALSED CENTRALISED
OPENNESS PE BE
# . OVERSIGHT, . \
PARLIAMEMTARY INFLUENCE THROUGH OVERSIGHT, { REPRESENTATION
LEGISLATION, AND THE BUDGET PROCESS ',_ vE :|

“. ACCOUNTABILTY

Parliament holds the @ower of the purse (see Box 2 on the next page) with respect to
the review and passing of annual country budgets. Given the need to link extractive

industries profits to the national budget and national revenues and expenditures, an

18



understanding of natural resources linkages to the national budget process is hecessary
for development of national strategies. Using its influence on the budget process and
medium and long term economic strategies, parliament can guide economic policy

towards countering Dutch Disease, economic diversification, and trade openness.

BOX 2
The Power of the Purse

Parliaments have historically struggled for a role in the budget process.
The House of Commons was at the fo
pursed; parliamentary involvement
matters.

AThe finance of t he c oedwiththelibartiesoli | t
the countryé [|f the House of Commd
of the control of the grants of public money, depend upon it, your very
liberty will be worth very little in comparison. That powerful leverage has
been what is commonly known as the power of the purse i the control of
the House of Commons over publ i c €

William Ewart Gladstone, 1891

Parliaments Oversight Function & Extractive Industries

Parliamentary oversight refers to checks on the implementation of the law by the
executive. One of the main functions of parliament is its work in scrutinizing the
operations of the executive, that is, exercising the oversight of the implementation of
the law from the angle of performance and accountability and, especially, the use of the
finances granted to the executive for its work. Perhaps most important for natural
resources management, parliament is a key institution of accountability: through their
oversight function parliaments and their committees can investigate natural resource-
related issues. They can engage in the monitoring and evaluation of government
policies, thereby reducing possibilities for patronage and other forms of corruption.

Legislatures are mandated to scrutinize government activities, and their task is to make

19



sure that programs are implemented effectively and legally, and funds are accounted for
properly. By effectively using oversight tools such as the question period, conducting
public hearings, and inviting people to testify before committees, legislators can help to

make sure that the extractive sector is managed well.

Parliaments Legislative Function & Extractive Industries

Through its /egis/ative function, parliament is responsible for reviewing bills and enacting
legislation and regulation needed for effective natural resources management and
reform. It can adopt strategies and laws to open up trade and encourage or create
incentives for private sector development. Also, several countries have run into legal
obstacles for El implementation, tax competition, freedom of information and contract
transparency, and a revision to the laws has been required (NDI, 2007). Legislators can
ensure these laws are changed. In addition, some countries have strengthened the

Extractive Industries Transparency Initiative (EITI) by turning it into law.

Regulatory frameworks regarding the management of natural resources are often
spread across different pieces of legislation and government policies (NDI, 2007).
Usually constitutions state that natural resources belong to the people but the
government is granted the authority to manage the resources on behalf of its citizens.
Mining or oil codes specify procedures and rules for granting concessions, conditions for
exploitation, royalties, and taxes. Corporate tax structures and laws regarding
employment and the environment have implications for extractive industry management
as well. Through their lawmaking functions, legislators can support the passage of these
regulations in order to create an enabling environment for sustainable and accountable
management of extractive industries. Moreover, given the multidisciplinary nature of the
sector, a close coordination among different government entities is necessary to avoid

regulatory gaps. Parliament can oversee this.

20



Parlia ments Representative Function & Extractive Industries

Through its representative function parliament can make sure the voices, preferences
and i nterests of the public ar e hear d,
outreach to their constituents in general and on natural resources management in
particular is relevant in this context. Parliament can ensure effective public participation
in the political process. Where the legislator represents constituents that have extractive
industries resources there is a direct interest. Parliaments are uniquely positioned to
understand and monitor the effects of extractive industries on the citizens and act as a
bridge among the government, private sector and civil society. Through public hearings,
interviews with the media, constituent outreach, and other methods, legislators can
build public awareness about extractive industries and the problems it identifies.
Parliaments provide the potential to serve as a forum for multiparty consensus on

extractive industrie spdlicies, and thus for countrywide support and ownership.

The countryds elected government is ulti
resources wealth is managed. But legislators can scrutinize government activities, ask
the right questions, and promote transparency and accountability in the extractives
sector. In many resource-rich countries around the world, legislative engagement and
oversight plays an important role in strengthening accountability and transparency in the

extractive industry sector (NDI, 2007), and legislators engage regularly with civil society

and the media to provide a platform for discussion on the topic .

21
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BOX3i1 Nor wayds Legislature PI
Role in Oversight of the Gas and Oil Industry

When oilfields were discovered in the North Sea off Norway in the late
1960s, the country was already on
open societies. Norwaybs highly ¢
offered better career prospects than the private sector, though societal
norms and the threat of heavy criticism by the legislature and the media
discouraged political leaders and other interests from trying to influence
their work. Strong institutions of accountability, in place since the
eighteenth century also guarded against political interference.

Dui ng Norwayo6s national debate ove
resources, farmers, fishermen and environmental activists were among
the groups who expressed concerns over the possible risks of becoming
an oil-dependent economy. Their concerns were taken into account in the
recommendations made by the Norwegian Parliament in 1974 favoring
moderation and long-term planning in oil sector development.
Decades | ater, Norwaybs | egislatur
management of the oil and gas industry. For instance, the legislature
creates the framework for the oil and gas sector by: passing legislation
and other instruments; debating white papers outlining executive branch
proposals; and revising and approving major development projects.

Ani ndependent Auditor General 6s Of
conducts regular financial and performance audits of all government
accounts and state-owned enterprises and monitors management of state
interests in companies.

Source. Transparency andAccount abi |l ity in Afr
the role of the legislature (2007)

The Committee System

Parliamentary committees as units of organization within legislatures, provide greater
freedom for in-depth analysis making it possible for Members of Parliament, and
ultimately the parliament itself , to perform the core functions of law making, oversight
and representation. A well-functioning committee system is the framework for effective
legislative involvement in lawmaking and executive oversight, as well as a platform for

citizen engagement. A committee on extractive industries is an effective way for
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legislators to organize and coordinate their involvement in the extractive industries
sector. Coordination between existing committees can also be useful: often several
committeesi -budget, oil or mining, anti-corruption, public accounts-i have been
mandated to look at a certain aspect of the extractive industries sector. Effective
oversight requires that the activities of these committees be coordinated and that
information be shared between them. Legislatures can also establish ad-hoc, select, or
investigative committees to study or to deal with specific issues. Legislators should use
the committee system to monitor and oversee the extractive industries sector. Public
committee hearings are also a useful way to raise public awareness about extractive

industries.

