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Articles 

Combating the Resource Curse: 
An Alternative Solution to Managing 
Mineral Wealth 
Erika Weinthal and Pauline Jones Luong 

Countless studies document the correlation between abundant mineral resources and a series of negative economic and political 
outcomes, including poor economic performance, unbalanced growth, weakly institutionalized states, and authoritarian regimes 
across the developing world. The disappointing experience of mineral-rich countries has generated a large body of scholarship aimed 
at explaining this empirical correlation and a list of prescriptions for combating the resource curse. The most popular solutions 
emphasize macroeconomic policies, economic diversification, natural resource funds, transparency and accountability, and direct 
distribution to the general population. The success of these solutions has been limited because they either presuppose strong state 
institutions, which are widely absent in the developing world, or assume state ownership over mineral wealth and thus the need for 
external actors to constrain the state. At the same time, domestic private ownership is rarely proposed and often maligned. Yet, in 
some countries, it would serve as a more viable way to avoid the resource curse by fostering institutions that more effectively con- 
strain state leaders, encouraging them to invest in institution building, and enabling them to respond more successfully to com- 
modity booms and busts. 

The race to find new sources of petroleum has been 
ongoing since commercially viable oil was discov- 
ered in Titusville, Pennsylvania in 1859. Almost a 

century and a half later, the discovery of new oil wealth in 
several parts of the world, including Azerbaijan, Kazakh- 
stan, East Timor, Chad, and Sudan has muffled increas- 

ingly popular cries that world oil production would 

ultimately peak by the middle of this decade.1 
For most industrial countries heavily dependent upon 

fossil fuels for economic growth, these new petroleum 
sources were a welcome blessing that could delay an 

impending global energy shortage. Europe's reliance upon 
imported oil and gas is expected to increase dramatically 
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over the next few decades, especially as oil production in 
the North Sea declines from approximately seven million 
barrels per day to less than four million barrels per day by 
2020.2 Similarly, the United States has become increas- 

ingly dependent upon foreign petroleum supplies since 
1998 when petroleum imports surpassed the 50 percent 
barrier for the first time.3 These new petroleum discover- 
ies are even more vital for meeting the rising energy demand 
in the world's fastest growing economies of developing 
Asia including China and India.4 

For the countries where these discoveries were made, 
however, new concerns arose over whether they could avoid 
the curse associated with mineral wealth. Countless stud- 
ies document the correlation between abundant mineral 
resources (for example, oil, gas, diamonds, copper, and 

gold) and a series of negative economic and political out- 
comes, including poor economic performance and author- 
itarian regimes, across the developing world.5 There are 
also numerous empirical examples of countries that have 
squandered their mineral wealth and actually made their 
citizens worse off. Nigeria (the world's seventh largest oil 
producer) provides a notorious one. Its government has 
accrued $350 billion in oil revenues since independence, 
and yet its economy has shrunk; in purchasing power par- 
ity (PPP) terms, Nigeria's per capita GDP was $1,113 in 
1970 but only $1,084 in 2000, and during this same 
period, its poverty rate, "measured as the share of the pop- 
ulation subsisting on less than US$1 per day increased 
from close to 36 percent to just under 70 percent."6 Thus, 
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despite its vast oil wealth, Nigeria is among the 15 poorest 
nations in the world. 

The disappointing experience of mineral-rich countries 
has generated a large body of scholarship aimed at explain- 
ing this empirical correlation and a list of prescriptions for 

combating the resource curse. The most popular solutions 

emphasize macroeconomic policies, economic diversifica- 
tion, natural resource funds, transparency and account- 

ability, and direct distribution as mechanisms for managing 
mineral wealth wisely. While many mineral-rich countries 
in the developing world have implemented one or more 
of these solutions, their success has been limited to only a 
few exceptional cases (for example, Botswana, Chile, and 

Malaysia). We contend that this is because these solutions 
either presuppose strong state institutions, which are widely 
absent in the developing world, or assume state ownership 
over mineral wealth and thus the need for external actors 
to constrain the state. 

Despite the emerging consensus that robust political 
institutions are the determining factor in successful efforts 
to disrupt the link between mineral wealth and the afore- 
mentioned negative outcomes, we know little about how 
to build such institutions. We suggest one possible way- 
domestic private ownership. Domestic private ownership 
is rarely discussed in the literature and, when discussed, it 
often is maligned. Our research indicates, however, that it 
would foster institutions that more effectively constrain 
state leaders, encourage them to invest in institution build- 

ing, and enable them to respond more successfully to com- 

modity booms and busts. 

The Paradox of Mineral Wealth 
The central paradox that has inspired innumerable studies 
of mineral-rich countries in the developing world is that, 
since the 1970s, they have consistently underperformed 
their mineral-poor counterparts on a variety of economic 
and political indicators, including economic perfor- 
mance, good governance, income equality, and democracy. 

It has been well established that-controlling for 
income-the more intense a country's reliance on mineral 

exports (measured as a percentage of GDP) during this 
time period, the more slowly its economy grew.7 From 
1960 to 1990, GDP per capita in mineral-rich countries 
increased 1.7 percent compared to 2.5-3.5 percent in 

mineral-poor countries; similarly, from 1970-1993, 
mineral-rich countries grew by only 0.8 percent PCGDP 

compared to 2.1-3.7 percent in mineral-poor countries.8 
A prominent illustration of this surprising result are the 

"tigers" in mineral-poor East Asia (Hong Kong, Korea, 

Singapore and Taiwan), whose economies maintained phe- 
nomenal growth rates from the early 1960s to the 1990s 
while the economies of mineral-rich Latin America stag- 
nated or declined.9 Also during this period (roughly 1965- 
1998), members of the Organization of Petroleum 

Exporting Countries (OPEC) experienced nearly univer- 

sally low or negative annual growth rates.10 
Mineral exporters were also more likely to incur greater 

debt, even as world prices soared, and thus forced to com- 
mit a significant percentage of their shrinking GDP to 
debt servicing.11 The World Bank classifies 12 of the world's 
most mineral-dependent countries and six of the world's 
most oil-dependent countries as "highly indebted poor 
countries."12 Six out of the top 10 most indebted coun- 
tries in Africa are major fuel exporters.13 Outside Africa, 
similar patterns emerge; although Ecuador is one of the 
smallest countries in South America, in 2002 it ranked 
seventh in the region for external indebtedness-just below 
Brazil, Argentina, and Venezuela-and had the highest 
debt per capita.14 

Related to these economic problems is the consistent 

finding that mineral wealth is strongly correlated with 

poor governance and high levels of corruption-all the 
more so if the primary commodity is oil.15 Mineral export- 
ers in the developing world find themselves ranked at the 
bottom of the list among countries included in both 
the World Bank Governance Research Indicators16 and 
the Transparency International's Corruption Perception 
Index (CPI).17 

Mineral-exporting states also fare much worse when it 
comes to standards of living and the condition of the 

poor. Citizens living in such countries are subjected to 

high levels of poverty, child mortality, and income 

inequality.18 
Finally, mineral-dependent countries tend to have 

authoritarian regimes. Several studies exploring this rela- 

tionship have found that mineral wealth not only impedes 
democratic transitions but also prevents the consolidation 
of democracies,19 and conversely, promotes the consolida- 
tion of authoritarian regimes.20 Oil wealth in particular 
has been identified as inhibiting democratization, espe- 
cially in oil-poor and low-income countries-thus indi- 

cating that even a little "oil does hurt democracy."21 Of 
the 20 major oil exporters in 2000, only Mexico and 
Venezuela-both of which have previously experienced 
long periods of dictatorship-could be classified as 
democracies. 

