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Petroleum, Governance, and Fragility:
The Micro-Politics of Petroleum
in Postconflict States

Naazneen H. Barma

Contemporary political economy research suggests that whether a country
falls prey to the resource curse depends on a number of structural and eco-
nomic factors. The cumulative body of large-N analyses of resource-rich
developing countries indicates that the quality of existing institutions is
perhaps the key factor that mediates a resource-rich country’s economic
outcomes.! Yet there is a gap in the political economy literature in terms of
the subsequent causal reasoning about why institutions play this crucial in-
tervening role in the resource curse. In this chapter, I examine the micro-
politics of petroleum in Cambodia and East Timor through a framework
rooted in the natural resource value chain to develop a sense of the mecha-
nisms underpinning the resource curse in fragile nations.” Postconflict
states offer fertile ground for generating hypotheses about the causal inter-
play between fragile political institutions, limited state capacity, and resource
riches as they impact economic outcomes.

Political Economy and the Resource Curse

A wide and growing body of scholarship has emerged in the economics and
political science disciplines that attempts to understand the mechanisms
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underlying the resource curse and illuminate policy fixes to help poor coun-
tries avoid it. Broad agreement exists on the appropriate macroeconomic,
technical, and institutional mechanisms to put in place to manage the resource
curse successfully. Even when the menu of policy options varies, the institu-
tional prescriptions to ensure good governance of the national resource sector
all emphasize clear organizational mandates, transparency of processes, and
strong built-in accountability measures.

The true puzzle is why governments are unable to implement such cor-
rective policy measures to mitigate many of the patterns that cumulate into
the resource curse. This, then, is where politics enters the picture, and a
complementary political science literature emphasizes how different politi-
cal economic systems deal with resource rents, focusing on the nature and
role of state institutions and how dynamics such as state capture and pa-
tronage networks influence the management of natural resource rents.* When
a state has resources such as petroleum, the main political and economic
impacts come via the effect that resource rents have on the state’s patterns of
revenue collection and expenditure.! Natural resource booms turn countries
into “rentier states,” which live off unearned income; the state is resourced
through rents rather than taxes and requires correspondingly little organiza-
tional effort from the state apparatus.

Politically, natural resources generate significant windfall resources for
the state and therefore a valuable prize for those who control political
power.® By limiting a government’s need for other forms of revenue genera-
tion, such as tax collection, natural resources can lead to the attenuation of
state-administrative and institutional capacity building. A core logic of the
political effects of the resource curse hence derives from what Mick Moore
has dubbed the “fiscal sociology” paradigm.b This has been crystallized
recently by Robert Bates in his examination of state failure in Africa: if po-
litical elites calculate that their own best interests are served by collecting
tax revenues and protecting producers with the rule of law to maximize the
tax base, they will establish bureaucratic infrastructure to enable them to do
so; if not, they will be prone to turning the state apparatus into a predatory
instrument that extracts rent from society and dispenses that rent through
patronage networks.” Terry Karl articulates how this dynamic unfolds in
her seminal book The Paradox of Plenty:

Dependence on petroleum produces a distinctive type of setting, the
petro-state, which encourages the political distribution of rents. Such
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a state is characterized by fiscal reliance on petrodollars, which ex-
pands state jurisdiction and weakens authority as other extractive
capabilities wither. As a result, when faced with competing pres-
sures, state officials become habituated to relying on the progressive
substitution of public spending for statecraft, thereby further weak-
ening state capacity.®

Supporting hypotheses advanced in the contemporary political economy
literature suggest that a resource curse is made more likely when: (1) natural
resources constitute the “only game in town” (2) the distribution of re-
source rents aligns with existing political-economic cleavages; (3) political
power is concentrated in the executive; and (4) policy commitment is made
more difficult by price volatility or political instability.’

The resource curse is particularly acute in the case of petroleum (com-
pared to other natural resources such as hard-rock minerals) because of pe-
troleum’s “point source” nature with highly concentrated ownership.” Such
point source resources foster a higher concentration of power and, conse-
quently, weaker accountability of political elites and potentially poorer pol-
icy decisions." Point source resource extraction is easier for governments to
regulate and tax; in practice, this means that the rents are high and pass
through the hands of a relative few. More highly concentrated resource
ownership facilitates the collective action of resource developers—meaning
they are more likely to have disproportionate access to government agencies
and be able to defend their vested interests. Petroleum tends, moreover, to
be highly lucrative in relation to production costs so that the magnitude of
the rent streams is high and the consequent resource curse is often greater.

The bulk of the political economy literature thus identifies institutions as
key intervening variables affecting a country’s susceptibility to the resource
curse and, most importantly for the purposes of this chapter, attributes a bi-
directional causality to them. Resource dependence actually shapes state in-
stitutions and decision-making frameworks in predictable patterns; in turn,
those political and institutional constellations have predictable effects on
economic outcomes. Karl again offers a concise summary of the logic:

Petro-states suffer from a double perverse effect: their states, so often
formed during the period of oil extraction, are skewed by the impera-
tives of resource extraction, but the intensification of the resource
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dependence that accompanies state-building subsequently produces
even further decay in critical areas such as non-mineral-based reve-
nue raising, expenditure patterns, fiscal accountability, and citizen
participation. A vicious cycle between mineral extraction and state
making is set in motion."?