The effectiveness of a parliamentary committee depends on a number of

factors, these include:

A clear mandate, roles and responsibilities for the committee;

The size of the committee T if a committee is too large or too small it renders it
ineffective; large committees become unwieldy and small numbers limit the
guality of ideas needed for effective work;

9 The skills of the chairperson of the committee. The following are qualities of an
effective committee leader: competence; flexibility and adaptability; firmness and
decisiveness; honesty and dependability; openness; fairness; tolerance;
patience; and humility;

1 The quality of support staff and resourc es available to the committee: skilled
personnel, access to relevant and accurate analysis and information, and
adequate logistical support;

1 Consensusbuilding i The multiparty nature of parliaments often translates into
multiparty committees. Effective consensusbuilding techniques and a
nonpartisan approach to committee work becomes critical in promoting

committee effectiveness (Stapenhurst et al. 2005).
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Unit 1 Questions

Please answer each of the following questions. If you are taking this course in a group you
may then meet to discuss your answers.
1. How does Parliament conduct its legislative function regarding the extractive
industries sector in your country? Is it active? What are the most important pieces of

legislation regarding the extractive industries sector?

2. How does Parliament conduct its representative function regarding the extractive
industries sector in your country? Are there MPs that represent areas with extractive

industries?

3. How does Parliament conductits oversight function regarding the extractive industries
sector in your country? Is there a committee that foc uses on natural resources or
extractive industries? If so, what has that committee accomplished so far and how?

What about a Public Accounts Committee?Which oversight tools are being used?
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Select Bibliography

I MF (2007), AfiCan the Natur al Resource Curse Be

Trade Policies and Institutionsb?o

Nati onal Democratic I nstituteoun2tOalbri)l.i t ¥ Trianns A&

Extractive I ndustries: The role of the 1l egislat:!

R. Stapenhurst, V. Sahgal, W. Woodl ey, R. Pe
Expenditures. Assessing the performance of publ

Institute Policy Research Working Paper 3613.

R. Torvik. (2009) . Jabdvihdgnt aduntries suoteed whelesadhars do e
not 20 Oxford Review of Ec-56nQxford dnivétsity Pressy , 25 (2) , r

A. Wi i g. ANatur al R e s o uir aneeval@ton efr aureentadenori n  Af r i c
programs. 0 Paper presented at the South Africaza

Conference, Dar es Salaam, Tanzania, 26 November 2008.

R. Arezki, F. van der Ploeg.( 2007 ) . ifnCan the Natural Resource (
Bhessing? The Role of Trade Policies and I nstitu
M. Ro s s The Ratufal) Resburce Curse: How Wealth Can Make You Poar , i n

Natural Resources and Violent Conflict: Options and Actions, lan Bannon and Paul Collier
eds., World Bank

26


http://www.naturalresourcecharter.org/
http://www.parliamentarystrengthening.org/
http://www.sscnet.ucla.edu/polisci/faculty/ross/Bannon&Collier_chap.pdf

Unit 2 : Countering the Resource Curse with Good

Institutions

Learning Objectives

Institutions, Laws, Good Governance and Extra ctive Industries

After studying this unit, you should be able to:

1T Be able to explain what the concept 06in
I Be able to explain how transparency and a Freedom of Information Law can influence
the resource curse

Be able to outline the relati onship between accountability and corruption

Be able to outline the relationship between corruption and the resource curse

Know how parliament can increase horizontal and vertical accountability

= =4 =4 -

Understand in which way parliament can use its representation function to improve
participation in the extractive industries sector
1 Recognize the importance of cooperating with civil society and the media in order

counter the resource curse

Introduction and Overview

This Unit will show the relationship between institutions and the re source curse. Good
governance concepts such as transparency, accountability and checks and balances are
mechanisms to counter corruption and the resource curse. The Unit will give a detailed
outline of the concept of transparency, the merits of a Freedom o f Information law and
it will be explained how parliament and other government agencies can play a role in
assuring that information is disseminated and accessible to the community. Regarding
corruption and accountability, the unit will explain how a code of ethics and/or code of

conduct can help give guidelines that outline expected behavior of public officials.
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Institutions

Research shows that the resource curse is less severe with good institutions (See Box
5 . 60Good instituti ormmdicewarettypicatlyonord successfud with a nc e

extractive industries practices.

Creating an environment of good governance is at the heart of the institutional and
policy changes needed to sustain sound fiscal management, sustainable and equitable
development and extractive industries. Good governance concepts such as transparency,

accountability and checks and balances are mechanisms to counter corruption.

BOX 5: Institutions

Institutions are defined as structures and mechanisms of social order and
cooperation governing the behavior of a set of individuals. Institutions
are identified with a social purpose and permanence, transcending
individual human lives and intentions, and with the making and enforcing
of rules governing cooperative human behavior. The term, institution, is

commonly applied to customs and behavior patterns important to a
society, as well as to particular formal organizations of government and
public service. As structures and mechanisms of social order among
humans, institutions are one of the principal objects of study in the social
sciences including sociology, political science and economics Institutions
are a central concern for law, the formal regime for political rule -making
and enforcement.

Transparency

Because, according to most constitutions (for examples please refer to Unit 5,
Contracts), extractive resources belong to the public, decisions regarding their
management and exploitation should be subject to public oversight. A necessary
prerequisite for effective oversight and good governance is transparency. Transparency
requires openness in government systems. It means that information is available in a

timely and accurate fashion and that information provided to the public is useful.
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Because of transparency, citizens and MPs know what they can expect from their
government. Without it, they are unaware of opportunities, regulations or procedures
established by the government, and therefore, they cannot use them for their benefit.
Transparency in governance is crucial because it enables citizensand MPs to control

t heir gover nme buildétsust ancongipoliticens.a n d

When the rules, procedures, and objectives of the government are not available to the
public, there is not budgetary and administrative oversight to balance the power of
government officials, transparency is lacking, incentivizing corruption. Without oversight
and transparency of budget and rules, national resources may be plundered and power
may be abused. Lack of transparency creates opportunities for public officials to abuse

their office for private gain (www.parliamentarystrengthening.org / Corruption Module).