That mineral-abundant countries in the developing 
world are more prone to poor economic performance, 
unbalanced growth, corruption, income inequality, and 
authoritarian regimes is certainly alarming, especially given 
the initial optimism about their future prospects. In the 
1950s and 1960s many development economists argued 
that these countries would grow much faster than their 

resource-poor counterparts precisely because their min- 
eral wealth would provide them with the necessary capital 
to industrialize and diversify their exports.22 Economic 

growth, in turn, was widely believed to promote the degree 
of social change and income equality necessary for democ- 
ratization.23 What is even more striking, then, is that by 
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the 1990s a scholarly consensus emerged that these coun- 
tries' vast wealth is the root cause of their severe political 
and economic problems-often referred to as the "resource 
curse. 

These scholars emphasize two main aspects of the 
resource curse: first, the economic consequences that rapid 
booms and the volatility of commodity markets have for 
sustained growth; and second, the negative impact that 
reliance on external rents has on governance, state capac- 
ity, and democracy, which is exacerbated by boom and 
bust cycles. We review these briefly below. 

Windfalls and economic growth 
The most prevalent cause attributed to poor rates of 
economic growth in mineral-rich countries is Dutch 
Disease-a term originally coined to refer to the short- 
lived problems that the Netherlands faced when it discov- 
ered huge gas reserves off its northern coast in 1959. Yet, 
the direct effects of export booms-whether due to a rapid 
rise in exports or commodity prices-is a common source 
of economic stagnation across mineral-rich states. Simply 
put, these windfalls lead to an appreciation of the real 
exchange rate (that is, the rate of exchange between cur- 
rencies adjusted for inflation) by shifting production inputs 
(capital and labor) to the booming mineral sector and 
non-tradable sector (that is, retail trade, services, and con- 
struction), thereby reducing the competitiveness of the 

non-booming export sectors (for example, agriculture and 

manufacturing) and hence precipitating their collapse. 
The shift into the non-tradable sector accelerates domes- 
tic inflation, which is responsible for the rise in the real 

exchange rate. 
These short-term macro-adjustment problems result in 

long-term effects on growth by reducing the country's eco- 
nomic diversity and increasing its reliance on exports from 
its natural resource sector. Equatorial Guinea-one of 
Africa's newest oil producers-is illustrative of how fast 
Dutch Disease effects can transform the domestic econ- 
omy: cocoa and coffee have declined from approximately 
60 percent of GDP in 1991 to less than 9 percent of GDP 
in 2001.24 

The decline of the manufacturing sector also retards 
economic growth by decreasing both the demand for and 
supply of skilled labor, which in turn, affects the level of 
income inequality and educational opportunities.25 A num- 
ber of recent studies have found, for example, that school 
enrollment at all levels and public expenditures on educa- 
tion relative to national income are inversely related to 
natural resource abundance.26 

The phenomenon of Dutch Disease, however, is not 
the only mechanism whereby economic growth is nega- 
tively affected by windfalls. Perhaps equally important are 
the incentives that windfalls create for unproductive invest- 
ments, rent-seeking, and corruption. 

First, the export boom exerts pressure on governments 
to share increased revenues with the public, often by in- 

vesting in unproductive public work projects that are 
motivated by politics rather than profit (that is, "white 
elephants") or subsidizing food, fuel, failing industries and 
even government jobs.27 There is no shortage of promi- 
nent examples, such as the Ajaokuta steel mill that Nigeria 
built in the 1970s to appease the Yoruba region, which 
"has absorbed over US$3 billion,"28 and yet, "has still not 
produced a commercial ton of steel."29 In addition to 

squandering the proceeds from their most precious com- 
modities on failed investment programs, countries also 
suffer from spiraling inflation, the collapse of private sav- 
ings and investment, and economic stagnation.30 

Second, many argue that because windfall rents are con- 
centrated and easily obtained, they exert pressure to engage 
in rent-seeking and corruption-both of which harm eco- 
nomic growth.31 Windfalls can shift the focus to compe- 
tition over rents, leading to a "feeding frenzy"32 and thereby 
distract both individuals and governments from long- 
term developmental goals.33 For example, in the late 1960s 
and early 1970s Indonesia's state oil company, Pertamina, 
accrued large windfalls that generated rent-seeking oppor- 
tunities for actors closely tied to the state; these mineral 
rents became a source of patronage for the Indonesian 
military.34 The long-term effects on Indonesia's economy 
are evident in the lack of foreign investment in new energy 
projects over the last decade and its unique distinction of 

becoming OPEC's first member to import oil in 2004.35 

Volatility and economic growth 
Another chief concern is the effect that the extreme vola- 
tility of commodities, also known as "boom and bust" 
cycles, can have on economic growth. Although market 
volatility is a problem for all exporters of primary com- 
modities, it especially plagues oil exporters because the 
economic importance of oil makes this particular com- 
modity both a valuable and an attractive political weapon. 

The economic impact includes, first and foremost, 
unpredictable revenue streams because widely fluctuating 
export revenues lead to fluctuating levels in overall gov- 
ernment revenues.36 These "frequent upward or down- 
ward adjustments of fiscal expenditures are costly" because 
they simultaneously discourage private investment and 
wreak havoc on the government's budget, thereby imped- 
ing its ability to sustain investment and public goods pro- 
vision.37 Moreover, once expenditures become entrenched, 
it is harder for governments to make budget cuts; rather 
than reversing their spending patterns during busts, they 
often opt to borrow, and hence, incur huge debt burdens.38 

Excessive borrowing also occurs during booms. Many 
countries have followed the ill-advised strategy of "bor- 
row[ing] on the strength of their booms."39 For example, 
although it experienced "only a small oil windfall in 
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1979-81," Mexico "borrowed abroad against future oil 

earnings to boost expenditures by a further 1.8 percent of 
non-oil GDP."40 In fact, oil exporters "built up more debt 

during the 1970s"-that is, as oil revenues were rising the 
fastest.41 

Political consequences of reliance on external rents 

The main political consequences of relying on external 
rents42 are weakly institutionalized states and skewed state- 
societal relations. Relying on an external source of revenue 
fosters weakly institutionalized states because the ease of 

financing state expenditures provides no incentives for gov- 
ernment officials to build strong institutions. More spe- 
cifically, countries rich in minerals, particularly petroleum, 
fail to develop a robust central bureaucracy because their 

ability to rely on an external revenue source engenders 
rigid and myopic decision making.43 This includes, most 

importantly, the failure to build a viable tax regime because 
rulers do not feel compelled to extract revenue from domes- 
tic sources to fill their coffers.44 

In short, mineral-rich states inevitably become rentier 
states. Rentier states seek to exert social and political con- 
trol over their populations by creating and maintaining 
economic dependencies through their sole authority to 
allocate and redistribute income obtained from natural 
resource rents.45 This has three critical implications for 
state-societal relations. 

First, the freedom to rely on external rather than inter- 
nal sources of income both enfeebles the state and impairs 
the development of societal opposition because it reduces 
both the need for leaders to be accountable to the public 
and popular demands for representation.46 Indeed, the 
lack of a viable tax regime has been consistently identified 
with not only impeding broad economic growth but also 

undermining state capacity and democratization.47 
Second, rentier states bolster their autonomy from soci- 

etal forces by exploiting their fiscal independence to engage 
in discretionary spending. Large sums of money are spent 
on sustaining patronage networks and/or providing huge 
subsidies to the population to garner social and political 
support, rather than on developing institutionalized mech- 
anisms of responsiveness.48 The Kuwaiti government, for 

example, employed 75 percent of the workforce in 1975, 
but most were "underqualified and underutilized."49 In 
short, these states are characterized by the "progressive 
substitution of public spending for statecraft."50 

Third, rentier states are subject to state capture and 

high levels of corruption. While the majority of the pop- 
ulation is effectively disenfranchised, those who run the 
natural resource sector are able to exert disproportionate 
influence over government policies. There are primarily 
two reasons for this. First, the highly concentrated nature 
of the mineral sector enables the small number of firms 
that occupy it to form a united front to pressure the state. 