At the core of this chapter’s argument is the explicit recognition that natural
resources interact with governance and state institutions in two interrelated
ways. First, extraction of natural resources might erode the quality of gover-
nance. One line of logic is that dependence on natural resource wealth limits
other forms of government revenue generation, such as tax collection. This,
in turn, can lead to a decline in administrative and institutional capacity
building, particularly as the core tax-accountability linkage between state
and society is weakened.”® Additionally, resource wealth might adversely im-
pact the quality of governance by intensifying battles between political and
economic elites for control over natural resource rents and the state institu-
tions responsible for collecting and distributing them."

Second, even if resource abundance does not cause deterioration in gov-
ernance, the quality of institutions and governance will most likely condi-
tion the quality of the economic and natural resource management policies
adopted as well as their implementation across the value chain.’® From this
viewpoint, institutional quality and the government’s ability to make policy
effectively, minimizing discretion and rent seeking, affects outcomes in
the natural resource sector much as they do other development outcomes. In
addition, because natural resources generate revenue windfalls, governments
can be tempted to make policy and public spending decisions with adverse
long-term consequences.

Both these interactions are of interest to the study, and I attempt to treat
them as distinct through a twofold analytical approach. I use the micro-
political lens of the natural resource value chain to focus on the detailed
institutional and governance arrangements that frame the process of rent
extraction and distribution. At the same time, I build causal narratives rooted
in the contemporary political context in an attempt to unravel the endoge-
neity inherent in the institutional quality puzzle. In order to develop the
argument, I examine two oil-rich postconflict countries, Cambodia and East
Timor, as their nascent and fragile institutional architecture throws the issues
into sharp relief.
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A Micro-Political Economy Framework: Value Chain Analysis

The political economy literature recognizes, as discussed briefly above, that
the main factors determining the success of oil-rich countries are inherently
related to a country’s overall governance framework and political economy
of rent extraction and distribution. In other words, managing the resource
curse is a governance challenge—the quality, transparency, and accountabil-
ity of policy-making processes, the legal and regulatory climate, and general
public as well as natural resource sector institutions are major determinants
of how successfully countries can turn the resource curse into a blessing.!6
Yet the macro viewpoints outlined above fall short of translating broad
agreement on the “right” policies into concrete steps to navigate the institu-
tional and political obstacles that are associated with governing the resource
curse. In other words, what state-of-the-art scholarship on the resource
curse lacks, and what this chapter seeks to elaborate, is a fine-grained micro-
political framework that demonstrates how and where rent generation and
extraction actually occur in practice.

The World Bank and its development partners have recently elaborated
a “value chain” approach to systematically diagnosing the institutional and
governance challenges in the natural resource sector.”” The approach pivots
on the Extractive Industries Transparency Initiative (EITT), which seeks to
encourage governments to publish their natural resource revenues and
resource developers to publish their payments to governments so that the
figures can be independently reconciled. EITI has made great steps in im-
proving transparency in natural resource management, yet it does not cover
the full value chain spanning from how resources are developed to how the
revenue generated is ultimately spent. In the language of political science,
EITI alone does not cover the full range of rent generation and distribution
in the natural resource sector.

The natural resource management value chain approach is an attempt to
develop a comprehensive analytical framework for better understanding the
governance of the natural resource sector, which I will now refer to as “sec-
tor governance.” It encompasses and integrates (as depicted in Figure 13.1)
the institutional arrangements across four key steps spanning the full range
of an extractive industry’s value chain: (1) award of contracts/licenses and
organization of the sector; (2) regulation and monitoring of operations; (3)
collection of taxes and royalties; and (4) revenue distribution and economic
management.'s
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Figure 13.1 Natural resource management value chain.

The World Bank has adopted this approach with the primary objective
of prescribing an integrated sequence of feasible policy remedies and reforms
to help countries address the resource curse. In this chapter, I propose that
this framework, when grounded contextually, offers the potential for a com-
prehensive micro assessment of the domestic politics of petroleum export-
ers. It identifies a series of institutional and governance good practices for
each pillar of the value chain (see Table 13.1).

This set of criteria forms the backbone for a structured characterization
of the micro-politics of how petroleum rents are generated and distributed
in a country. A deeper look at the underlying political and institutional
context can then be used to generate a causal picture of the fate a petroleum-
rich country faces vis-a-vis the potential resource curse. The following em-
pirical sections of this chapter discuss the cases of Cambodia and East
Timor, two hydrocarbon-rich states in East Asia and the Pacific, using the
organizational logic of the natural resource value chain. In each case, I
move from upstream to downstream issues, focusing on key institutional
and governance dimensions of the four consolidated pillars of the value
chain: (1) the legal, regulatory, and institutional framework surrounding the
granting of petroleum concessions and sector organization; (2) oversight
and monitoring of resource exploitation; (3) the collection and management
of revenues from the petroleum sector; and (4) some aspects of expenditure
management.