Transparency is important at all stages of the extractive industries chain. For instance,
the rules and terms for bids or concessions should be clear and publidy available.
Concessiontholders should be known, the allocation of resource rights should be
transparent. National resource companies must be well governed and transparent: their
revenues, expenditures and investments should be openly available to the public
through annual reports that are punctually produced. The government should also
publish and state clearly how the revenues generated from extractive industries are

allocated and how citizens will profit from them (The Natural Resource Charter, 2009).

In order to create maximum transparency, accountability, and ultimately welfare,

citizens should know about the resource extraction. Governments should adopt

transparent processes along the whole extractive industries chain: for establishing and

implementing resource policies, for awarding contracts, for taking spending decisions,

and for managing revenues (see also The Natural Resource Charter, 2009). Citizens

need to be informed of the basic policy framework r egarding natural resources and their
contribution to the ciountegdskwewfabeut the gove
on resource extraction and their relation to economic growth and social development,

they will be more able to understand and sup por t t he government 6s [

mitigating potential sources of conflict.
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TIP 1 T Initiate information
availability on the budget TIPS

for Legislators

TIP 2 T Initiate information
avail_ability on public investments

TIP 3 i _Initiate information availability
on procurement

Freedom of Information Law

In order to avoid some of the common complications inflicted on media, some
governments have passed laws on access to nformation that give citizens and
journalists the right to request and receive a wide range of information from the

government, which make it possible for journalists to obtain the facts they need to do

their job and citizens to be informed on policy measures. This also protects the media as
they can then have evidence of the statements they are publishing. The parliament
works with the media so the media can work to inform the people. In order for
parliament to be effective at its job, t he government and the media must work together
to allow for information to be brought to and empower the community. (For more,
please visit www.parliamentarystrengthening.org for the Parliaments in Promoting an

Inform ation Rich Society Module)

Access to information represents the basic tools for development and good governance.
It empowers citizens through access to and use of information and knowledge and
engages citizens and citizen organizations in public policy debates, public services
delivery, and the monitoring and management of public goods. Effective public
participation in decision-making requires information to be publicly available in an
accessible form. Most countries establish Freedom of Information Laws (FOI) to
officially legislate this basic professional and human rights. In addition to the basic rights
already mentioned and the desire to make government information more open, FOI also

allows citizens to request that access be provided for information held by the
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government that is not otherwise made routinely available. This can have important

consequences for contract transparency in the extractive industries sector.

The process for obtaining public information through FOI laws is not simple. Exceptions
when this is not possible include national security restrictions, the protection of personal
privacy, and the protection of trade secrets. Such laws typically involve a bureaucratic,
cumbersome, and relatively expensive process that the citizen must undertake in order
to obtain information that is legally in the public domain

(www.parliamentarystrengthening.org / Promoting an Information Rich Society Module).

The countries that currently have a FOI law are Albania, Angola, Antigua and Barbuda,
Armenia, Australia, Austria, Azerbaijan, Belgium, Belize, Boshia and Herzegovina,
Bulgaria, Canada, Colombia, Croatia, Czech Republic, Denmark, Dominican Republic,
Ecuador, Estonia, Finland, France, Georgi, Germany, Greece, Honduras, Hungary,
Iceland, India, Ireland, Israel, Italy, Jamaica, Japan, South Korea, Kosovo, Kyrgyzstan,
Latvia, Liechtenstein, Lithuania, Macedonia, Mexico, Moldova, Montenegro, Netherlands,
new Zealand, Norway, Panama, Peru, Poland Portugal, Romania, St. Vincent and the
Grenadines, Serbia, Slovakia, Slovenia, South Africa, Spain, Sweden, Switzerland,
Tajikistan, Thailand, Trinidad & Tobago, Turkey, Uganda, Ukraine, United Kingdom,

United States, Uzbekistan, and Zimbabwe.
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Box 5 - Early Warning Indicators

Transparency

1 Documents related to extractive industries such as the budget,
contracts, procurement systems, data on revenues and
expenditures, etc. are not available to the public, to journalists, or
to financial analysts
There is no Freedom Of Information Law in place
There are often confidentiality clauses in contracts between the
government and extractive industry companies
The government does not actively communicate with the public
about its policies
Low ranking on and/or decrease in Transparency International
indicators

Accountability

Transparency closely relates to accountability, as weak accountability mechanisms tend
to facilitate corruption. Where there is a lack of transparency and accountability

corruption will flourish.

There are two relationships of accountability: government workers to elected officials,

and elected officials to the citizens who elect them. When accountability occurs between

elected officials and the citizenry government officials have to explain or justify what

they have done or failed to do for their people. Only then can we guarantee that leaders

wi || actually act according to their citizensd v
Accountability involves reporting actions and being held to standards. Because of the

power of accountability, citizens not only have a say in official decisions, but also have

the right to hold their rules to account. It is the obligation of parliamentarians and other

power holders to account for or take responsibility for their actions

(www.parliamentarystrengthening.org / Governance Module).
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Corruption

Effective governments should also be able to contribute to the quality of governance in a
country by ensuring that the rule of law is administered fairly . The government should
conduct sound policies that improve the lives of its people. The lack of rule of law leads
to an inefficient, unfair and corrupt system, which is inconsistent with an environment
for good governance. Parliaments have the authority to create the legal framework
needed to prevent and curb corruption, for example laws against inappropriate behavior.
In addition, parliaments can bolster integrity in governance by establishing incentives to
public officials and transparency and accountability. In order to be effective, laws must
follow a key set of principles in clear language to minimize areas of discretion, and adapt
them to the local circumstances and should address some issues such as conflicts of
interest, nepotism, and statures of limitation T not only to provide for the necessary
punitive measures but also to promote an administrative and social environments
adverse to corruption. Parliaments can curb corruption by holding the government
accountable. This can be achieved through effective participation in the budgetary
process, the exercise of parliamentary oversight through anticorruption commissions,
cooperation with supreme audit institutions, and promoting a media-friendly

environment (www.parliamentarystrengthening.org / Corruption Module.

BOX 6 1 Networking & international legislative
organizations

Legislators may be able to strengthen their knowledge and engagement

on extractive industry transparency by networking with their peers

through international legislative organizations. For example, Global

Parliamentarians Against Corruption (GOPAC) is a network of legislators
dedicated to combating corruption. See also www.gopacnetwork.org.