Second, the sheer economic impact of the mineral sector 
fosters a tendency for the state to conflate this sector's 
interest with its own.51 The Gulf States, where the oil 
sector and the ruling families are nearly indistinguishable, 
represent the most extreme illustration.52 As a result, both 
sides have a vested interest in nontransparent transac- 
tions, thereby ensuring state autonomy vis-a-vis the broader 

population and enabling those with access to mineral rents 
(first and foremost, government officials) to enrich them- 
selves at society's expense.53 

The cumulative impact of external rent reliance, there- 
fore, is not just weakly institutionalized states and skewed 
state-societal relations but also corrupt, authoritarian 

regimes. With unfettered access to huge rents, incum- 
bents have such a disproportionate advantage over their 

opponents so that they can remain in office almost in- 
definitely.54 These regimes also sustain themselves by 
simultaneously creating a strong deterrent to popular 
mobilization-either because they successfully preempt 
social discontent with populist policies or because they 
possess effective internal security forces.55 The result is 
that only very few developing countries, such as the Repub- 
lic of Congo and Venezuela, have been able to channel 
their oil wealth into creating the socioeconomic and polit- 
ical conditions conducive to democratic transition.56 

Boom and bust cycles also play a role by aggravating 
the effects of external rents reliance. Booms exacerbate 
both state spending and rent-seeking behavior, thus 

reinforcing the dynamic of weakly institutionalized states 
and corrupt, authoritarian regimes.57 They also further 
enfeeble the state by actually creating a disincentive for 
state leaders to build strong institutions that might inter- 
fere with their ability to allocate rents to supporters.58 
Weakly institutionalized states, in turn, are unable to 

respond to busts, either because their bureaucracies are 
too centralized and bloated to adjust, sectoral interests 
have captured the policy-making process, or some 
combination.59 

Proposed Solutions and 
their Limitations 
Because these scholarly accounts share the assumption that 
the revenue from mineral exports necessarily accrues directly 
to the state, the solutions they propose focus on ways to 
make the state a better "manager" of these proceeds. Accord- 

ing to this view, the likelihood for the newest group of 

energy producers in the developing world (for example, 
Azerbaijan, Kazakhstan, Chad, Sudan, and East Timor) to 
avoid the above-mentioned negative economic and polit- 
ical outcomes associated with mineral wealth depends on 
whether their respective governments can utilize antici- 

pated windfalls more effectively. Thus, the most common 
solutions proposed to help these states achieve this include 
(1) sound fiscal and monetary policies; (2) economic 
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diversification; (3) natural resource funds; (4) transpar- 
ency, accountability and pubic involvement; and (5) direct 
distribution to the population. 

These solutions, however, are inherently limited by their 

emphasis on the state. In sum, they amount to either 

asking a weakly institutionalized state to employ capaci- 
ties that it has not yet developed or relying on non-state 
actors (who often have little willingness or ability to do 
so) to monitor and constrain the state's behavior. States 
that are unable to prevent their own bureaucrats from 

rent-seeking, for example, are expected to implement pol- 
icies that limit discretionary government spending. More- 
over, many of the proposed revenue management policies 
depend on the ability of international financial institu- 
tions (IFIs) and nongovernmental organizations (NGOs) 
to exert sufficient pressure on state leaders. 

This is particularly ironic given the broad consensus 
that weak institutions are perhaps the greatest impedi- 
ment to escaping the resource curse. Despite this consen- 
sus, none of the aforementioned solutions are intended to 

rectify institutional weakness, but rather, to either simply 
ignore or circumvent it. 

Fiscal and monetary policy 
From the moment that the windfalls begin, the negative 
economic effects associated with Dutch Disease are immi- 
nent.60 As a first step to counter the appreciation of the 
real exchange rate, resource-rich states are urged to accu- 
mulate income-producing foreign assets in order to ster- 
ilize the local economy from the inflow generated by the 
mineral sector.61 The accumulation of budget surpluses 
and avoidance of large-scale foreign debt enables mineral- 
rich countries to smooth out expenditures during boom 

periods and prevent borrowing during cycles of busts. Com- 
bined, these policies help to insulate the domestic econ- 

omy from the volatility of commodity revenues and 

generate budget stability. 
Botswana is a prominent example of just how success- 

fully countries that implement sound macroeconomic pol- 
icies and spend their windfalls wisely can combat the Dutch 
Disease.62 It has managed its exchange rate policy through 
the accumulation of foreign reserves and has run budget 
surpluses that were set aside for stability spending during 
periods of busts. Owing to its commitment to fiscal dis- 
cipline, Botswana has shunned wasteful spending during 
boom periods and borrowing during busts. These policies 
have contributed to Botswana's rapidly growing GDP, 
which has enabled it to move from the 25th poorest coun- 
try in 1966 to an upper-middle income country within 
30 years.63 

So, why have so few countries followed Botswana's exam- 
ple? The predominant explanation is that an insulated 
and autonomous technocracy committed to long-term 
developmental goals is necessary for pushing through macro- 

economic policies that may be socially and politically 
unpopular.64 Yet, this overlooks the institutional capacity 
that carrying out and sustaining such polices requires-in 
particular, institutionalized mechanisms for accountabil- 
ity and transparency that can curb rent-seeking and cor- 

ruption. More importantly, the sole reliance upon an 
autonomous technocracy overlooks the need for strong 
budgetary institutions and procedures that can constrain 

legislatures and ministries from expanding the budget and 

promoting "pet projects."65 Botswana was able to main- 
tain a firm budget and prevent overspending because of a 

legislative procedure requiring parliamentary approval for 

any new public project after its National Development 
Plan was passed, thus preventing the executive branch from 

altering the budget.66 

Economic diversification 
To prevent the booming export sector and the non-traded 

goods sector (that is, retail trade, services, and construc- 
tion) from crowding out the non-booming export sectors, 
mineral-rich countries have long been advised to invest 
windfalls in economic diversification.67 Thus, they will be 
able to shield their economies from shocks caused by mar- 
ket volatility. Economic diversification is also directly linked 
to sound fiscal and monetary policies-that is, when the 
local currency is not allowed to appreciate, the chance of 
decline in the non-booming sectors is reduced. 