Cambodia and East Timor have both recently discovered large petro-
leum reserves and both also have recent postconflict state-building experi-
ences that attempted to strengthen state institutional capacity. They thus
provide fertile empirical ground for testing Karl’s observation of the vicious



Table 13.1 Natural Resource Management Value Chain Framework

Value chain stage

Good practice institutional and governance arrangements

Award of contracts
and sector
organization

Regulation and
monitoring of
operations

Collection of taxes
and royalties

Revenue management
and distribution

Clear legal and regulatory framework that gives private
developers consistent expectations and enables government
departments to know whether the law is being enforced
Transparent and nondiscretionary framework for awarding
exploration and production rights (contracts/licenses),
encompassing the national petroleum authority (if it exists)
Well-defined institutional responsibilities so government
agencies at central and local levels are aware of their mandates
and able to coordinate with each other

Clearly defined monitoring and inspection responsibilities in
appropriate government agencies

Commensurate institutional capacity and resourcing
Monitoring of community development and environmental
impact, with remediation programs in affected communities

Transparent and nondiscretionary fiscal regime for
concessions, preventing revenue leakage and empowering
government vis-a-vis private sector by encouraging
competition on the terms of the deal

Adequate administrative and audit capacity for revenue
collection agencies

Adherence to internationally accepted accounting and
reporting standards

Channeling of resource revenues into formal budget process
such that they are subject to normal scrutiny and accountability
mechanisms

Appropriate macroeconomic policy responses to mitigate
negative consequences from exchange rate appreciation
Transparent savings decisions to smooth public expenditure
in the face of commodity price volatility and to accumulate
assets as finite resources are extracted

Strong public financial management and procurement
systems

Judicious allocation of public expenditures—e.g., within a
medium-term expenditure framework and aligned within a
national development strategy

Adequate scrutiny, appraisal, and audit of public investment
decisions

Adapted from Eleodoro Mayorga Alba, “Extractive Industries Value Chain: A Comprehensive
Integrated Approach to Developing Extractive Industries,” Oil, Gas, and Mining Policy Division
Working Paper 3 and Africa Poverty Reduction and Economic Management Department Working
Paper 125, World Bank (2009).
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cycle between mineral extraction and state making. A brief discussion of
the two countries’ recent political histories provides the context within
which to consider governance and institutional strengths and vulnerabili-
ties in the petroleum sector. Through an application of the value chain
framework, then, I attempt to unravel the micro-political economy underly-
ing the bi-directional interaction of institutions with resource wealth. On
one hand, the two cases show how preexisting institutional quality affects
policy making and governance outcomes in the petroleum sector. On the
other hand, I trace the impacts of petroleum and its rents back on the broader
institutional context.

Cambodia: The “Shadow State” and Rent-Seeking Networks

From 1970 onward, Cambodia underwent two decades of political instabil-
ity, auto genocide, and civil war. Beginning with the Khmer Rouge’s brutal
regime from 1975 to 1979, which strategically dismantled and destroyed the
political and social fabric of the country, and continuing into the Vietnamese-
backed regime that took power in 1979, the conflict for political control over
the country developed out of the Cambodian state’s collapse of legitimacy.
The Cambodian peace accords of October 1991 provided a roadmap for
building state capacity and a transition to an elected government. Elec-
tions were held successfully, but the political and administrative landscape
has since been increasingly dominated by the powerful Cambodian People’s
Party (CPP) led by Hun Sen. The CPP’s main source of leverage in achieving
this result was its grip on the institutions and human resources of the state
apparatus.’”

The power-sharing coalition that emerged from Cambodia’s first post-
conflict elections in 1993 created persistent legislative and executive gridlock.
Despite having won the elections, the royalist party Funcinpec’s governing
power was restricted to the cabinet level; administrative power further down
the state hierarchy remained in CPP hands. Continuing bureaucratic faction-
alism has prevented Cambodia’s development of national institutional ca-
pacity to this day. The power-sharing system failed to foster reconciliation
among the factions and build a new political system and effective state ap-
paratus based on compromise and inclusion; worse still, it created dual govern-
ments, as Funcinpec brought its supporters into the already bloated state
structure. This arrangement deadlocked decision making and governance
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and perpetuated parallel crony-based political networks that operate both
within and outside the state, such that “Hierarchical patron-client networks . . .
have expanded and subsumed the formal state structure.”?® In the absence
of an institutional power base or the ability to seek legitimacy through
the public sector, Funcinpec leaders chose to mimic and partner with the
CPP in rent extraction and distribution networks. In turn, these networks
continued to undermine state capacity, perpetuating a self-reinforcing vi-
cious cycle of institutional decay.?!

The consensus principle of Cambodia’s coalition government endowed
the CPP, with its control of the state, with de facto veto power over any re-
forms that threatened its political, financial, or institutional interests. State
capacity was weak under the CPP’s grip, and no structural reform of the
state was possible. Both parties were anxious to ensure that their own sup-
porters were not removed as part of a bureaucratic retrenchment process,
and attempts to increase state revenues threatened the ability of the two pa-
tronage networks to extract rents. The state had no nonpartisan, techno-
cratic constituency to defend itself against the sociopolitical elite and to
support institutional reform and the building of state capacity. This lack of a
reform coalition has continued to hamper the international community’s
efforts to build state capacity and improve Cambodian governance to the
present day.?> Time-series data of government effectiveness in Cambodia
demonstrate that although state capacity may have improved slightly in the
late 1990s, it has since remained consistently quite low (see Figure 13.2).

