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Summary

The political and economic dysfunction known as the “oil curse” is a complex,
structural phenomenon, caused largely by poor management or investment
of oil revenues by the governments of oil-producing countries. Because this
syndrome is taking an increasing toll on oil operations, the oil industry has a
strong economic incentive to take affirmative steps, collectively, to mitigate it.

And the industry is uniquely positioned to do so.

Instability Hurts the Oil Industry, Its
Shareholders, and Other Stakeholders

* The capital cost of developing petroleum projects has increased 300 per-
cent since 2003, according to industry analysts. Waste, inefficiency, and
delays associated with operations in unstable environments are major driv-

ers of these increasing costs.

* These higher costs are, in the end, largely passed on to the host country
governments, but they also result in lower profits accruing to the project or
oil company shareholders.

*  The oil industry’s business plans tend not to accurately reflect these aggre-
gated costs, nor to recognize the upsides possible if oil curse symptoms—

Dutch Disease, acute corruption, and insecurity—were better mitigated.

*  The largest private oil companies, which are increasingly competing with
national oil companies and non-oil companies, face the most restrictions
on their operations. As a result, the “majors” have an added incentive to
persuade the industry to adopt practices that promote stability, in order to
level the playing field and prevent a race to the bottom that could further

fuel conflict.

How the Oil Industry Might Reduce Costs
and Help Mitigate the Oil Curse

Establish a voluntary group of companies to draft recommendations
aimed at addressing oil curse syndromes. This joint effort could include
improvements to the industry’s approach to risk analysis to better assess oil
curse problems and a standardized methodology to account for costs resulting
from instability.
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Maximize corporate social responsibility outlays. Companies can share the
most effective methods, promote diversified economic development and good
resource governance, and spend funds collectively to increase their impact.

Work more intensively with host governments to improve the manage-
ment of oil proceeds. The industry can offer collective advice on opportunities
for enhanced socioeconomic development and optimized use of oil revenues.

Expand anticorruption measures. Companies could, for example, consider
minimum standards expected of a host government before they will bid on new
concessions. They could also advocate with Western governments to develop
tougher corruption and environmental standards that all oil companies must

meet to compete for contracts in producing countries.



Rethinking the Oil Curse

Much has been written about the “oil curse,” a complex of political and
economic dysfunctions afflicting nearly all oil-producing countries to some
degree.! The presence of oil in a country can have major benefits—and it does
not automatically lead to the oil curse. But if not managed properly or effi-
ciently by the host government, the massive influx of oil revenues can distort a
country’s economic fundamentals, fuel corruption, and create conditions that
trigger conflict. Countries with oil are twice as likely to experience civil war as
those without.?

Western governments, international nongovernmental organizations (NGOs),
and multilateral organizations have therefore launched initiatives, often in part-

nership with the oil industry, to promote transparency, good

governance, and social welfare in troubled oil-rich countries
(see appendix B for a description of these initiatives). But,
though well-meaning, these efforts have failed—so far—to
make a perceptible dent in corruption or to significantly
reduce political and economic dysfunction.

Oil industry professionals recognize that this dysfunc-
tion takes a financial toll on operations and shareholders
(some 59 percent of projects came in over projected bud-

gets, according to a 2014-2015 survey’) and delays the

The oil industry stands to gain from undertaking
a remedial effort that would improve governance
and reduce corruption. This in turn would
reduce operating costs, increase production,
raise standards of living for the people in these
countries, and create new demand and markets.

development of major markets for industry products (see

appendix A for information about the rapidly rising capital costs of develop-
ing projects). What is less well understood is the interplay between economic
dysfunction, corruption, and instability or insecurity.*

A better understanding of this dynamic, and of the root causes of the oil
curse, would help a major and uniquely positioned stakeholder—the oil indus-
try—work effectively to mitigate it.

The oil industry stands to gain from undertaking such a remedial effort.
Improving governance and reducing corruption would increase stability. This
in turn would reduce operating costs, increase production, raise standards of
living for the people in these countries, and create new demand and markets.