This is one of the rare areas in which policy prescrip- 
tions have been widely followed. With the endorsement 
of developmental economists and international organiza- 
tions, such as the United Nations Conference on Trade 
and Development, the United Nations Economic Com- 
mission, and the World Bank, from the 1960s until the 
early 1980s most mineral-rich states made considerable 
investments in promoting other economic sectors.68 

Efforts to mitigate the effects of Dutch Disease by trans- 

ferring rents from the mineral sector to the non-booming 
export sectors, however, have actually had a decisively 
adverse economic effect.69 State-led investment in that 
historical context has led not only to inefficient invest- 
ment but also to the perpetuation of import substitution 
industrialization and protectionism-both of which have 
independently contributed to stagnant growth rates.70 
Moreover, few countries have actually managed to diver- 
sify their economies.71 Tunisia is the only mineral econ- 
omy in 1970 that was no longer ranked as a mineral 
economy in 1991.72 Thus, ironically, "the growth col- 
lapses of the late 1970s and the early 1980s resulted in the 
backfiring of the resource abundant countries' efforts to 
reduce their commodity dependence."73 

These policies have failed to decrease dependence on 
natural resource exports for the same reason that the major- 
ity of mineral-rich states have not implemented sound 
fiscal and monetary policies. Because these countries lack 
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strong state institutions and a transparent decision- 

making process, they are prone to making poor invest- 
ment decisions-that is, decisions that are based on either 

shaky economic ground or political priorities, and hence, 
do not offer high domestic rates of return. Thus, even for 
an outlier such as Indonesia, which has been widely touted 
for its ability to sustain a viable agricultural sector since 
the 1 970s,74 the lack of institutionalized mechanisms for 

accountability, transparency, and oversight has allowed rent- 

seeking and corruption to flourish. 

Natural resource funds 
Natural Resource Funds (NRFs) consist of stabilization or 

savings funds and often combine both. Stabilization funds 
aim to reduce the impact of commodity price volatility on 
the economy and, in turn, improve budget predictability 
by stabilizing spending patterns.75 They reduce overspend- 
ing when prices are high and borrowing when prices fall 
because when commodity prices are high, excess revenue 
is placed in the stabilization fund, but when prices are 
low, revenue is transferred out to make up for budgetary 
shortfalls. Savings funds, in contrast, are intended to ensure 
that a share of the wealth will exist for future generations, 
even after the natural resources are depleted.76 

NRFs are found in both developed and developing coun- 
tries. Examples include Venezuela's Stabilization Invest- 
ment Fund, the State Petroleum Fund in Norway, Iran's 

Foreign Currency Reserve Account, and the Oman Gen- 
eral Reserve Fund. However, their institutional structures 
and success rates vary dramatically. The Alaska Permanent 
Fund is characterized by high levels of public involvement 
in the decision-making process concerning the establish- 
ment and evolution of the fund.77 Public debate has influ- 
enced how the windfalls are spent and led to the creation 
of a dividend program in which each citizen of Alaska is 
entitled to a share of the wealth generated from oil sales. 
In contrast, the Kuwait Reserve Fund for Future Genera- 
tions is considered extremely nontransparent since infor- 
mation about its holdings and expenditures is neither 
available to the public nor to the legislature. 

The popularity of NRFs continues to grow. Several new 

energy producers-Azerbaijan, Kazakhstan, and Chad- 
have also adopted NRFs. Most recently, the World Bank 
and the International Monetary Fund (IMF) have pro- 
posed a Petroleum Fund model to East Timor to assist it 
with managing its anticipated petroleum revenues from 
its newly discovered offshore reserves. Yet, their applica- 
bility to developing countries is limited precisely because 

many lack the institutions to support NRFs. 
In order for NRFs to work as designed, states must 

already possess strong state institutions-that is, institu- 
tions that emphasize oversight, transparency, and account- 

ability such as a professional bureaucracy that abides by 
clear fiscal accounting standards and an independent judi- 

ciary that can prevent the executive from arbitrarily chang- 
ing the rules. It is no coincidence that the most enduring 
NRFs are located in countries such as Norway, the United 
States, and Canada-all of which have well-developed fis- 
cal, regulatory, and supervisory institutions and also hap- 
pen to be mature democracies.78 

The empirical evidence to date also indicates that NRFs 
have been largely ineffective in stamping out corruption 
and improving transparency in countries with strong chief 
executives that possess sole authority over petroleum con- 
tracts and complete discretion over the operation of the 
NRF.79 Venezuela's fund exemplifies the risks involved 
in proposing an NRF for a country-even if it is a 

democracy-in the absence of stringent checks on and 
balances against executive authority. As a result, the Ven- 
ezuelan government has periodically raided the fund when 

strapped for cash, and frequently altered the fund's oper- 
ating rules to expand presidential discretion. The weak- 
ness of Venezuela's fund does not bode well for the newly 
created NRFs in Azerbaijan and Kazakhstan-countries 
that both have strong presidencies. Already in its short 

history, former President Haider Aliev was personally able 
to channel resources from the NRF to finance refugee 
resettlement programs80 and the state oil company's 
(SOCAR) participation in the Baku-Ceyhan oil pipe- 
line.81 Thus, where the institutional capacities necessary 
to support and restrict access to NRFs are absent, they can 

actually be counterproductive; rather than sterilizing the 

budget and preventing corruption, these funds can inad- 

vertently reinforce the concentration of power and author- 
itarian tendencies in mineral-rich countries. 

Transparency, accountability, and 

public involvement 
Over the last few years, international nongovernmental orga- 
nizations (INGOs) and IFIs have combined forces to pro- 
mote transparency, accountability, and public involvement 
in the management of petroleum revenues in order to address 
the political consequences of reliance on external rents. 

The targets ofINGO activity include foreign extractive 
firms, IFIs, Western governments, and domestic govern- 
ments.82 First, they have pressed IFIs such as the World 
Bank and IMF to use their leverage to encourage coun- 
tries to provide the public with accurate information about 
revenues received and spent. Second, they have pushed for 

foreign extractive firms (for example, multinational oil 

companies) to publish what they pay to host govern- 
ments. Third, NGOs have urged governments in mineral- 
rich states to disclose all their transactions with foreign 
extractive firms and their expenditures.83 Finally, they have 

sought to increase opportunities for public involvement 
in deciding how revenues will be spent through advocat- 

ing improved human rights protection and encouraging a 
free press.84 
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Campaigns such as "Publish What You Pay"85 are a 

primary example of such INGO-inspired efforts. Here, a 
coalition of over 200 INGOs and local nongovernmental 
organizations (LNGOs) are working to persuade foreign 
extractive firms to disclose all taxes, fees, royalties, and 
other payments made to the host governments in the coun- 
tries where they operate. In order to monitor how these 
revenues are used, they are also pushing for full disclosure 
of compensation payments and community development 
funding. Their efforts have been at least partially success- 
ful. British Petroleum (BP), for example, agreed to post its 

production-sharing agreement with Azerbaijan on a web- 
site and make its social and environmental impact assess- 
ments available to the general public.86 Pressure from both 
INGOs and LNGOs has also persuaded the World Bank 
to create "the Extractive Industry Review" to carry out an 
evaluation between 2001-2003 of its role in supporting 
projects in the mineral sector and their impact on poverty 
alleviation.87 

The biggest success to date, however, may be the Chad 
Revenue Management Plan. In order to encourage trans- 

parency and public oversight over the use of Chad's antici- 

pated windfalls, the World Bank has made funding to 
construct a pipeline to export oil from land-locked Chad 
to Cameroon contingent on the government meeting cer- 
tain conditions, such as adopting a revenue management 
plan and social and environmental safeguards. One of the 

unique aspects of the World Banks program in Chad is 
the large role for external monitoring by both societal 
actors (LNGOs) and foreign actors (INGOs, the World 
Bank, and foreign oil companies) to ensure that Chad's oil 
windfalls are directed towards poverty reduction pro- 
grams and not wasted on non-income earning projects.88 
Built into Chad's Revenue Management Plan are different 

oversight mechanisms such as the Revenue Oversight Com- 
mittee, which is composed of representatives from both 
the government and civil society and is charged with ver- 

ifying government compliance with the revenue manage- 
ment law. Because of international and local NGO pressure, 
the foreign oil companies operating in Chad have also 

agreed to independent scrutiny of their activities and are 

paying for an External Compliance Monitoring Group 
composed of members of civil society to monitor their 
adherence to an environmental management plan.89 