Corruption also occurs when there is a known conflict of interest between a decision-
maker s policy duti es -iaterest. Evendfthereis no evidenpesof sonal s e
improper actions, a conflict of interest can create an appearance of impropriety that can

undermine confidence in the ability of that person to act properly in his/her position.
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In countries with weak ethical standards, legislators are just as likely as members of the
executive branch to maintain business or personal ties perceived to be conflicts of
interest. In Ghana, for instance, elected representatives and government ministers may
serve on the boards of corporations over which they have dir ect or indirect oversight. In
Tanzania, the 1998 Mining Act drops the provision that forbids that the Ministry of Mines
officials cannot own shares in mining companies, creating a window for conflict of
interest and corruption (NDI, 2007). In countries where oversight activities are
conducted, legislative committees have turned to extractive industry companies to help
finance extractive industry site visits, creating the impression of a conflict of interest
(NDI, 2007).

When there is a case of great public outcry to improve ethics standards and eliminate
ethics violations, ethics regimes are created. A common method for addressing potential
misconduct on the part of parliamentarians is through a code of conduct, which is
enforced horizontally, by a specific commission acting on behalf of the public. They are
created in order to generate more ethical behavior among politicians and to rebuild
public trust in political institutions. These regimes have been adopted by several

legislatures and generally take on one of the following two forms:

1. Ethics codes i These are general documents that formulate broad principles of
behavior, but do not define what is appropriate and what is inappropriate behavior, nor

do they establish sanctions for violations of the code. For example

2. Conduct codes 1 These tend to include very specific terms with clear sanctions for

those who violate the arrangements of the code.

The success of ethics regimes is dependent on whether the people that are regulated by
the code actually share the same ethical standards, have a common understanding of
what is appropriate behavior, and a common understanding of what constitutes
misconduct. Unless all members of a society share the same beliefs, their understanding
of what is appropriate and inappropriate in power positions, and their understanding of

what constitutes democratic governance run the risk of being different. Ethics Regimes
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help create an equal playing field. When misconduct, corruption and other forms of
unethical behavior occur, ethics regimes can help eliminate them through legislative
training, sanctions, and public pressure (for more information please visit

www.parliamentarystrenghtening.org / Legislative Ethics and Cades of Conduct Module).

The government should have effective institutional arrangements to promote public
sector values, and a code of ethics or guidelines for the appropriate conduct of public
officials, which should be clear, accessible, and publicly awailable. This is often supported
by arrangements to enlist public servants in support of these ethical standards in their
departments or ministries. Officials handling or making decisions about the receipt or
use of public funds, and otherwise exercising their official powers, should be subject to a
code of conduct that precludes unethical behavior. Some aspects of such a code could
be included in the budget and tax legislation; other aspects may need separate policy,

legislation, or regulations.

BOX 7 i The UN International Code of Conduct for
Public Officials

The /nternational Code of Conduct for Public Officials, adopted by the
United Nations on December 12, 1996, takes as its starting point that a
public official is in a position of trust, implying a duty to act in the public
interest. It includes the following provisions:

public officials shall avoid conflicts of interest;

public officials shall comply with any applicable requirements to
disclose their personal assets and ligbilities;

public officials shall not solicit or accept any gift or favor that may
influence the performance of their duties;

public officials shall respect the confidentiality of any information
in their possession; and

public officials shall not engage in political activity outside the
scope of their office such that it impairs public confidence in the
impartial performance of their duties .
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Participation

Accountability and transparency refer largely to the people in positions of power, but for

corruption to truly be avoided, the other part of the equation, citizens, must also be

considered. Participation is the processt hr ough which <citizenos

control over governmentés priority settd.i
to public goods and services. Participation is important because it allows engagement of
citizens and organization in public policy. Parliament is in a position to play a leadership
role in promoting greater participation by opening up its practices and procedures to the

public. For example, parliamentary debates could be televised and records of these
debates could be made publicly available, including through the Internet. Constituency

offices as well as elected officials at all levels can also help foster greater participation.

Furthermore, committee meetings should be open to the public. When citizens are well-

ng,

nfl
pol |

informed abou t t heir government 6s spending prioritie:

revenues, it forces government officials to act more responsibly. In the short run, public
criticism may be unpleasant, but in the long run it will produce a more efficient and

effective government.

It is harder for citiz ens to monitor their government when the government is funded by
resource revenues: the revenues typically arrive through non-transparent channels, and
contracts are often kept secret. Parts of the revenues may be channeled through state -
owned enterprises, which are hard for citizens to monitor . At the same time, the need
for citizen monitoring is especially strong: resource-rich governments tend to be
unusually large, and for the reasons discussed above, they play an unusually central role
in the nati @bD®&607economy

Parliament and other government agencies can play a role in assuring that information is
disseminated and accessible to the community. Communities may develop
communication networks that allow members of the community to develop a unified

voice and make demands for services and information relevant to them.
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Through its representative function parliament can make sure the voices, preferences
and interests of the public are heard, respected and articul at ed . Parl i ament a
outreach to their constituents in general and on natural resources management in
particular is relevant in this context. Parliament can ensure effective public participation
in the political process. Where the legislator represents constituents that have minerals
or oil reserves, there is a direct interest. Through public hearings, interviews with the
media, constituent outreach, and other methods, legislators can build public awareness
about extractive industries and the problems it identifies. Parliaments provide the
potential to serve as a forum for multiparty <co

and thus for countrywide support and ownership.
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Civil Society Organizations and the Media

Reaching out includes not just communicating with, but also listening to society. In

many nations civil society organizations (CSOs) and think tanks are a good source of
policy expertise, but relations between CSOs and parliaments in many nations are very
poor. In others, however, parliaments have learned to tap the experts within CSOs in

order to build up their own expertise.

Likewise, community stakeholders learn the opinions, decisions and actions from
policymakers through the media. The media can be a platform for all stakeholders by
communicating rights to the peopl e, informing
up for vote, communicating the needs of the people, and the demands of CSOs. In
short, the media allows for a space for political negotiations to occur. It tells us about
when elections are going to be held, what political parties are running and what
promises the candidates are making. The media will inform the public of important
announcements regarding extractive industries and may also research how parliament
and other public officials are doing their constituents justice and where they are falling
short (www.parliamentarystrengthening.org /Promoting an Information Rich Society
Module).
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TIP 1 - Incorporate El into constituent
communication

Citizens often care very deeply about whether
the natural resources in their country are
benefitting them, but know little about what the
government receives from extractive industries,
or how it spends the revenue. Legislators can
transmit this information through their regular
contact with constituents.

TIP 2 - Work through the m edia to build
public awareness

Legislators can raise awareness on El issues by
conducting press conferences and other media
activities. In some countries, legislators often
write opinion editorials or newspaper columns.