The consolidation of two parallel state structures in Cambodia also af-
fected internal party dynamics, concentrating power in the hands of leaders.
The two sets of elites managed to work together for the first three years of
their coalition government, avoiding contentious issues and pursuing enough
economic liberalization to blind foreign observers to the political decay tak-
ing place. But this greater openness came at the price of dual party-based
rent extraction networks—with both networks carrying out land grabs, de-
forestation, corruption, and violent crime in an environment of weak legal
institutions.® As we shall see, this mode of affairs has also permeated Cam-
bodia’s petroleum sector. Yet the CPP and Funcinpec’s mutually beneficial
arrangement of dual rent-seeking was not enough to prevent deterioration
in the relationship, as Funcinpec began to voice its frustration over the CPP’s
increasing stranglehold on power. In response, Prime Minister Hun Sen and
the CPP staged a coup d’état in 1997, which marked the breakdown of a sys-
tem of power sharing between distinct elite groups. In subsequent coalitions,
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Figure 13.2 Government effectiveness in Cambodia, 1996-2008. Daniel
Kaufmann, Aart Kraay, and Massimo Mastruzzi, “Governance Matters VIII:
Aggregate and Individual Governance Indicators for 1996-2008,” World Bank
Policy Research Working Paper 4280 (Washington, D.C.: World Bank, 2009),
http://info.worldbank.org/governance/wgi/index.asp. The government effectiveness
score in the World Governance Indicators dataset measures “the quality of public
services, the quality of the civil service and the degree of its independence from
political pressures, the quality of policy formulation and implementation, and
the credibility of the government’s commitment to such policies.” The indicator is
aggregated from a series of underlying indices and scored from —2.5 for least
effective to 2.5 for most effective states. This indicator should be treated with
caution, as its composition varies from one year to the next, but it provides a
reasonable sense of evolution in a country’s government effectiveness over time.

Funcinpec’s ostensible role in power sharing has been little more than win-
dow dressing for the emergence of a de facto one-party system led by the
hegemonic CPP.

The CPP’s grip on Cambodia’s political system has subsequently thwarted
any meaningful progress in the state’s (human or institutional) capacity
building or democratic consolidation. What manifests as state hollowness or
failure can thus actually be viewed as the result of a deliberate elite strategy
to assert its control over key sources of resource wealth (forestry) and other
rents, thereby assuring its hold on power. This “shadow state”?—a system
where ruling elites draw power from their ability to control high-rent eco-
nomic activity—had firmly established itself in Cambodia by the time oil
was discovered there.

Since 2004, when Chevron struck oil 200 kilometers offshore in Cambo-
dia’s Khmer Basin in the Gulf of Thailand, the country has been awaiting
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the promise of billions of dollars of oil wealth. There are six potential offshore
fields in Cambodia’s territorial waters in the gulf plus a number of potential
exploration areas in regions disputed with Thailand. Chevron confirmed its
find in one of these fields, Block A, in late 2004, and the World Bank provi-
sionally estimated that the explored portion contains 400-500 million bar-
rels of oil and 2-3 trillion cubic feet of gas.?> Although the volume in question
is low in comparison to other oil-producing developing countries, these an-
ticipated petroleum reserves are substantial given Cambodia’s size. The pro-
jected revenue flow could easily place Cambodia squarely within the ranks of
resource dependence.? In 2007, the IMF estimated that Cambodia’s govern-
ment oil revenues could begin flowing in 2011 and reach up to $1.7 billion
annually ten years after production commences, almost matching the Cam-
bodian government’s 2009 overall budget of $1.9 billion.” This revenue
would be particularly significant in the current aid context, in which donors
provide about half of Cambodia’s annual budget.

Yet the initial decisions that Cambodian officials have made regarding
the management of their nascent petroleum sector across the value chain do
not bode well for a channeling of projected wealth into sustainable develop-
ment outcomes for the country. A snapshot of key institutional and gover-
nance arrangements in the sector is provided in Table 13.2. Upstream in the
value chain, the legal and regulatory framework for the oil and gas sector,
with no comprehensive petroleum law, is incomplete, and the government
lacks a comprehensive sector strategy. Moreover, the management structure
of the sector is formally fragmented—with opaque institutional mandates
for formulating policy, awarding contracts, and interacting with the private
sector. Ambiguities also exist in terms of regulation, fiscal and taxation mat-
ters, and the handling of petroleum sector externalities.?®

In practice, the dominant agency in petroleum sector management is the
Cambodian National Petroleum Authority (CNPA), which is directly under
the control of Prime Minister Hun Sen and Deputy Prime Minister Sok An,
the two leaders at the helm of the most powerful faction within the CPP. In
1998, the CNPA was created by royal decree (instead of an act of parliament)
as an independent body and took over petroleum sector governance from
the Ministry of Industry, Mines, and Energy. Its operations are not subject
to scrutiny from the National Assembly, Senate, or any other government
body. The CNPA acts as policy advisor to the government on oil and gas sec-
tor development, functions as the regulatory body for the sector, and plays a
commercial role as the agency that negotiates exploration and production
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Table 13.2 Key Governance Outcomes in Cambodian Petroleum Sector

Value chain stage Institutional and governance arrangements
Award of contracts  Underdeveloped legal and regulatory framework; lack
and sector of clarity about institutional mandates

organization Cambodian National Petroleum Authority (CNPA)
dominant; governed directly by prime minister and
deputy prime minister