However, there are limitations to relying primarily on 
external actors to build transparency, accountability, and 
public oversight. Pressure from IFIs, foreign companies, 
and INGOs is insufficient unless first, societal actors- 
particularly local NGOs-are empowered by institutional 
safeguards, such as freedom of assembly and free speech; 
second, both foreign and societal actors can hold govern- 
ment officials accountable for their actions; and third, all 
of the actors involved-most importantly government 
officials-have a mutual interest in promoting transpar- 
ency and stamping out corruption. The presence of these 

three conditions has fostered transparency, accountability, 
and public oversight in Norway, for example, where 

well-developed political parties, independent oversight 
councils, and a long-standing national parliament have 
monitored both government spending and oil extraction 
contacts. Similarly, since the late 1980s an informed pub- 
lic in Alaska has utilized preexisting representative institu- 
tions to demand formal oversight (that is, citizen advisory 
councils) of the petroleum's industry's activities.90 

Conversely, the absence of these three conditions appears 
to be undermining Chad's Revenue Management Plan. 
Thus far, there is good reason to be skeptical of both the 

government's commitment to this plan and the ability of 
IFIs to enforce it. Although Chad's president initially com- 
mitted to using the first signing bonus "in the spirit of the 
Revenue Management Law," the World Bank was unable 
to prevent him from spending a large portion of this bonus 
($4.5 million, or approximately 20 percent) to purchase 
weapons.91 There is also good reason to doubt the foreign 
oil companies' commitment to the World Bank program. 
For example, INGOs are already highly critical of the oil 

companies' decision to put pipeline construction ahead of 
the social and environmental programs that are intended 
for poverty alleviation and increasing public involve- 
ment.92 Finally, in the absence of institutionalized mech- 
anisms of responsiveness in Chad, LNGOs may find 
themselves solely targeting the foreign oil companies and 
the IFIs rather than engaging in a fruitful dialogue with 
the government over management of the petroleum 
industry's activities and windfall rents. 

Direct distribution 

Despite the tacit acknowledgement that the state is a large 
part of the problem, none of the most popular solutions 

attempt to take the mineral rents out of direct state con- 
trol. The only exception is direct distribution of windfall 
revenues to the population, which has very recently been 

proposed as another way to avoid Dutch Disease effects, 
combat corruption, foster democratic governance, and even 
address the problem of weak institutions.93 

The premise underlying this solution is that if the pop- 
ulation receives the benefits of its natural resource wealth 
directly rather than through public works projects or state 
subsidies, it will make better investment choices and have 
a greater incentive to save these windfall rents than gov- 
ernment officials. Some argue that direct distribution will 
also force the public to engage politically and demand 
oversight and accountability institutions to monitor the 
flow of petroleum revenue.94 Two forms of direct distri- 
bution have been put forth: the first is based upon the 
Alaska model in which the interest from the oil fund is 
directly distributed to the population95 whereas the sec- 
ond eliminates the use of a savings and stabilization fund.96 
For countries like Nigeria and Iraq where government 
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officials have siphoned off oil rents for personal profit and 

suppressed all forms of political resistance for decades, the 
idea of spreading the wealth among the population is espe- 
cially attractive. 

Yet, direct distribution schemes are not without their 

problems. For example, if direct access to "easy money" 
encourages myopic behavior on the part of government 
officials, there is no reason to believe that it will not induce 
the same spending effects on an individual-particularly 
one living below the poverty line. There is also the danger 
that transferring windfalls to individuals will reduce incen- 
tives for citizens to engage in entrepreneurship, which will 
further stifle the growth of small and medium private enter- 

prises in developing countries. The case of Alaska, in which 
the population receives an annual dividend from oil and 

gas proceeds via mandatory state investments in the Alaska 
Permanent Fund, provides a striking illustration. The trans- 
fer of rents to households has fostered an environment in 
which the population is focused primarily on consump- 
tion, rather than investment.97 It has also had such a neg- 
ative impact on the development of the private sector that 
several state-sponsored organizations have emerged to 

encourage entrepreneurialism among young Alaskans.98 
Even where we might expect individuals to distribute 

rents most efficiently, such as rents generated from peas- 
ant cash crops, the empirical evidence to date suggests 
otherwise. For example, although small landholders in 

Kenya were able to save much of the windfalls generated 
from the coffee boom between 1976-79 (approximately 
60 percent), government controls that favored the urban 
sector over the rural one prevented them from investing 
their savings efficiently.99 

In contrast to the aforementioned solutions, direct dis- 
tribution is viewed as a way to encourage institution build- 

ing in mineral-rich states, particularly fiscal institutions, 
because the state would no longer be either the sole or the 

largest recipient of natural resource rents.10? It would also 
lack the fiscal autonomy from its population that rentier 
states enjoy. As a result, it would be compelled to develop 
a workable taxation system in order to collect revenue 
from its citizens. In reality, however, under existing and 

proposed models of direct distribution the government 
continues to be the largest direct beneficiary of the rev- 
enue from natural resource exports,101 and thus, suffers 
from the same disincentives for fiscal discipline. The fail- 
ure of direct distribution models to specify who will be 

responsible for the dispersal of the proceeds to the popu- 
lation, and hence, how to ensure that the government 
does not either mismanage or appropriate the revenue, 
moreover, limits their efficacy-especially if the state con- 
tinues to own and control the production and sale of petro- 
leum reserves. 

Alaska's experience again serves to illustrate. In Alaska, 
the state budget is the largest beneficiary of the proceeds 
from natural resources. The state is required to deposit 

only 25 percent of the royalties it collects from the oil 
sector into the Permanent Fund and the interest is divided 

evenly among the population.102 Much like petroleum- 
rich countries in the developing world, therefore, the Alas- 
kan government has had little incentive to develop a broad- 
based tax system; for example, it has neither introduced a 

personal income tax nor broad based sales tax. As a result, 
the relationship between the government and its citizens 
is defined solely by the "government [distributing] checks 
to citizens instead of citizens sending checks to govern- 
ment:" 103 The state government also has a chronic budget 
deficit because it must maintain high spending levels to 

satisfy constituents, who prefer to maintain the dividend 

program rather than use the Permanent Fund to balance 
the budget. In the 1980s, for example, Alaska's per capita 
state spending was far above the national norm and 
included public work projects that cost millions of dol- 
lars, yet never came to fruition.104 Direct distribution, 
then, seems to inadvertently reinforce a rentier mentality 
whereby the population views the government as a source 
of wealth distribution and the government is unable to 
demand fiscal compliance. 

In addition, direct distribution shares the central prob- 
lem of the aforementioned solutions because it requires a 

degree of institutional capacity that most resource-rich 
countries simply do not possess. At a bare minimum, it 

requires a viable banking system to distribute the rev- 
enues. This is not sufficient, however, to prevent govern- 
ment officials from engaging in rent-seeking or to curb 

corruption. Thus, in order to promote its perceived ben- 
efits, direct distribution also requires the same types of 

strong institutions as NRFs-that is, institutions that 

emphasize oversight, transparency, and accountability. Per- 

haps this is why, thus far, it has only been tried in a devel- 

oped democracy with an effective bureaucracy like the 
United States. Yet, its success is questionable even there. 

The Missing Link: Private Ownership 
and State Capacity 
In sum, these existing solutions have largely failed because 

making the state a better "manager" of its mineral wealth 

requires institutions that promote transparency, account- 

ability, and oversight-that is, institutions that are widely 
absent in developing countries.105 In contrast, we propose 
a solution that deliberately addresses the core problem of 
weak institutions-private domestic ownership. 