First, a better understanding of the cascading repercussions of so-called Dutch
disease and corruption—the primary drivers of oil curse symptoms—is needed.

Understanding Dutch Disease

Oil-producing countries commonly experience some degree of Dutch disease,
which is primarily caused by a host country’s inefficient management of the

massive influx of dollar-valued oil revenues.
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Dutch disease is almost unavoidable in countries whose primary export is oil.
As foreign funds flow in to pay for oil, the country’s real exchange rate begins to
appreciate. The country’s exports become more expensive and imports cheaper.
Local manufacturing and agriculture suffer as exports decrease and local prices
for domestic production begin to rise. This inflation hurts populations not shar-
ing in the oil boom. Dutch disease has shrunk the agricultural and manufac-
turing sectors of many developing oil-producing countries, including Algeria,
Colombia, Ecuador, Nigeria (where oil production undermined the preexisting
cocoa, palm oil, and rubber industries),” Trinidad, and Venezuela. Despite the
economic growth fueled by oil revenues, the loss of jobs and economic opportu-
nities in the agriculture and manufacturing sectors can impose hardship on large
numbers of people, often the poorest members of society.®

The loss of jobs in the nonresource sectors is not offset by a sufficient number
of employment opportunities in the oil sector. Oil is capital intensive, typically
employing a relatively small number of highly trained workers. Governments
often address rising unemployment by using the new oil revenues to enlarge the
public sector, creating unproductive jobs and thus stunting economic growth.

Although developing countries are the hardest hit, even large, diversified
economies like Canada and Australia have recently experienced the problems
associated with Dutch disease in their oil-producing regions.” After all, the
term was coined by the Economist in 1977 to describe the economic shock
experienced in the 1950s by Holland (hardly a developing country at the time),
when gas extraction operations began in the North Sea. Holland subsequently
imposed effective economic policies to solve the unexpected problems, demon-
strating that Dutch disease, when it develops, can be mitigated.

To prevent Dutch disease, the most effective approach is to use oil revenues
to invest and promote development in the nonresource sectors. For example, a
December 2012 report by the United Nations Development Program advised
the Kurdistan Regional Government in Iraq to develop the region’s agricul-
tural and manufacturing sectors in order to move workers off of the govern-
ment’s payroll and to ensure sustainable economic growth in the future.®

However, governments and key private-sector actors often focus their invest-
ments on the more profitable resource sector, inadvertently exacerbating the
decline of other economic activities. When this happens, real estate and stock
market values begin to inflate. Growth of the oil-based gross domestic prod-
uct (GDP) may look encouraging, and luxury goods—mostly imported—are
being bought and sold in capitals. However, in countries with poor gover-
nance, the wealth is usually unevenly distributed, and overall social welfare
indicators often fail to improve.” In one illustration of how the elite can benefit
while the rest of a population does not, the eldest daughter of Angola’s presi-
dent is reputed to be one of the world’s wealthiest women,'* yet Angola has the
highest child mortality rate in the world." Hence, the well-known paradox

of the oil curse: the oil revenues that should bring prosperity to a country too



often do the opposite. In fact, over 60 percent of the world’s poorest people live
in resource-rich countries, and their incomes are well below world averages.'

The purely economic aspects of Dutch disease can quickly spill over into
the political domain. Because excessive reliance on finite resources with vol-
atile prices can lead to wide fluctuations in national income, countries that
become heavily dependent on oil revenues are at increased risk of political and
social instability. Russia, Iraq, Angola, and nearly every other country with
significant reliance on revenues from oil exports experienced macroeconomic
shock when oil prices fell in late 2014. Budgets were cut nearly in half, with
corresponding cuts in social outlays. Some countries faced sovereign default
when oil prices fell far below their fiscal breakeven point."”” Venezuela’s inabil-
ity to respond to the falling prices led to widespread civil unrest, the worst in
a decade." Canada’s oil-rich Alberta Province also experienced an economic
shock. As a result of sharp cuts in budgets, in the May 2015 provincial elec-
tion, angry voters ousted the pro-oil Conservative Party, which had ruled for
forty-four years.