See also: Transparency and Accountdility in
Africads Extractive [In
legislature (National Democratic Institute, 2007)

TIPS
for Legislators
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Unit 2 Questions

Please answer each of the following questions. If you are taking this course in a group you
may then meet to discuss your answers.

1.

Is there a Freedom of Information Law in place in your country? Is/Would such a law
be useful?

Does the legal framework in your country succeed in preventing corruption? What are
the strengths of the legal framework? Where are the weak points? In the extractive

industries sector in your country, are there conflicts of interest that occur? Does legal

framework have specific regulations against conflicts of interest?

How does parliament open up to the public and ensure greater participation in its

practices and procedures, especially regarding extractive industries?

How can the public reach out to parliament? Are there constituency offices? Does
parliament disseminate information to communities? How does parliament, and
especially the committees dealing with extractive industries issues, know about the
demands from citizens on EI?

Which civil society organizations and think tanks are involved in El issues in your
country? What can MPs learn from them? What can they learn from MPs? Is there

regular contact and exchange of information between these parties?
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Relevant |nternet Resources

The Natural Resource Charter: http://www.naturalresourcecharter.org/

Parliamentary Strengthening: http://www.parliamentarystrengthening.org/

Global Organization of Parliamentarians Against Corruption (GOPAC):

www.gopacnetwork.org
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Unit 3: Countering the Resource Curse with

Economic Policy and Planning

Learning Objectives

Strength through funds, policies and _framework

After studying this unit, you should be able to:

Be able to explain the extractive industries governance framework;

Be able to recognize the stages of the resource chain;

Be able to articulate the relationship between the economic, legal and social
framework, the stages of the resource chain and transparency and accountability;
Recognize the necessity of having a strategic plan for the extractive industries sector;
Be able to explain the elements of a good strategic plan;

Know how to get information and stay up to date on the policies and pieces of
legislation regarding the extractive industries sector;

Know how to use the budget process to influence the allocation of revenues in ways
that alleviate poverty and promote social and economic development;

Know which policy measures will diminish the negative effects of the resource curse

Know what a Stabilization Fund is.

Introduction and Overview

How can extractive industries contribute to long-term national debt? How can they help
reduce poverty? How much should they be taxed? This unit outlines the requirements of
the strategic framework for the extractive industries sector, as well as the macro -
economic and legal framework. In this unit, parliamentarians will be provided with

practical information on budgeting, consumption and investment choices, spreading out
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expenditures over time (expenditure smoothing), ways to counter the Dutch Disease,
and rules for fiscal discipline. Practical tools to influence and monitor these policies are

provided as well.

The Extractive Industries Governance Framework

Together with an open system of transparency and accountability, the right social and
economic policy choices can counter the resource curse The figure below shows how
economic and social policy interrelate, the relationship between the economic, legal and
social framework, and how these frameworks relate to the natural resource chain.
Transparency and accountability are important in all stages of the policy decision-making

process, including the monitoring and evaluation of progress and policy outcomes.

The ultimate goal is to make resource revenues contribute to long-term sustainable
development. Effective use of resources requires a plan or vision of what the country
wants to do and how resources can help the country in getting there. These larger goals
should guide all of the individual decisions along the entire value chain. All decisions that
have to be made throughout the value chain, such as the decision to extract, the
awarding of contracts, the laws and regulations regarding environmental issues, fiscal
regimes, and the spending of resource revenues should be set so as to provide
maximum benefit for the citizens. Citizens benefit from extractive industries if the
sectords revenues are used or invested by
economic and social welfare for all of its citizens and future generations (for example
through job creation, infrastructure improvement s, improved healthcare facilities, access

to education, etc.)

The management of natur al resources along
long term economic and social development goals and poverty reduction strategies (the
Natural Resource Charter, 2009). The development of natural resources should be
designed to facilitate the maximum benefit to the citizens of the country within the
framework of its long -term development goals.

This requires a vision and a plan for natural resources managem ent.
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A countryds |l ong term economic and soci al devel
in a strategic framework that wuses soci al and e
countryds |l ong term goal. A strat eqalbuddgetr amewor k

and include a medium-term budget, strategies for consumption, investment and

expenditure smoothing, and it should include ways to let resource -revenues contribute

to the countryés economic and soci al devel opment

The strate gi ¢ framework is related to and operates
desired) macro-economic and legal framework. The macro-economic framework should
include mechanism to counter the Dutch Disease, strategies to diversify the economy, to
stimulate and develop the private sector. The strategic and macro-economic frameworks

operate within an enabling legal framework that includes rules for fiscal discipline.
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Figure 5: The Extractive Industries Governance Framework

Good Governance

Social and Economic Planning
Macro-Economic Framework
Legal Framework

Strategic Framework
for extractive industries

Transparency Accountability

Decision i Revenue
to of
extract contract

manage
ment

revenues

Based on: Revenue Watch (2008), E. Alba (2009)

Non- '
Renewable > Sustainable
Development
Resource

The process of depleting a non-renewable resource and using its revenues for

development can be projected intoa socal | ed O6r esour ce

chaino

The resource chain includes the steps from the decision to extract, to the aw arding of

contracts, to the collection of revenues and finally revenue management. All steps

should take place in an environment that is transparent, accountable and participatory

(the principles of good governance), and under a clear strategic framework a s well as a

clear and carefully planned macro-economic and legal framework.

Before depletion of the resource begins, policy makers have to think through why

depletion is the right decision to make, and value the costs and benefits of depleting,

and not depleting. Then, contracts have to be awarded to companies that will

the extraction. Operations of these companies have to be constantly monitored,

execute

and the

state has to start collecting revenues in the form of taxes and royalties from the
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companies. Finally, when revenues are collected, they have to be spent in ways to
conform the strategic framework. Meanwhile, the effects of the revenue extraction on
the macro-economy have to be monitored, and policies have to be put in place to
counter negative side-effects such as the Dutch Disease and deteriorating government

finances.

The <countryos | egal f rzea thnee pvavention o hemvivohntental
damage; make public the awarded contracts; ensure the proper health and safety
requirements, etc. Because of the multidisciplinary nature of the regulatory process and
legal framework, close coordination among different government entities is necessary to

avoid regulatory gaps.

Transparency and accountability are important in all stages of the extraction chain.
Governments should adopt transparent processes for establishing and implementing
resource policies, for awarding contracts, for taking spending decisions, and for
managing revenues. Citizens should be properly informed on the extractive policy

framework.