Robust institutions are the product of both supply and 
demand; governments must have an incentive to supply 
them and societal actors must have both the interest and 

ability to make a credible demand for them. In the major- 
ity of mineral-rich states in the developing world, how- 
ever, neither condition is met. State ownership in particular 
creates a disincentive for supplying institutions that would 
limit the government's fiscal independence or discretionary 
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Figure 1 
Variation in the Structure of Ownership, 1900-20001 
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decision-making power. It also undermines the develop- 
ment of societal actors that are either powerful enough to 

challenge the state or have a keen interest in limiting its 

power. Not surprisingly, then, the vast majority of mineral- 
rich countries exercised state ownership over their mineral 
reserves from the late 1960s to the early 1990s-the very 
historical time period on which most of the literature on 
the resource curse focuses (see fig. 1). 

By taking resource rents out of the state's direct control, 
privatization to domestic owners simultaneously fosters 
the conditions under which governments have an incen- 
tive to build strong fiscal and regulatory institutions and 
creates a new set of societal actors with the potential to 
demand these institutions. Because these private owners 
benefit directly from the production and export of the 

country's mineral reserves, they have a vested interest in 

securing both their property rights and a stable revenue 
stream as well as the means to bring state actors to the 

bargaining table. At the same time, because the state has 
less control over how these resources are extracted and 
utilized, it is more likely to invest in institution building 
that enables it to extract revenue from private owners, 
regulate the private sector, and generate other sources of 
revenue outside the natural resource sector. Thus, privat- 
ization to domestic actors offers an alternative path out of 
the "resource curse" because it creates an incentive for 
both state and societal actors to bargain over and eventu- 
ally establish the formal rules of the game. 

Russia provides a powerful illustration of this proposi- 
tion. In the mid-1990s, Russia began privatizing its oil 
sector to domestic investors but retained state control over 

the gas sector.106 Since then, the degree 
of reform and economic promise in these 
two leading sectors has diverged signifi- 
cantly. By the end of 1990s, the major- 
ity of the oil industry was privatized to 

multiple owners, substantially deregu- 
-' -S1 lated, and had undergone significant 
= S2 internal restructuring. Under private 

Pi ownership, the Russian oil industry has 
+ P2 successfully expanded production and 

seen its net profits jump to $25 billion 
in 2003.107 In addition, the domestic 

~^ ̂ ~ owners that emerged from this process 
have increasingly pressured the Russian 

gb9 ~ government not only to support greater 
? liberalization within the energy sector 

itself, but also to develop institutions out- 

et (35) of side the energy sector to promote greater jentina, 
r, Egypt, transparency and fiscal stability. The gas 
, Malaysia, sector, in contrast, continues to be dom- 
on, Saudi inated by the primarily state-owned 
I Dhabi), monopoly Gazprom, which has resisted 

any structural reform, amassed substan- 
tial foreign debt, and remained chroni- 

cally undercapitalized, translating into direct losses to the 
Russian economy and indirect losses to the institutional 

capacity of the Russian state. 

Why ownership matters 

Why should we expect state and private ownership to 
result in such distinct institutional outcomes? In short, 
because they foster a very different relationship between 
the main actors they generate. While both sets of actors 
under state ownership (that is, state elites and bureau- 
crats) and private ownership (that is, state elites and domes- 
tic owners) are relatively symmetrical in their ability to 
exert influence over the other, the boundaries between 
them are blurred and clear, respectively. These bound- 
aries, in turn, promote very different incentives for in- 
stitution building because they impose very different 
transaction and monitoring costs for the actors involved. 

Under state ownership, the boundary between the main 
actors-state elites and bureaucrats-is blurred because 
there is no clearly identifiable principal.108 Rather, the 

population as a whole is the nominal principal whose 
interests are ostensibly served by a multitude of agents. 
At the same time, because the control structure is not 
clearly defined and there are no objective criteria for deter- 
mining managerial performance, these agents often act 
like principals such that administrative tasks and politi- 
cal goals also become blurred.109 The relative power 
between state elites and bureaucrats is symmetrical because 
both have direct access to the proceeds from mineral 
exploitation. They also both have exclusive access to 
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information about the income-as well as the mis- 
deeds-of the other. 

In the case of the Russian gas sector, for example, it is 
difficult to distinguish the management from the govern- 
ment. For most of the 1990s, Gazprom's president and 
board of directors not only controlled their own shares 
but also were entrusted with the government's shares. Thus, 
they openly ran the company as if they owned it. Then, as 
now, the Gazprom CEO is a presidential appointee and 

Gazprom's managers and government representatives form 
a majority on the board of directors. As a result, some 
have suggested that it has been hard to determine where 

"Gazprom ends and the Russian state begins."110 
Blurred boundaries reduce transaction and monitoring 

costs by making revenue readily available to multiple prin- 
cipals, all of whom are charged with managing this rev- 
enue but none of whom can benefit directly when it is 

generated efficiently. In most developing countries, for 

example, petroleum resources are managed through a state 
oil company. Bureaucrats are assigned to run the company 
on behalf of the state, with the understanding that the 

company-and most importantly, its income-ultimately 
falls under the jurisdiction of the state elites."' These 
bureaucrats not only have a greater opportunity to steal 
from the company but also a greater incentive to do so 
because, as de facto government employees, they are not 

compensated for performance. Because they have no direct 
claim to the residual (or profits), they also have a greater 
incentive to operate the company without regard for prof- 
itability."12 This is reinforced by soft budget constraints- 
that is, continued access to state revenue, regardless of 
whether or not the company is profitable. 

As a result, state elites and bureaucrats share incentives 
for building or sustaining weak institutions. Both prefer 
greater discretionary power, and thus, institutions that are 

unlikely to constrain their behavior in any meaningful or 

predictable way. Neither side has an incentive to support 
the development of institutions that foster internal and 
external oversight mechanisms, increase transparency, or 

impose hard budget constraints. Rather, because both sides 
have direct access to the proceeds from the exploitation of 
the energy sector, they prefer greater discretionary power 
and informal agreements over the allocation and use of 
these proceeds. This encourages a form of implicit bar- 

gaining whereby each side tacitly agrees to either under- 
mine existing institutions that might pose a threat to their 

discretionary authority, for example, by increasing trans- 

parency and accountability, or to maintain the status quo, 
and thus neglect institution building altogether. These ten- 
dencies are likely to be exacerbated, moreover, by an exog- 
enous shock or economic crisis because time horizons 
shorten and opportunities for rent-seeking expand. 

The blurred boundary between the state and Gazprom, 
for example, has benefited both sides. On the one hand, it 
has empowered the gas sector to operate with very little 

internal or external scrutiny over its transactions. For exam- 

ple, during most of the 1990s, the Russian Audit Cham- 
ber did not demand an official audit of Gazprom's finances. 
This lack of oversight is evident in Gazprom's notorious 

mismanagement of investment funds and arbitrary trans- 
fer of assets to board members and relatives during Boris 
Yeltsin's presidency.113 Gazprom's integrated structure also 

provides the company with a relatively costless and effort- 
less way of hiding its profits, and thus lining its managers' 
pockets. 