Oil Dependence Compounds the Risk of Corruption

A dysfunctional economy is not the only problem oil-producing countries may
experience. Too often, oil-rich countries with weak institutions and little pub-
lic accountability may succumb to systemic corruption.” Tempted by massive
revenues that they control, political elites in these countries have resorted to
large-scale theft of oil revenues—and sometimes the oil itself. When royalties
and taxes do reach government coffers, cronyism and fraud in the public pro-
curement process mean that they are often diverted into the pockets of power-
ful elites, rather than invested in public goods. In some countries, the local
content partners or purported nonprofits that receive corporate social respon-
sibility (CSR) dollars do not provide economic opportunities or social benefits
to the local population because they are elements of the patronage network
controlled by corrupt officials or their family members.'® And corruption at
the top of such systems is usually emulated at lower echelons, until street-level
cops, teachers, and doctors become the bane of a poor population’s existence.

Oil companies based in the United States and the United Kingdom, where
antibribery legislation is enforced, take the risk of prosecution for this crime
seriously. Armies of compliance professionals analyze bribery risk and ensure
that companies are staying within the letter of the law. In countries that are
members of the Extractive Industries Transparency Initiative (EITI),” oil com-
panies also report the payments they make to governments as part of a multi-
stakeholder effort to increase transparency.

Still, oil companies understandably take pains to avoid alienating host nation
officials whose attitudes affect the fate of their multibillion-dollar investments.
And oil companies have limited or no recourse when confronted with ques-
tionable government-specified local partners or when billions of dollars in oil

Sarah Peck and Sarah Chayes
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revenues disappear before they reach host government coffers (as has happened
in Nigeria, Libya, Brazil, and other countries suffering from acute corruption).
And it’s not just the populations of these countries that suffer. The private
oil industry is hit too when corruption takes root in a government or a national
oil company partner. Even when it doesn’t involve bribes, corruption is a tax on
oil operations. When local contractors exist to capture revenues for the corrupt
elite, their work is often substandard, expensive, or both. This increases the
costs of a project (hence the term “patronage costs”), sometimes significantly.
Corrupt officials frequently extract ancillary payments through customs clear-
ance fees and warchousing fees and by modifying the terms of contracts. In
2015, Brazil erupted when the public learned that contractors of the national
oil company, Petrobras, had inflated operational costs, requiring a nearly $17

billion “write-down” of public assets.'®

Corruption and Oil Resources Often Fuel
Instability, Insurrection, and Conflict

There is a direct relationship between acute corruption and violence that in
many places is so severe that it constitutes an international security challenge.
Anger at acute corruption helped spark the 2014 revolution in Ukraine; it helps
explain the Iraqi army’s collapse in June 2014 in the face of the Islamic State, as
well as the growing strength of that jihadist group, the Taliban in Afghanistan,
the spread of Boko Haram in Nigeria, and the fall of governments in Tunisia,
Egypt, and Yemen. In the past decade, historic manifestations of corruption
have driven indignant populations to a variety of extreme actions. Corruption
can also fuel violent competition among evenly matched kleptocratic elites or
symbiotic alliances between governments and dangerous transnational crimi-
nal organizations.

An oil company working in an acutely corrupt country may find itself
caught between the government and the aggrieved population. Attacks on oil-
production facilities and pipelines may occur when the population blames the
companies for the perceived failure to deliver prosperity. The hollowed-out,
corrupt security forces in some countries may constrain the legitimate use of
force to protect the oil companies or to responsibly restore order should civil
unrest or insurgency occur. Militant extremists make the argument that the
corruption and abuse that populations suffer are due to the moral impurity of
their national governments. Only if a government is organized according to
God’s law, they argue, can public integrity be guaranteed. In desperation at the
lack of recourse, many are swayed by these arguments."”

And there are other ways that oil has been linked to conflict. Oil enabled
then Iraqi president Saddam Hussein to finance an army that attacked Iran,
invaded Kuwait, and gassed Iraq’s Kurds. Far from uniting the country,
Hussein’s oil-financed genocide alienated the Kurds from Iraq, perhaps forever.