Multiple roles of CNPA—policymaking, regulatory,
commercial—with no firewalls between roles
Nontransparent, discretionary award of contracts;
companies report having to pay large bribes for licenses
that fail to materialize

Regulation and CNPA shares little to no information necessary for

monitoring of effective inspection and monitoring, within agency or

operations with other government bodies

Weak administrative capacity across government

» CNPA bypasses accountability controls; not subject to
parliamentary or other scrutiny

Collection of taxes « Opaque financial flows—fiscal regimes and fees vary
and royalties considerably in practice; no mechanisms for verifying
receipt of revenues
» Millions of dollars companies have reported paying to
government for oil concessions are missing from
official revenue reports

Revenue management  « Ministry of Economy and Finance out of loop on
and distribution revenue management
 Procurement problems in public investment program
» A significant proportion of revenues retained in CNPA
and used for rent distribution networks, rather than
channeled into formal budget process

contracts, including joint-venture agreements, on behalf of the government.
Although this multiple and often conflicting functionality is not uncom-
mon practice for petroleum authorities in the developing world, the lack of
firewalls between the CNPA’s different roles is extremely problematic in
terms of transparency and accountability.

The deputy prime minister, as chair of the CNPA, has almost complete
control over its operations, and the organization is run with a premium on
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secrecy rather than transparency. The agency’s capacity is weak, as is the
case with the bulk of Cambodia’s bureaucracy, and decision making is con-
fined to a handful of people. Although offshore oil development concessions
are formally awarded through a competitive bidding process, all exploration
contracts to date have been allocated at the discretion of the powerful play-
ers at the helm of the CNPA. Some companies have reported paying large
bribes for permits that failed to materialize.”” CNPA claims to use a model
production-sharing contract, but the final terms of exploration agreements
and other documents are not shared within the agency, let alone shared with
other government bodies or the public. This means that any genuine form of
impartial monitoring and inspection of petroleum contracts is almost im-
possible to implement.

Governance and institutional outcomes are no better further down-
stream in the Cambodian petroleum sector’s value chain. The fiscal regimes
and fees associated with exploration contracts are reported to vary consid-
erably; furthermore, because contractual terms are not made public, it is
extremely difficult to verify fiscal receipts from the petroleum sector.>* Com-
panies report that millions of dollars they have paid to the government for oil
concessions are missing from official revenue figures.* Because petroleum
revenues have yet to come onstream, a sector-specific assessment of the pub-
lic financial management system would be premature. In general, the public
financial management system has long been an area of major donor attention
in Cambodia, but serious problems persist with the procurement system,
which is a common mechanism for rent distribution to patronage networks.
Moreover, there is no way of estimating what volume of rents is being distrib-
uted outside the formal budget process, or “off budget,” through the CNPA
itself or is being siphoned off into the hands of individuals.

Even in the early stages of its petroleum development, Cambodia’s man-
agement of the natural resource sector demonstrates how broader institutional
quality conditions governance outcomes in the sector. In a similar manner to
the use of forestry rents in the contemporary political context, it appears
that a significant portion of oil revenues are being captured by political elites,
with some portion being used to cement loyalties and pay off the opposi-
tion.32 Mirroring the governance dynamics associated with the forestry sec-
tor, the petroleum sector has become co-opted in the patronage extraction
and distribution that is the hallmark and basis of the CPP’s grip on power.
Because Cambodia’s oil potential was only discovered a few years ago, how-
ever, the feedback effects of the petroleum sector on the broader institu-
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tional landscape are not yet obvious. Both interactions are evident in East
Timor, to which I now turn.

East Timor: From Best Practice to “Buying the Peace”

Following an almost twenty-five-year guerrilla resistance movement against
Indonesian occupation, the East Timorese people voted for their indepen-
dence in 1999. In the wake of the scorched earth violence that followed that
vote in the tiny nation, the United Nations mounted its most ambitious
peace-building exercise. East Timor was in numerous ways the poster child
for the international community’s state-building efforts, and many observ-
ers found cause for cheer when the country passed the five-year mark with-
out renewed violence.* At that point, it appeared that the Revolutionary
Front for an Independent East Timor (Fretilin, by its Portuguese acronym)
had successfully seized the mantle of the national resistance front and chan-
neled its organizational strength into a popularly elected administration.
Yet during the transitional phase, state capacity building was underempha-
sized and remained severely attenuated, with elite attention focused on the
political rather than the administrative arena.?

Even though the United Nations Transitional Authority for East Timor
(UNTAET) had established the East Timor Public Administration by 2001 as
part of an all-Timorese transitional government, the capacity of this embry-
onic civil service was woefully weak and failed to incorporate East Timorese
participation in planning and administration. The civil administration was
highly dependent on international assistance to make up for low professional
skills, particularly in the central government functions of public finance and
human resource management.* This has meant that some core government
functions in East Timor are carried out surprisingly well relative to every-
thing else; as we shall see, this seems to be the case in the petroleum sector. Yet
overall, Timorese political leaders’ emphasis on political incorporation has
meant that not enough attention was paid to the state-strengthening dimen-
sion of the peace-building program. Time-series data of government effective-
ness in East Timor demonstrate that although state capacity spiked in the
immediate period after the transition to independence, it has since declined
and remains quite low (see Figure 13.3).