On the other hand, this blurred boundary has enabled 
the Russian government to utilize its leverage as the ulti- 
mate owner to fulfill its domestic fiscal and spending 
requirements. Gazprom remains subjected to price con- 
trols and delivery requirements for nonpaying domestic 
customers, which account for a large portion of its implicit 
tax burden. As a result, Gazprom is forced to sell most of 
the gas it produces (70 percent) on the domestic market 
for approximately 15 percent of the price it would receive 
on the global market. Combined with the high rate of 
tariff arrears in Russia among industrial and household 
consumers alike, therefore, it is not surprising that Gaz- 

prom operates at a loss.14 Nonetheless, the government 
has refused to lower Gazprom's explicit tax burden, con- 

tributing further to its well-earned position as Russia's larg- 
est taxpayer. 15 Gazprom's explicit tax burden has actually 
increased following the August 1998 financial crisis and 
the adoption of a new tax code in 2000-2001. Mean- 
while, its implicit tax burden has also steadily increased as 

government officials utilize Gazprom's budget for social 
and political goals such as financing election campaigns."16 

Yet, the long-term costs of weak fiscal, regulatory, and 

supervisory institutions outweigh the short-term benefits 
to each side. In sum, the blurred boundary has created 
and reinforced an informal agreement whereby Gazprom's 
managers accept a high tax burden in exchange for the 

ability to line their own pockets and the government accepts 
less transparency and accountability for virtually unlim- 
ited access to Gazprom's coffers. This has resulted in a net 
economic loss for both Gazprom as a company and the 
Russian economy as a whole. "Years of asset stripping and 
lack of transparency," for example, are responsible for Gaz- 

prom's gross undercapitalization.1l7 
Under private domestic ownership, in contrast, the 

boundary between the main actors-state elites and domes- 
tic owners-is clear because there is a clearly identifiable 

principle. Because the control structure is clearly defined 
and there are objective criteria for evaluating managerial 
performance, agents do not conflate administrative tasks 
with political goals. Rather, they are punished and rewarded 
based on their ability, for example, to maximize efficiency, 
increase profits and market capitalization, and expand mar- 
ket share. Their relative power is symmetrical because each 
has an independent source of authority over the other. 
Domestic owners possess the rights to revenue from mineral 
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exploitation, and thus, are a critical source of tax revenue 
for the state. State elites possess the authority to revoke 

property rights and reduce revenue streams through 
demanding excessive taxation. In short, they need each 
other not just to survive, but also to thrive. 

Clear boundaries increase transaction and monitoring 
costs by simultaneously making it more difficult for state 
elites to extract revenue and for private owners to hide 
their income. During Yeltsin's presidency (1991-98), for 

example, the government was forced to either confiscate 
revenue from the oil companies or to engage in continu- 
ous bargaining over revenue burdens.118 Also during this 

period, the Russian oil companies (hereafter, ROCs) devised 
several legal and semi-legal schemes to reduce their prof- 
itability on paper that eventually proved too costly-not 
only because it required expending effort and finances on 

nonproductive activities but also because it earned them a 
lower stock market valuation.119 

Clear boundaries also make it less rational to steal. Unlike 
state companies, in private companies managers are com- 

pensated based on performance and the owners have a 
direct claim to profits, and thus, both owners and manag- 
ers are primarily concerned with profitability. Owners- 

including shareholders with a minority stake (that is, 25 
percent of the shares)120-also have a vested interest in 

ensuring that both their managers and employees do not 
steal or otherwise jeopardize the company's financial health. 
When these minority shareholders are multinational cor- 

porations (MNCs), moreover, they can also provide fur- 
ther defense against state predation because they carry the 
added weight of access to capital, international arbitra- 
tion, and foreign governments to both deter and chal- 

lenge such practices. 
Nor can private companies necessarily rely on the state 

to bail them out if they are operating at a loss. Hard 

budget constraints and the fear of bankruptcy thus reinforce 
the desire of owners and managers to run the company 
efficiently. As a result, they are unlikely to invest in unpro- 
ductive public work projects or provide subsidies-tasks 
that a government often demands of state-owned compa- 
nies to promote its own social and political objectives. 

High transaction and monitoring costs, therefore, pro- 
mote mutual incentives for building stable, effective, and 

far-reaching institutions-that is, strong institutions. Both 
state elites and private actors, for example, prefer a tax 

regime that is stable, so as to ensure fiscal predictability, 
and one that is broad-based, so as to decrease the state's 
fiscal reliance on the mineral sector. Both also prefer reg- 
ulatory institutions that will effectively monitor compa- 
nies' profits and employees. The main actors' interests 
concerning institution building thus converge. Yet, their 
preferences over the exact content of these institutions 
(for example, tax rates, number of audits, and so forth) 
will vary based on their specific interests. Combined with 
the fact that their relative power is symmetrical (that is, 

neither can impose their preferred outcome on the other), 
this variation in preferences over content encourages these 
two sets of actors to engage in explicit bargaining to for- 
mulate strong institutions. The mutual desire for formal 

guarantees is likely to be reinforced, moreover, by an exog- 
enous shock or economic crisis because both actors will 
feel vulnerable and their continued survival will depend 
more acutely on the actions of the other. 

The mutual desire for fiscal predictability following the 

August 1998 financial crisis, for example, provided the 

impetus for the Russian government and private domestic 
oil companies to negotiate a broad-based tax code that 
was enacted between 1999-2002.121 By most accounts, 
this new tax code exceeds Western standards-not only 
because it sets lower tax rates than the OECD recom- 
mends but also because it is much simpler and clearer 
than the previous one. Most important, the new tax code 
has resulted in an increase in the contribution of the per- 
sonal income tax to the budget.122 Foreign and domestic 
financial and political analysts alike have also praised the 
new tax code for the inclusive nature of tax benefits, and 
thus, its potentially positive impact on the Russian econ- 

omy as a whole. The increased tax collection rates since 
the new code was put into effect support this optimism. 
In 2004 alone, for example, Russia's federal budget recorded 
a 17.7 percent increase in tax revenue.123 

The financial crisis also motivated the ROCs to alter 

significantly their prior behavior and to design forward- 

looking development strategies.124 Whereas governments 
across mineral-rich countries in which the oil sector is 
under state ownership commonly respond to economic 
crises linked to sharp declines in the market price of petro- 
leum (or commodity "busts") by increasing production to 
make up for budgetary shortfalls, thereby lowering their 

profits, and/or by borrowing against future expected rev- 
enues,125 the ROCs did neither. Nor did they pool their 

lobbying efforts or resources to seek state protection or 

"capture" the policy process, as Michael Shafer126 and 
others would have predicted.127 Rather, the ROCs con- 

sciously and successfully adjusted to the current bust and 

prepared for future booms by concentrating their efforts 
on cleaning up their internal operations so as to get their 
finances in order and finding ways to increase both pro- 
duction and profits over the long-term. 

A central component of this adjustment strategy con- 
sisted of building foreign partnerships through attracting 
minority shareholders from abroad and/or bringing in for- 

eign management.128 This has had several undeniably pos- 
itive effects on the development of the Russian oil industry. 
First, the ROCs' desire to attract foreign capital, and con- 

sequently to increase share prices, bolstered their commit- 
ment to greater transparency and corporate governance. 
Indeed, hiring foreign managers was a conscious attempt 
to signal this commitment to shareholders, as well as the 
Russian government.129 Second, bringing foreign expertise 
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and capital directly into their respective enterprises enabled 
the ROCs to invest in new technology to increase produc- 
tion by tapping into old (brown) wells-a strategy that 
was both technologically impossible and highly unpopu- 
lar among neftyaniki (oilmen) during the late Soviet period. 
Several of the ROC representatives and foreign investors 
we interviewed commented that Soviet-trained oilmen 
viewed this practice as "unmanly," preferring to open up 
new wells when oil did not easily flow from existing ones. 
Some of the ROCs also viewed foreign expertise and cap- 
ital as a means to realize their ambitions to build new 

pipelines that would open up new markets-especially 
China-and provide an alternative to government- 
controlled pipelines as a prelude to investment in explor- 
ing and developing new wells. Finally, many ROCs 

deliberately sought foreign partnerships in order to simul- 

taneously expand their operations at home-in particular 
to the Northern Territories where exploration requires both 
more capital and advanced technology-and abroad so as 
to reduce their future dependence on domestic reserves. 