Sudan fought for decades—at a cost of over 1 million dead—in an ultimately



futile effort to hold on to oil-rich South Sudan. While the civil war in the
new country has its origins in the struggle for power between ethnic groups,
oil facilities are the prizes for the combatants. The discovery of the Leviathan
gas field off the coasts of Israel, Egypt, Turkey, Lebanon, Cyprus, and Syria in
2010 has exacerbated preexisting tensions, further increasing the risk of con-
flict in the region.

Instability Is Spreading in
Oil-Producing Countries

Poor governance, mismanagement of oil revenues, and acute corruption on
the part of host governments have all contributed to increasing political and
economic instability and conflict in oil-producing countries—with enormous
costs to the oil industry.

Yet the conditions that can lead to this instability may be more complex,
dynamic, and costly than the industry’s current risk analysis methodology sug-
gests.”” The map on pages 26 and 27, based on a thorough assessment of an
array of key risk factors conducted in early 2015 (see appendix C), provides a
snapshot of political and economic instability in oil-producing countries.

The colors on the map correspond to the level of instability each country
was facing in mid-2015, from “stable” green to “economically dysfunctional”
yellow to “risky” orange to “insecure” red and black (black signifying that
oil companies have experienced significant losses due to attacks, conflict, or
theft—bunkering). Over half of oil-producing countries are “orange,” indicat-
ing significant risk that conditions will change in ways that negatively impact
oil operations.

Given that large petroleum endowments located onshore in stable coun-
tries are becoming a thing of the past, oil companies increasingly face a choice
between technically easy—but risky—oil and technically difficult projects
(such as offshore or shale reservoirs) in more stable environments.

Transparency International (TT) predicts that in twenty years, as much as
90 percent of oil production will take place in developing countries, which
are often unstable and/or insecure.” Instability, along with increasing techni-
cal challenges, has caused a marked increase in the capital cost of petroleum
projects over the past decade, making it essential that the oil industry develop

better methods of predicting, and mitigating, unstable conditions.

Exemplar Countries and Checklists for Instability

Six countries—one from every region—illustrate the trends that signal increas-
ing political and economic instability. They also demonstrate how swiftly cor-

ruption—whatever its origin—can destabilize an oil-producing country.

Sarah Peck and Sarah Chayes
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Green: Stable

Countries designated green have:

* satisfactory governance, including strong governmental institutions with
effective checks and balances, as measured by the Natural Resource
Governance Institute’s (NRGI’s) Resource Governance Index;??

* effective oil policies;
¢ diversified economies;

* low levels of corruption and effective rule of law, as measured by TT’s
Corruption Perceptions Index and other research;*

*  budgets that are not overly reliant on oil revenues;

* clear benefits accruing to the population as a result of the petroleum

endowment;
* no indicators of insecurity or conflict; and
* low levels of volatility.

Examples include Australia, Canada, Norway, the United Kingdom, and
the United States.

There are several factors that differentiate green counties from other oil-
producing countries. Their government officials are subject to more public
oversight to ensure that the oil income, along with other tax receipts, is spent
in ways that benefit the community.** Stability and sovereign wealth funds, as
well as direct payments to residents, are among the initiatives that have helped
these countries effectively share oil wealth with their populations. For example,
Norway uses a sovereign wealth fund to stabilize the impact of volatile oil
prices and ensure benefits for future generations. The U.S. state of Alaska pro-
vides direct payments out of oil revenues to its residents, which has proved to
be a tremendously popular benefit that no politician can oppose.”

Even so, stable countries can struggle to manage their oil wealth responsibly.
It took time for Norway to establish a sovereign wealth fund that achieved
satisfactory results. (It is worth noting that most stabilization funds have a dis-
mal track record because corrupt governments can easily raid them.)** Canada
is struggling with economic contraction in oil-producing Alberta due to the
plunge in prices that began in 2014. Oil operations in Australia have been
disrupted by labor unrest. The United States faces public opposition in many
parts of the country to hydraulic fracturing, or fracking, as well as offshore and
Arctic drilling. Oil-producing regions of the United States are now confronting
layoffs and economic contraction.