Being Informed and Up-to-Date

ncentii

Being informed on the governmentoés strategic

revenues can be found in the budget and medium term strategy, and knowing the

important pieces of legislation and regulations regarding extractive industries is
essential. Other than that, MPs in countries with extractive industries have to be up-to-
date on recent developments in the sector, they have to know what goes on in places
where resource are extracted from the ground, how commu nities are affected, whether
or not revenues make their way back to those communities, etc. This is not an easy task
and it is a time-consuming activity and one for which representatives must be sensitive

to many different needs.

There are a number of ways by which legislators can acquire this information. For
instance, local and international civil society, academic institutions, international

organizations, companies and government representatives that are experts on the issue
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can be helpful in providing information and explanations when requested. International
donors such as the World Bank, the African Development Bank, Revenue Watch, Publish

What You Pay, etc. may also be able to provide information on request.

The following is a list of 10 tips from the EITI Guide for Parliamentarians (NDI and
Revenue Watch, 2009) to help legislators to require the necessary information on the

extractive industries sector.

TIP 3.A _ Conduct site visits

Legislators visiting an oil, gas or mining operation educate themselves about how the
natural resource is extracted. Meetings with company employees and representatives of
the ministry responsible for the industry can shed additional light on industry operations

and finances.

TIP 3.B _  Hold briefings or informational hearings

Legislators might invite oil and mining ministry officials, company representatives, civil
society, and other experts to brief members during a committee meeting or an
informational hearing. In many countries, civil society groups knowledgeable about
technical, legal or financial aspects of extractive industries hold similar briefings for their

colleagues, and legislators should take advantage of their expertise.

TIP 3.C _ Organize a study tour to a successful resource -rich country

Exchange visits can provide tangible, comparative information about how the extractive

industries sector works and how it can benefit a country. By meeting with another
countryb6s actors, |l egislators can gain insight
why, which can inform a | egislatoréés view of hi s or

industries policies.
TIP 3.D _  Commission a study

Legislative committees can take advantage of local or international expertise on

extractive industries by consulting with experts from u niversities or civil society
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organizations to conduct research on key issues. Such studies could examine fiscal, legal

or operational aspects of the industry and highlight key concerns that may be relevant.

TIP 3.E _ Produce a committee report
Committees can also produce a public report explaining findings of a commissioned
study or other committee activities. Committee reports are often used in developing

legislation or to encourage the government to act on an issue.

TIP 3.F _Use the internet and other publicly available information
sources

If parliaments are to expand their representation, lawmaking and oversight
performance, they generally need to upgrade their infrastructure. Modern parliaments
need effective information systems, both intranet systems for internal communication
and high-speed connections to the Internet to enable MPs and staff to connect quickly
and efficiently with the world. A number of parliaments now broadcast parliamentary
sessions over radio and television, and a growing number now open committee

meetings to the public.

TIP 3.G _  Participate in a conference or workshop on extractive
industries

Legislators can participate in workshops or conferences, and discuss their views on
extractive industries as well as how they would like to see the legislature participate.
International donors and local or international CSOs may be able to help facilitate these

events.

TIP 3.H _  Request regularly scheduled extractive industries briefings
Committees can request that senior government officials provide briefings on a regular
schedule. Committee members will need to determine how often these briefings should

take place to ensure effective information exchange.
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TIP 3.1 _  Coordinate efforts with local civil society organizations and

local thin k tanks

Some CSOs are very active on extractive industry issues. They may have links with
international organizations that provide them with financial support and information

about the extractive industries. These organizations can provide legislators with useful
information on the extractive industries, be helpful advocates in encouraging the

government improve, provide informed ideas for developing a policy related to

extractive industries, or help to hold the government accountable for missing or

mismanaged revenues. Legislators can reach out to civil society groups, think tanks,
sector experts, representatives of the private sector and others with particular extractive

industry expertise. However, not all civil society organizations are capable and effective.
It is necessary to select and engage with those CSOs that seem organized, have

sufficient capacity, and knowledge about the topic.

TIP 3.0 _ Establish contact with peers from other resource -rich
countries

Establish contact with peers from other resource-rich countries who confront similar
challenges or have played a role in addressing them. It is useful to share information,
best practices and lessons learned on a variety of policy issues. Legislators can become
better informed and more effective over seers by working with their peers in other
resource-rich countries and in regional networks, international legislative networks and

with international donors.
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The Strategic Framework and Resource Management

National investment opportunities should not simply bubble up from within each sector
ministry, but should be coordinated within an agreed framework. A strategic framework
involves the development vision for the country, clarifying the role of the extractives
sector within it and establishing the legal framework to serve it. The overall aim must be
to maximize the benefits to the citizens of the country, now and for future generations.
Parliamentarians have a key role to play in long-term social and economic planning that
clarifies the contribution th at extractive industries are expected to make to long-term
development. Economic mechanisms to counter the resource curse, such as policies to
prevent the Dutch Disease, to diversify the economy, to increase the competitiveness of

the private sector, and the use of a stabilization fund or other investment decisions

should be incorporated into the countryds strat e

Policy and laws regarding extractive industries must then be reflected in legal and
regulatory frameworks that govern minerals and revenue management. Therefore the
legal framework and regulations should be fixed to a clear vision for development and

poverty alleviation (See Figure 6).
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Figure 6: Relationship between the Strategic vision, legislation, regulations and long-

term development

Policy / Strategic Vision for El

— =

Legislation

— =

Regulation

— =

Execution of policies for long term

Governments must create a business climate that attracts private investment, a
necessary precondition to the development of the extractive industries. They must also
address domestic policy issues regarding extractive industries, such as the
environmental impact on communities, and ensure an equitable distribution of revenues

to all citizens.

The role of parliament should oversee and assist the government in achieving these
goals, by opting for those policies that are likely to bring the greatest benefit to all
people. Policy and investment decisions should be reviewed against their costs, their

benefits, whether or not costs outweigh benefits, and alternative decisions.
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The strategic framework should address the followin g issues:

Ensure Economic Diversification - Resourcerich countries must diversify their
economy in order to be less vulnerable to volatility in resource prices and revenue. The
problem is that many developing economies are very poorly diversified and specialize
mostly in agriculture and other primary commodities. An advantage is that these
countries have abundant and relatively cheap labor and should develop a labor-intensive
manufacturing base to diversify their exports (The Natural Resource Charter, 201). This
will make their economies less dependent on global commodity markets and thus less
volatile and vulnerable. In order to stimulate the manufacturing sector, well targeted

subsidies or tax reliefs can be an effective policy response. Opening up for trade to
foreign countries, and creating better access to foreign markets to create export

opportunities can also stimulate the manufacturing sector.