Fretilin, the political party led by the returned Timorese diaspora elite,
dominated the political process after the transitional period, which proved
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Figure 13.3 Government effectiveness in East Timor, 2002-2008. Kaufmann,
Kraay, and Mastruzzi, “Governance Matters VIIL” See caption to Figure 13.2
for a description of the indicator.

problematic for state strengthening and the longer-term consolidation of de-
mocracy in East Timor. Fretilin, in essence, “placed the new National Par-
liament in clear subordination to a government intent on using its majority
to push through its ambitious legislative program.”* It also quickly began to
consolidate its patronage networks throughout the country by politicizing
civil service hiring in district administration throughout the country, which
ensured that positions were filled by Fretilin cadres.”” Although the Fretilin
party retained its dominant presence throughout the country, it soon be-
came apparent that the population at large did not necessarily share all of its
goals. Timorese civil society representatives have criticized the hierarchical
and closed-command culture in Timorese political life, recognizing that it
led to the success of a national resistance movement but arguing that it is
detrimental to democracy.®® Moreover, Fretilin’s own institutional legacies
increasingly compromised its political legitimacy. Politically motivated vio-
lence erupted in April 2006; after several months of severe political instability,
the Fretilin leadership was forced out of office at the behest of revolutionary
leaders. New presidential and parliamentary elections, respectively, were
held in May and June 2007, with former President Xanana Gusmao taking
the prime minister’s seat at the head of a volatile new coalition government.

Decisions around the institutional arrangements in East Timor’s petro-
leum sector have interacted with this fast-evolving political context. East
Timor is one of the most petroleum revenue-dependent countries in the
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world, with oil and natural gas revenues providing more than 98 percent
of government revenues and constituting around 480 percent of non-oil GDP
(about 80 percent of GDP).** Petroleum production began in 2004 at the
Bayu-Undan gas field located in the offshore Joint Petroleum Development
Area (JPDA) shared with Australia. East Timor’s portion of the future rev-
enue stream from Bayu-Undan is estimated at $15.2 billion in present value
terms, in comparison with the government’s overall budget of about $680
million in 2009.%° East Timor’s sources of petroleum revenue are expected
to proliferate in the future—beginning with the Greater Sunrise field, esti-
mated to hold reservoirs as large as Bayu-Undan, and the smaller Kitan
field, due to commence production in 2011. Additional exploration in both
the JPDA and East Timor’s exclusive zone is also expected to result in fur-
ther commercially viable petroleum discoveries.

Given its extreme petroleum dependence and postconflict institutional
fragility, East Timor is very vulnerable to the resource curse. Yet the institu-
tional and governance arrangements the East Timorese government made for
the management of the petroleum sector during the country’s early stages of
independence appear to bode quite well for the country’s ability to channel
oil and gas revenues into sustainable development (see Table 13.3).*' More
recently, however, some of the institutional safeguards and quality initially
designed into the petroleum sector architecture are on the verge of unravel-
ing somewhat, which demonstrates the intense political pressures on the
system as well as the impact of the shift in power from the first Fretilin gov-
ernment to the current coalition government. The petroleum sector’s evolv-
ing institutional architecture has, in turn, begun to have a series of noticeable
effects on the macro political and governance landscape as well.

Upstream in the value chain, East Timor has thus far opted for maximum
transparency in the petrolenm development process—handling all explora-
tion contract bidding rounds with model contracts, publicly advertised terms,
and competition based on only one bid variable (reducing the opportunity
for discretion in the decision).*? In addition, the final contracts are public
documents. Currently, however, the government is reported to be engaging
with regional oil companies and consortia in several strategic investment
partnerships—such as the construction of a liquefied natural gas plant and
establishment of a supply base as well as storage and port facilities on the
south coast of the country.*> The government has not disclosed what it would
offer in return for these proposed investment partnerships, but observers
agree that a number of secret memoranda of understanding for exploration



Table 13.3 Key Governance Outcomes in East Timorese Petroleum Sector

Value chain stage

Institutional and governance arrangements

Award of contracts
and sector
organization

Regulation and
monitoring of
operations

Collection of taxes
and royalties

Revenue management
and distribution

Best international practice Petroleum Fund Law (2005),
widely heralded as robust and transparent

Acreage releases to date with publicly advertised, transparent,
open bidding procedures; contracts made public

New, nontransparent deals potentially being negotiated with
regional companies

Intention to create National Oil Company (NOC); would
change sector organization considerably

To date, strong, using Joint Petroleum Development Area
(JPDA) mechanisms; but not set up for future contracts
Weak overall administrative capacity and dominance of
particular oligarchic interests constrain regulatory capacity
National Petroleum Authority has best administrative
capacity in-country, but still weak; brought closer to govern-
ment, which seems to be affecting neutrality of regulatory
decisions

Revenue collection capacity weak; to date heavily reliant on
international technical assistance

To date, transparent, through JPDA mechanisms; potential
for revenue leakage with other contracts

Petroleum Fund revenue management is state of the art, with
robust independent audits; but there is some pressure for
potential reforms

NOC creation could potentially take significant revenues out
of the formal budget process, diluting transparency and
accountability controls

All government expenditure of resource wealth is channeled
into the formal budget process, providing full fiscal account-
ability through budget scrutiny by Parliament

Estimated Sustainable Income can only be exceeded via
justification to Parliament

Dysfunctional, centralized public financial management
system and constrained budget execution; pressure to spend
has opened up possibility of more rent distribution

“Buying the peace” push in 2007 and 2008, using cash
transfers, subsidies, and, increasingly, public investment
budget

NOC could potentially become an alternate, off-budget source
of public investment and rent distribution
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contracts may have already been signed in advance of the next scheduled

acreage release. Such exclusive terms on high-value sites would represent an-
unraveling of the hitherto exemplary bidding process and a cause for con-

cern in terms of transparency and accountability.