Notwithstanding their stable conditions, moreover, some oil companies
view certain green countries as risky because of costly labor-related disrup-
tions, or because their taxes, royalties, regulations, and permits can be revised

retroactively or canceled after project funds have been invested.”



Green Exemplar: Norway
Norway demonstrates how a government’s commitment to transparency and
fiscal responsibility can support long-term stability and prosperity. Norway
ranks high on governance and transparency indicators. It has responsibly
administered its sovereign wealth fund to provide for future generations. Its
GDP growth rate of 2.2 percent (in 2014) is low compared to some other
countries, but it is consistent with European neighbors that are also recovering
from the 2008 global financial crisis. Norway still has challenges: its govern-
ment works continuously to diversify its economy, and high labor costs can
affect its competitiveness. Nevertheless, its low Gini coefficient—a common
measure of income inequality—shows that Norway is investing its oil revenues
in the welfare of its people. Even after the oil price collapse in 2014, Norway’s
budget breakeven point is consistently below world oil prices. Norway’s popu-
lation enjoys an excellent standard of living with high per capita income and a
life expectancy of eighty-two years.?® Norway faces a very low risk of conflict.
Norway’s strong democratic institutions are the primary reason the coun-
try benefits from its oil resource. This situation is unlikely to change; thus,

Norway’s volatility is low (see table 1).

Table 1. Norway

Sarah Peck and Sarah Chayes
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FACTOR RATING COMMENTS
Government 5 Strong, democratic government
Oil Policy 5 Noted for effective sovereign wealth fund management
Economy 4 Slow re§overy after 2008 global financial crisis; no evidence of
Dutch disease
Corruption 5 TI high rank for transparency
Well-being 5 High
Risk of Conflict Very low risk
Volatility N/A Low
Total Score 29 out of 30 Green

Note: Countries are ranked from 1to 5 in each category, with 5 being the highest score.
Additional information about these scores appears in table 7.

Yellow: Economic Dysfunction
Countries designated in yellow are worse off on the instability scale. They may

have some or all of the following indicators:

* symptoms of Dutch disease, including contraction of the agricultural and
manufacturing sectors of the economy, rising unemployment, excessive

budgetary dependence on oil revenues, and bloated government payrolls;
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*  problems managing oil revenues, including an inadequate sovereign wealth

fund;
* afiscal breakeven point that is higher than current world oil prices;
* evidence of corruption as measured on the TT index and other indicators;
* weak or authoritarian government; and

* relatively low risk of conflict (for example, the government has a monopoly
on the legitimate use of force).

Yellow countries include Brazil, Ghana, Kuwait, Malaysia, and Trinidad
and Tobago, which is said to be a “poster child” of Dutch disease.”

In yellow countries, the population not only fails to benefit from the resource,
it may actually be worse off because of it. These countries are therefore suscepti-
ble to civil unrest that may worsen over time.*® These symptoms are compounded
when corruption or authoritarian governing systems are present. Ultimately,

these problems can lead to more serious dysfunction, including conflict.

Yellow Exemplar: Malaysia

Malaysia is often said to be a rare success story among petroleum-rich countries,
and it is one of the more successful economic performers in Asia, with a GDP
growth rate of 6 percent in 2014. According to the World Bank, Malaysia’s
population is comparatively well-off with per capita income (adjusted for pur-
chasing power parity) of $22,850 in 2014 and average life expectancy of sev-
enty-five years as of 2013.%!

However, Malaysia has seriously mismanaged its two sovereign wealth funds
and was caught unable to stabilize its economy when oil prices fell in 2014.
Analysts have urged the country to take steps to improve the transparency and
management of its sovereign wealth funds. Its prime minister is embroiled in
a series of corruption scandals.”” The country is facing political and economic
problems as a result. In August 2015, tens of thousands of protesters took to
the streets calling for the prime minister to step down amid allegations he
transferred $700 million from the indebted 1Malaysia Development Berhad
(IMDB) sovereign wealth fund into his personal account.* The county’s politi-
cal uncertainty is reflected in a 7.5 percent risk premium (see chart).?