Private Sector I ncentives - In most countries experiencing a resource boom, private
banks tend to lend excessively and inefficiently. The expansion in commercial credit is

often financed by foreign borrowing. This irresponsible lending behavior can lead to

negative money flows in downturns, and commercial bank restructuring might be
necessary. A possiblesalt i on is a curb on commer ¢The | bank®od:

Natural Resource Charter, 2009)

The private sector can stimulate efficient investment, especially for the growth of the
non-resource economy. Also, the private sector also supplies the capital goods that
investors need. Since, due to patronage, public sector investments will often crowd out
private sector investment in resource-rich countries, there is a special need for policies
that foster private investment. Fiscal incentives and other stimuli can be used to help

the private sector develop (The Natural Resource Charter, 2009).
Ways to counter Dutch Disease - Natural resources revenues can lead to a crowding

out of potentially dynamic non-resource sectors such as the manufacturing and

agricultural sectors. As mentioned before, thisisk nown as O DuFirstlhofalli seased.
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trade liberalization is heeded to depreciate the exchange rate and reduce the effects of
Dutch Disease. Other than that, one of the remedies to Dutch disease is to install
policies that will lower the costs of manufacturing and agricultural products, so that their

export becomes attractive again.

The way to do this on a sustainable basis is not through subsidies, but through targeting
infrastructure spending towards their pa rticular needs, such as power, water, roads and
ports (The Natural Resource Charter, 2009) Additionally, the problem of Dutch disease
can be reduced by smoothing fluctuations in commodity prices, for instance through
Stabilization Funds (seealso page 45 and Box11 and 12). Another option would be for
the independent central bank to influence the exchange rate by adjusting the interest
rate, although this is not possible when exchange rates are pegged to a foreign
currency. Dependi ng yopolicyacoocdmationtwithy fcal paticyn et ar

makers is necessary.

The Budget, Medium -Term Frameworks and Fiscal Discipline

Ways to counter Dutch Disease, to diversify the economy, to increase the
competitiveness of the private sector, and the use of a stability fund or other investment
decisions should not only be incorporated into
should be reflected, explained and safeguarded |

term economic framework and mechanisms for fiscal discipline.

The Budget

By getting involved in the budget process legislatures can direct the allocation of
revenues in ways that alleviate poverty and promote social and economic development.
In many countries the power to amend or change budgetary line items is severely
limited. Furthermore, legislators are often under pressure to pass budgets within

timeframes that do not allow for thorough review.
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Expected and realized government revenues and expenditures are documented in a
countryds annu a tiget showdgatse explaih thev ekpacted and realized
revenues fit into the long term strategic vision. The government also must explain how it

is going to cope with increases in the world price of natural resources, avoid boom -bust

cycles, and coordinate the spending of natural resource revenues.

Budgets should be comprehensive and transparent and ensure funding predictability for
government departments. The budget process is used to assess competing claims on
the budget and to facilitate difficult tradeoff s. Meeting this challenge successfully
requires that budgeting maintains fiscal discipline and prioritize strategic public funds.
Fighting the resource curse requires a public financial management system in which
budgetary allocations are open and transparent. This requires ex ante transparency,
current monitoring and ex post evaluation of expenditures. Fiscal discipline requires that
budget totals are the result of explicit and enforced decisions. Aggregate fiscal discipline
refers to the control of the k ey measures of fiscal performance, including total spending,

total revenue, the financial balance and the public debt (IMF, 2007).

Many factors are important for determining the appropriate total level of aggregate

spending, including available revenues, access to borrowing and the acceptable level of
the deficit. Given these constraints, fiscal discipline calls for affordability of total
spending, including in the medium to long term. Some countries have adopted formal

rules to ensure fiscal discipline, for example by allowing borrowing for capital purposes
only theso-c al | ed ¢ g ¢NFd2007). A stirbng &&asury or finance ministry can
check that spending departments do not make exaggerated claims on the budget and
that they stick to their budget s once they have been approved. A hard budget constraint
on departmental spending exists when the treasury is successful in enforcing approved
budgets. This requires comprehensive and reliable information to monitor compliance of
government departments with spending plans. To maintain fiscal discipline, parliament
has to resist the temptation to add new spending without cutting back elsewhere in the
budget.
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BOX 9 i Basic elements of public expenditure
management

Aggregate fiscal discipline T Budget totals should be the result
of explicit, enforced decisions; they should not merely
accommodate spending demands. These totals should be set
before individual spending decisions are made, and should be
sustainable over the medium term and beyond.

Allocative efficiency I Expenditures shoud be based on

government priorities and on effectiveness of public programs. The
budget system should spur reallocation from lesser to higher
priorities and from less to more effective programs.

Operational efficiency 7 Agencies should produce goods and
services at a cost that achieves ongoing efficiency gains and (to the
extent appropriate) is competitive with market prices.

See also: www.parliamentarystrengthening.org

Because resources are limited, budgeting forces us to consider the merit of competing
claims on the public purse and to negotiate tradeoffs between them. The achievement
of allocative efficiency or strategic prioritization requires government capacity to allocate
resources and select programs and projects in conformity with its objectives. This
process is supported where the policy basis of the budget is stated clearly on the basis
of a strategic framework. Allocative efficiency is threatened where spending
departments are bailed out when they overspend, because poor budget execution can
introduce substantial ad hoc realignments that distort stated priorities. Such distortions
often divert resources away from the poorest and most vulnerable groups in society to
cater for the interests of bureaucracies and strong interest group s. Parliament can
provide an i mportant pl atform for pu

(www.parliamentarystrengthening.org / Budget Module).

A description of major expenditure and revenue measures and their contribution to

policy objectives should be provided, as well as estimates of their current and future
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budgetary impact and their broader economic implications (IMF, 2007). Budget discipline
requires clear descriptions and costing of both continuing government programs and
new policy proposals. As part of the budget documentation, countries should always
include a statement describing any important fiscal policy changes and their expected
effects. This will allow an overview and understanding of the factors that may cause

budget outcomes to diverge from planned spending (IMF, 2007).