By 2001, for example, Lukoil had already teamed up with 
Conoco International to explore oil in Russia's Timan- 
Pechora region130 and had approximately 40 percent of 
its operations in foreign markets.131 

Thus while some Western analysts have criticized the 
ROCs failure to invest in exploration, and hence, the 

development of new oil wells,132 these efforts suggest a 
different picture. Combined, they indicate a strategy that 
is aimed not only at long-term investment but also at 

securing multiple sources of oil and access to new mar- 
kets. On the one hand, these analysts and others have 

downplayed the ROCs attempts to explore new fields in 
the Far East, for which present production-sharing agree- 
ment (PSA) legislation privileges foreign investors.133 On 
the other, they have overlooked the fact that the ROCs 

eventually want to be able to compete on the same play- 
ing field as other multinational oil companies, which 

requires looking beyond domestic production and exist- 

ing markets. 

Conclusion 
In a recent op-ed, Joseph Stiglitz writes, "Abundant natu- 
ral resources can and should be a blessing, not a curse. We 
know what must be done. What is missing is the political 
will to make it so."134 Scholars and policy makers alike 
have become increasingly convinced that it is possible to 
combat the resource curse through a broad array of poli- 
cies that include natural resource funds, economic diver- 
sification, transparency and accountability, and direct 
distribution. These solutions, however, rely on a degree 
of institutional capacity that is widely absent in mineral- 
rich countries, and thus they are prone to suffer from the 
aforementioned negative economic, political, and social 
outcomes. 

In contrast, we offer a solution that directly addresses 
the pervasive problem of weak institutions in mineral- 
rich states-privatization to domestic owners. By taking 
resource rents out of the state's direct control, domestic 

privatization simultaneously fosters the conditions under 
which governments have an incentive to build strong 
fiscal and regulatory institutions and creates a new set 
of societal actors with the potential to demand these 
institutions. 

Domestic privatization, however, is not a short-term 

remedy for institutional weakness. Building institutions is 
a lengthy process, involving numerous conflicts between 
the government and domestic capitalists over their respec- 
tive roles in the economy and the rules that define them. 
This process is also a highly political one and, as such, is 
often mired in the political priorities of the moment, which 
can temporarily derail economic ones. 

Russia again serves to illustrate. In June 2003 various 

agencies within the Russian government launched an 

increasingly fierce assault against Yukos, which had become 
the largest and most profitable ROC by 2002 owing to 
the aforementioned strategic changes.135 This assault cul- 
minated in the arrest of Yukos's former CEO, Mikhail 

Khodorkovsky, and the forced sale of its most valuable 

subsidiary and covetable asset-Yuganskneftegaz136 on 
December 19, 2004, to cover unsubstantiated tax claims 

exceeding the company's revenue. Yet, while many ana- 

lysts have interpreted the government's assault against Yukos 
as the death knell of private ownership in the oil sector, 
and thus, a calculated move toward regaining control over 
the country's most important economic assets,l37 the over- 

whelming evidence indicates that the primary motivation 
was political and personal.138 

First, Khodorkovsky openly flaunted his economic 
success-most notably through arranging the first ship- 
ments of Russian crude oil to the United States in the 
summer of 2002 and financially sponsoring opposition 
parties in the 2003 parliamentary elections-and used it 
to launch his own political career, suggesting that he would 
run for president in 2008. The state prosecutor's recent 
decision in March 2005 not to demand additional jail 
terms for Khodorkovsky and Platon Lebedev, Yukos's sec- 
ond largest shareholder, for their role in the illegal pur- 
chase of shares in Apatit, a fertilizer company, in 1994 has 
reinforced the political nature of government's case, given 
that in addition to alleged tax fraud, this was the main 
reason underlying their arrest.139 

Second, the assault on Yukos has thus far been unique, 
both in form and content. It has not amounted to the 
renationalization of the oil sector, but rather, the partial 
dismantling of Yukos. As of the spring of 2005, no con- 
crete action had been taken against Yukos's other subsid- 
iaries, Tomskneft and Samaraneftegaz. If Yukos manages 
to retain these two subsidiaries, it would still be a major 
contender in the Russian oil industry.140 At the same time, 
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other ROCs-particularly those with a formidable MNC 

partner141-have escaped the degree of government pre- 
dation that Yukos has experienced. While minority for- 

eign ownership, perhaps because it only constituted 10 

percent of the shares, did not prevent the government's 
assault against Yukos, minority shareholders in both this 

company and its single largest domestic investor, Menatep 
Bank, played a key role in foiling the Russian government's 
plan to buy Yuganskneftegaz outright via Gazprom's win- 

ning bid and seem to have stalled any further legal action 

against the company.142 
Finally, the government has remained committed to 

private ownership and securing property rights, as evi- 
denced by its decision to sell its remaining shares in Lukoil 
in 2004143 and Putin's recent initiative to provide legal 
protection for the various "insider privatizations" that 
occurred in the mid-1990s by reducing the statute of lim- 
itations on them from 10 years to three years.144 That this 
commitment is credible is evidenced by the fact that, despite 
the assault against Yukos, other ROCs have continued to 
increase their domestic investments.145 

Domestic privatization is also not universally applica- 
ble. Like any policy prescription, the domestic context 
can be more or less conducive to its feasibility. First, state 
leaders are more likely to privatize their mineral sector 
where they are both able to rely on an alternative source of 

export revenue in the short-term and feel threatened by 
the emergence of a rival political cleavage.146 Transferring 
ownership of these resources from the state to private 
domestic actors thus becomes a way to bolster existing 
supporters and/or appease emerging rivals without the 
immediate need for attracting foreign capital. When pri- 
vatization occurs in this manner, moreover, it is more likely 
to lead to the establishment of clear boundaries between 
those who own the resource (that is, domestic capitalists) 
and those who regulate it (that is, the state). Second, domes- 
tic privatization is more likely to succeed where domestic 

entrepreneurs have an interest in developing the mineral 
sector, as is clearly the case in Russia today as well as the 
United States in the late 1800s and Romania during the 
interwar period.147 

While Stiglitz and others tend to view the problem of 
mineral wealth as a matter of political will alone, our 
research suggests that this approach fails to take the broader 
picture into account. Political will, like institutional capac- 
ity, is the product of incentives. Thus, even though domes- 
tic privatization can be a highly contentious process, it 
remains the only solution that can generate the incentives 
for governments in mineral-rich countries to both acquire 
the will and build the capacity to manage their resources 
effectively. Precisely because domestic capitalists own its 
mineral resources, rather than the state, Russia has the 
potential to build a brighter future than its mineral-rich 
counterparts in the developing world. International actors 
and organizations would therefore be well advised to advo- 

cate privatization to domestic owners as another possible 
solution for combating the resource curse, especially for 
new producers of mineral wealth like Azerbaijan, Kazakh- 
stan, East Timor, Chad, and Sudan. With time and inter- 
national support, they can pursue domestic privatization 
as a strategy and thereby create the necessary institutions 
to turn their mineral wealth into a blessing rather than a 
curse. 
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