These characteristics put Malaysia at the top end of the “moderate” volatil-
ity window. However, the immediate risk of conflict remains low (see table 2).

Like Malaysia, Brazil is ranked yellow. But Brazil is further along the insta-
bility scale because acute corruption within its oil industry has caused political
upheaval, economic dysfunction, and popular protests. In 2015, the magnitude
of the losses (some estimate over $17 billion to date) in the Petrobras scan-
dal enraged an already-skeptical population; over 1 million people took to the
streets.” The economy has suffered, with annual GDP growth of 0.1 percent in
2014 and projected to fall further in 2015. The scandal has caused widespread

economic loss to oil company workers and the businesses that cater to them,*



and there is increasing evidence of capital flight as the middle class tries to
preserve its savings.

Despite the country’s oil wealth, moreover, the population is largely poor—
Brazil has one of the highest rates of income inequality in the world and the
highest Gini coeflicient of the countries surveyed. Brazil’s fiscal breakeven price
is $76 per barrel, higher than world oil prices in mid-2015, perhaps reflecting
the high costs of corruption.

Given these factors, any company that partnered with Brazil’s oil industry
likely experienced high corruption-related costs. Some were caught in the wave
of prosecutions that followed the discovery of the corruption.

Despite these serious problems, the strength of Brazil’s institutions, in par-
ticular a relatively independent judiciary, as well as public pressure for reform,
may stave off actual conflict. Therefore, its level of volatility is assessed as mod-

erate (see table 3).

Table 2. Malaysia

Sarah Peck and Sarah Chayes
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FACTOR RATING COMMENTS
Government 3 Partial success according to NRGI index
Qil Policy 4 Weak, with problems managing wealth funds
Economy 4 Experiencing economic dysfunction, evidence of Dutch disease
Corruption 3 Middle rank on Tl index
Well-being 4 Comparatively good income, health, education
Risk of Conflict 5 No precursors or conflict
Volatility N/A Moderate
Total Score 23 out of 30 Yellow

Note: Countries are ranked from 1to 5 in each category, with 5 being the highest score.
Additional information about these scores appears in table 7.

Table 3. Brazil
FACTOR RATING COMMENTS
Government 4 Satisfactory overall, according to NRGI, but “enabling environment” ranked weak
Qil Policy 2 Rampant corruption within national oil company
Economy 3 No Dutch disease but experiencing economic dysfunction
Corruption 5 Mi@dle rar.1k on Tl index, but assessed weaker because of acute corruption in
national oil company and elsewhere
Well-being 2 Wide disparity between rich and poor
Risk of Conflict |4 Low risk of conflict due to strong judiciary and other institutions
Volatility N/A Moderate
Total Score 17 our of 30 Yellow

Note: Countries are ranked from 1to 5 in each category, with 5 being the highest score.

Additional information about these scores appears in table 7.
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Orange: Politically and Economically Risky

Orange countries are characterized by complex, volatile, and unpredictable
conditions, making the risk of unexpectedly high operating costs, disruption,
or project failure greater than is often perceived. As a result, the production
cost per barrel of oil tends to be higher than in green and yellow countries.
Corruption, authoritarian governance, and poor economic policies impose
hardship on local populations and make these countries more susceptible to
conflict. The key factors may include some or all of the following:

* symptoms of Dutch disease, including contraction of the agricultural and
manufacturing sectors of the economy, rising unemployment, excessive

budgetary dependence on oil revenues, and bloated government payrolls;
* inadequate oil policies;
* unsustainably high fiscal breakeven points;
* “failing” governance according to the NRGL;*

* serious levels of corruption, both specifically associated with national oil
companies and more broadly;

* increased risk of conflict as a result of acute corruption, sometimes leading
to popular protests, and/or a combination of risk factors that, when com-
bined with oil, have been found to statistically increase the likelihood of
civil war, such as low per capita income, economic shocks, high population
density, and a prior history of civil war;*® and

* amoderate to high level of volatility.

Orange countries include Bahrain, Cambodia, Equatorial Guinea,

Kazakhstan, Mozambique, Russia, and Vietnam.