The Budget Process

Budgeting is a process rather than an event, and budget cycles are ongoing and
interconnected. Parliament plays a key role in the budgetary cycle; financial integrity is
central to anti-corruption efforts. In most countries, the ultimate control over the

national budget rests with parliament. This power of the purse constrains governments
to tax and spend in only specific ways and seeks to ensure management of funds,
disciplined reporting and transparency. It also provides a means for parliamentarians to
be heard on how money is to be obtained and spent. The role of parliament should not
be restricted to budget approval and the review of audit findings. For instance, in a
number of countries parliamentary committees ask the government to report on the
process of drafting an upcoming budget yet to be tabled, and legislators might request

certain documentation that is used in the drafting proces s.

The budget process is governed by a timeline that typically can be separated into four

different stages:

Drafting
Legislative

Implementation

=A =/ =4 =

Audit and evaluation
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Figure 7: The stages of the budget process
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The drafting stage is concerned with compiling a draft budget that can be submitted to

the legislature. This stage is mostly internal to the executive, but it does not have to be

a secretive affair. The first step is to set fiscal policy and estimate available revenues in
order to establish the total resource envelope that will be available for spending. Based
on the policy framework of the government the finance ministry issues indicative
expenditure ceilings for each department. This leads up to negotiations between
spending departments and the finance ministry about the allocation of funds across
different functions. A consolidated draft budget has to be reviewed and approved at the
highest political level, such as the president or cabinet, which will also make final

decisions on especally contentious issues that could not be resolved before.

Overly optimistic revenue forecasts are politically tempting because they create an
imaginary space for promises of more money on services. In the case of the extractive
industries sector the difficulty of budgeting is dealing with both extremely unpredictable
and extremely volatile revenue streams. To avoid overly optimistic forecasts, best
practices is to take an overly cautious prediction of oil, gas, or minerals prices, and
construct the annual and medium term budget with those precautious revenues. In case
prices turn out to be higher than expected, there have to be clear rules for spending the
windfall revenues. In case prices turn out to be even lower than expected, losses are

limited and not as extreme as in overly optimistic scenarios.
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BOX 10 i Principles of good budgeting

Comprehensiveness The budget must cover all the fiscal operations of
government, encompassing all public expenditure and revenues, to
enable full and informed debate of the tradeoffs between different
policy options.

Predictability. Spending agencies should have certainty about their
allocations in the medium term to enable them to plan ahead. Stable
funding flows support departmental planning and efficient and effective
delivery.

Contestability. No item in the budget should have an automatic claim to
funding. All policy and attached funding should be regularly reviewed
and evaluated in order to ensure prioritization and optimal performance
of spending agencies.

Transparency: All relevant information inquired for sound budgetary

decision making should be available in an accessible format, and in a
timely and systematic fashion. Budget information needs to be

accurate, reliable and comprehensive.

Periodicity. The budget should cover a fixed period of time, typically
one year, and the process of compiling the budget should follow a clear
and reliable schedule that is agreed upon and published in advance.

The inevitable revenue O0shortfallsdéd result in hi
that distort spending priorities so that allocative efficiency is undermined. To b e

transparent government should publish the macroeconomic assumptions and projections

upon which the budget is predicated. |t i's a
foundation to consider whether its growth forecasts are substantially more optimistic

than those produced by the private sector and international organizations. If this is the

case, it is rather likely that the budget is unsound. Unrealistic assumptions about

improvements in revenue collection are another symptom of escapist fiscal planning.

Such tactics threaten to undermine the objectives of budgeting.

The realism of the assumptions underlying the macroeconomic framework is critical for

the realism of the budget as a whole. The assumptions must therefore be accurately
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presented in the budget documentation and available for scrutiny by outside experts.
Assumptions regarding natural resource prices and production should be

made transparent.  This will reduce the risk of overly optimistic assumptions being
chosen for projected growth or inflation that will undermine the integrity of the budget
process. In this context, it is important for transparency that the assumptions and data
used for the medium term framework and development of the budget be reflected to
the extent possible in any development plan or policy framework paper set out by
government. Moreover, there should be a transparency relationship between the two
types of documents, with any differences clearly explained

(www.parliamentarystrenthening.org / Budget Module).

Legislative/Approval

Once a comprehensive budget has been drafted, it has to be approved by the legislature
to become effective. During the legislative stage, parliament scrutinizes the expenditure
and revenue proposals of the executive. Its options are to approve or reject the budget,
to amend it, or, in a few cases, to substitute the draft tabled by the executive with its
own budget. In some countries, the legislature passes separate legislation for
appropriations and changes to the tax code; in others it considers a unified budget bill.
The exact form of legislative approval is less important than the fact that it must be
comprehensive. The duration of the legislative stage is an important element of variation
between budget processes of different countries. Budget scrutiny takes time. A good
rule of thumb, therefore, is that the more time the legislature has to review the draft
budget, the greater its overall potential influence. A national legislature requires a
minimum of three months for effective consideration o f the annual state budget

(www.parliamentarystrengthening.org / Budget Module).

All countries, and especially resourcerich countries, are exposed to fiscal risks inherent
in a continuously changing economic environment and even with high quality forecasting
many new and urgent pressures on public spending are impossible to anticipate and can
emerge suddenly. To ensure that the budget remains authoritative even during difficult
economic times, a budgeting system needs to cope with uncertainty. This is the function

of contingency reserves, which set aside an amount for adapting the budget to changing
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circumstances or emergencies. However, contingercy reserves need to be clearly
accounted, decisions about their use should be a transparent and approved by the
legislature, and they should not be excessive in size. Otherwise, they can easily

deteriorat e idwiwaparbasnéntaiydirendthemnd.srg / Budget Module).

There are several policies that can counter the resource-curse by either better managing
revenues, and/or better managing expenditures. These policies should be clearly
relected in a count ry 6term budgetaraffamewark @The reveduesu m
from natural resources are distinctive in two key respects from other sources of
government revenue: since they are derived from depleting a resource they are
intrinsically temporary, and since commadity prices are highly volatile and unpredictable
they are unreliable. Based on econometric studies commaodity prices do not display any
permanent trend over time. This means that commodity prices follow a random walk
and are thus unpredictable. Based on statistical research, there is very little reason to

expect commodity prices to trend either upwards or downwards.

Part of the paradox of plenty arises from the very high volatility of commodity prices

(Collier, van der Ploeg, Venables, 2009).

Figure 8: Commodity Price Indexes (US$2000 = 100)

Source: ANatural Resources and Devel opment Strategy after
2010 number 147
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