In terms of petroleum sector organization, the Secretariat of State for
Natural Resources handles policy. The National Petroleum Authority (NPA),
created in 2008, is responsible for regulating and monitoring activities in
both the JPDA and East Timor’s exclusive zone.* It is widely agreed that the
NPA is currently one of the most highly capacitated Timorese state agencies,
which is a sign of the government’s recognition of the strategic importance of
the petroleum sector as well as the premium placed on the regulatory func-
tion. The NPA reports to a board of directors, which is in turn supervised by
the Secretariat of State for Natural Resources. There is thus concern that the
NPA’s independence is somewhat compromised due to its proximity to the
executive; observers worry, for example, that the forthcoming decision on
the development plan for the Sunrise field will be made through a political
lens.®

Moving across the value chain to revenue-management arrangements,
the Fretilin government in 2005 established a state Petroleum Fund for fis-
cal receipts from the sector along with a complementary legislative frame-
work that are widely heralded as examples of best international practice
and even, to some, the finest legacy of the first East Timorese government.
With heavy advisory involvement from the Norwegian government, Freti-
lin Prime Minister Mari Alkatiri articulated a Petroleum Fund based on the
Norwegian model. Norway’s State Petroleum Fund was established with the
aim of ensuring that some proportion of the finite stream of revenues accru-
ing to the country from its North Sea oil deposits would be saved for future
generations. East Timor’s Petroleum Fund is similarly an exemplary archi-
tecture for intergenerational savings, and its receipts can also be used, if
necessary, for expenditure smoothing in the face of petroleum price volatility.
According to the Petroleum Fund Law, all petroleum revenues—fees, royalties,
and taxes—are directed to the Petroleum Fund without exception.*® There
are none of the off-budget petroleum accounts or special purpose funds that are
common in many hydrocarbon-rich developing countries. Parliament unani-
mously passed the Petroleum Fund Law in 2005, and it is the only legisla-
tion ever to have received no opposition in East Timor. In this respect,
Alkatiri used his technocratic orientation, the considerable postindependence
legitimacy afforded to his government, and advice from the international
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community to establish best practice institutional arrangements for upstream
sector governance. The forward-looking logic of the Petroleum Fund was
also likely enabled, in part, by the fact that immediate revenues were rela-
tively low: Bayu-Undan had just started producing, and oil prices had not yet
spiked.

Enshrined in the Petroleum Fund Law is the concept of Estimated Sus-
tainable Income (ESI)—defined as the maximum amount that can be ap-
propriated from the fund in any given fiscal year, leaving enough revenue in
the fund such that the same value can be appropriated in all subsequent
years. In short, this principle ensures intergenerational saving. The law sets
ESI at 3 percent on the assumption that the fund will generate an annual-
ized 3 percent return on investment, and each year Petroleum Fund advi-
sors at the Ministry of Finance calculate the dollar amount on the basis of
fairly conservative revenue projections based on proven reserves. In 2009,
East Timor’s ESI was just over $400 million (in comparison to the country’s
total budget that year of $680 million). All revenue coming out of the fund is
appropriated through and integrated fiscally with the formal budget pro-
cess, which means that the use of all resource revenues is subject to parlia-
mentary scrutiny and regular budget accountability measures.

The Petroleum Fund Law enables the government to request an appro-
priation to the budget exceeding ESI, as long as it provides justification to
Parliament; this has now happened twice, in 2008 and 2009. Yet this flexi-
bility may not make the Petroleum Fund resilient enough. A recent develop-
ment of concern is that the government is considering tabling amendments
to the Petroleum Fund Law that would increase ESI over 3 percent, which
(particularly in the current low-return global financial context) would
almost certainly deplete the fund over time. The initial design was likely
enabled by relatively low petroleum revenues; by contrast, the current gov-
ernment appears to be under pressure to demonstrate to a restless public the
dividends from both newly reestablished peace and increasing petroleum
wealth. The coalition government is unlikely to be a lasting one, moreover,
and there are increasing signs that uncertainty about the next set of elec-
toral results has shortened the time horizon of some in government and put
in place a short-term personal enrichment calculus. In this respect, reports
of corruption are increasing—particularly through the public procurement
process, because lack of recourse to off-budget sources of rent puts enormous
pressure on the formal public expenditure system.
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The formal public financial management system in East Timor complicates
petroleum-sector governance because it has been relatively dysfunctional. A
complex, centralized design with ex ante spending controls contributed to
extremely poor budget execution during the past several years. In turn, in-
creasingly frustrated by the inability of the public financial management
system to demonstrate results and to service important constituencies (es-
pecially veterans), the government opened a multitude of other spending
channels—including subsidies, cash transfers, pensions, and decentralized
and shortcut procurement procedures—so that by mid-2008 it was spend-
ing seven to eight times more each month than the year before.*” More re-
cently, in October 2009, $70 million of an unutilized budget allocation for
construction of a heavy oil power plant was channeled by executive decree
into what was known as the “Package Referendum.” These funds were in-
tended to be used for targeted, small- to medium-size public investment
programs, such as irrigation and roads. The allocation of the resources was
entirely off budget in the hands of a recently formed business association not
subject to any form of transparency or accountability controls—heightening
the risks of rent seeking and rent distribution.

A preliminary analysis of the geographic allocation of public spend-
ing in East Timor could not falsify the hypothesis that the government was
spending more—in terms of both cash transfers and public investment
allocation—in the districts most strongly supportive of the coalition part-
ners in the 2007 election. Viewing these various public spending measures
in the best possible light, the government is acting to “buy the peace” with
the country’s best interests in mind; in this telling, distributing rents in the
form of public expenditures to key constituencies can pacify dissent, control
elite conflict, and maintain stability. Nevertheless, elite capture of major rent
streams, along with constituency-targeted public spending patterns, are trou-
bling signs that the petroleum sector is indeed having an impact on the macro
political and institutional landscape of East Timor through the simple fact
that these rent streams make up such a large proportion of the government’s
revenues and make the spending increases possible.

A final development in East Timor’s petroleum sector governance is the
government’s plan to establish a National Oil Company (NOC) that could
take equity shares in any new petroleum development activities. This impe-
tus is driven in part by frustration with the formal public financial manage-
ment system and its constraints and possibly also by a desire to increase the
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country’s take from the petroleum sector to continue to service emerging
expenditure pressures. NOCs are certainly common in hydrocarbon-rich
developing countries; unfortunately, they are also notorious sources of inef-
ficiency and corruption.* The Timorese government has yet to decide how it
would structure its NOC and has accepted Norwegian assistance in study-
ing various potential models.

The double-edged danger, from a governance point of view, is that the
creation of a NOC would enable political elites to: (1) divert potentially ma-
jor streams of petroleum revenue away from the Petroleum Fund;* and (2)
bypass the fiscal accountability measures embedded in budget appropria-
tions from the fund by creating multiple other channels of public investment
and expenditure through NOC subsidiary operations. In short, the NOC
could be set up to receive a significant share of petroleum revenues and
spend those funds in whatever manner its management and board were to
choose, with no other executive or legislative oversight. In the worst-case
scenario, this could—as is the case in other oil-rich developing countries
such as Angola—make the NOC a mini-state within the state that operates
on its own terms and plays an outsized political role because of the sheer
volume of petroleum revenues it controls and its potential to distribute rents
to patronage networks. The petroleum sector could thus, in very tangible
ways, reshape the political and institutional landscape of East Timor.

Conclusions

In this chapter, I have introduced the natural resource value chain concept
as a micro-political lens through which to unravel the bi-directional causal-
ity attributed to institutions in the resource curse. I have examined petro-
leum governance arrangements in Cambodia and East Timor in light of the
fragile postconflict institutional context in both countries. For both, I have
attempted to illustrate how the impact of the macro political environment
and overall institutional quality can be seen in the choices made for petroleum-
sector governance. Moreover, in East Timor, where petroleum production has
begun and revenues have already altered the public expenditure equation,
the impacts of petroleum feeding back into the broader political and institu-
tional landscape are already becoming evident.

Developing countries are particularly vulnerable to the resource curse
because of their low institutional quality at the outset of petroleum produc-
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tion. These concerns apply even more to fragile postconflict states. The ex-
perience of poor countries rich in hydrocarbons has shown that adverse
political incentives are exacerbated when oil is the “only game in town,” and
a lack of access to other revenues constrains the accountability of the state to
society and concentrates rent seeking and rent distribution in the natural
resource sector. The Cambodia and East Timor cases demonstrate that the
logic of zero-sum politics and short-time horizons facing political elites are
extremely acute in fragile institutional contexts.

In support of the rich theoretical scholarship that articulates the inter-
action between natural resources and institutions, these two cases and
the value chain concept also demonstrate the potential for containing the
resource curse through intelligent and resilient institutional design. Re-
source curse dynamics can be mitigated through, for example, an institu-
tional setup that guards against the concentration of power; a transparent
legal and regulatory framework for the petroleum sector that, in particular,
sets out clear institutional mandates and lines of accountability; a forward-
looking revenue management architecture that saves some portion of re-
source wealth for future generations and safeguards it, as much as possible,
from being distributed as rent; and an attention to administrative capacity
building across the natural resource value chain that cumulates to enhanced
institutional quality. Once an adverse resource curse pattern has been set in
place, however, it can be extremely difficult to break the vicious cycle of its
micro-political dynamics, as can be seen in Cambodia. On the other hand,
East Timor is poised to demonstrate whether it might be possible to avoid
the worst forms of the resource curse through conscious institutional de-
sign. Both countries evidence what Karl articulated as one of the hallmarks
of the petrostate: the progressive substitution of public spending and rent
distribution for statecraft and the consequent weakening of state capacity.
For petroleum-rich poor countries, this is a very real sociopolitical peril that
can be extremely hard to escape.
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