Orange Exemplar: Russia

Russia is experiencing authoritarian governance (rated “failing” by NRGI),
acute corruption, economic crisis (the combination of the sharp drop in oil
prices in 2014 and Western sanctions over the Ukraine crisis led to severe
economic shock), and many of the precursors of conflict (including intimate
involvement in the conflict raging next door in Ukraine). These conditions,
coupled with sanctions, which have caused costly disruptions for Western oil
companies,” make Russia a high-risk prospect for the oil industry.

The country’s economic and political problems can be traced in large part
to acute corruption, which analysts estimated in 2013 costs the country about
$300 billion a year, a full 16 percent of its GDP.** Such corruption causes
massive losses in the oil and gas sector. For example, in 2011, Gazprom alone
lost $40 billion to corruption and inefhiciency, Anders Aslund of the Peterson

Institute for International Economics estimated.* These losses likely translate



into increasing costs for Western oil companies operating in Russia (and also
for China, which is increasingly investing in the Russian oil sector).

The high levels of corruption, coupled with economic distress, could spark
conflict, as it did in Ukraine.*> While massive protests against election fraud in
2011 and 2012 were put down and defused by nationalist rhetoric, the Russian
public remains critical of worsening conditions in the country; some popular
protests in early 2015 about local grievances, corruption, and election fraud
reflected a darkening public mood.*

Like many orange countries, conditions in Russia are volatile—and they

could worsen significantly, and quickly (see table 4).

Table 4. Russia

Sarah Peck and Sarah Chayes
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FACTOR RATING COMMENTS
Government 1 Failing according to NRGI
Qil Policy 3 Partial success according to NRGI, but corruption within national oil sector
Economy 2 Experiencing severe economic dysfunction and Dutch disease
Corruption 1 Poor rank on Tl index
Well-being 3 Educated population, mid-ranking Gini score
Risk of Conflict 2 Presence of conflict precursors
Volatility N/A High
Total Score 12 of 30 Orange

Note: Countries are ranked from 1to 5 in each category, with 5 being the highest score.
Additional information about these scores appears in table 7.

Red: Insecure

Countries designated in red are actively insecure. Key factors may include:

e symptoms of Dutch disease, including contraction of the agricultural and
manufacturing sectors of the economy, rising unemployment, excessive
budgetary dependence on oil revenues, and bloated government payrolls;

 inadequate oil policies;

* unsustainably high fiscal breakeven points;

* “failing” governance according to the NRGI;*

* high levels of corruption, both specifically associated with national oil
companies and more broadly; and

* active insecurity, including the presence of and attacks by ideological

insurgent groups, violent coups, and/or civil war.

Examples of red countries include Cameroon, the Democratic Republic of
the Congo, Egypt, Sierra Leone, and Venezuela.
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These countries are characterized by failing or kleptocratic governments,
widespread poverty, and shortened life expectancy. In addition, their popula-
tions suffer from the negative externalities of conflict, including high threats
of injury, death, and property loss. In countries that have been unstable for a
lengthy period, oil operations are often located offshore to mitigate the risks to
the industry. When operations are located onshore, oil companies work in insu-
lar security compounds that have little contact with the surrounding communi-
ties. The practice of operating offshore or in secured compounds significantly
increases production costs due to the higher costs of security, the need to build
sophisticated infrastructure, higher salaries for expatriate personnel, increased
outlays for social spending to secure local support for operations (the so-called
social license to operate), and losses associated with delays and disruption.

Red Exemplar: Egypt
Egypt demonstrates how suddenly a country can transition from orange to
red, with devastating economic consequences. The Arab Spring was sparked in
Tunisia when a despondent street vendor set fire to himself in late 2010 to pro-
test acute corruption. Popular uprisings quickly spread across the Middle East,
resulting in economic shock and political upheaval in Egypt. The Tahrir Square
demonstrations in Cairo show that a corrupt government that seems stable often
is not. Since 2011, Egypt has experienced popular uprising, the overthrow of its
longtime dictator, democratic elections, more popular protests, a military coup,
and a government crackdown. During that period, Egypt has experienced a
below-trend GDP growth rate of around 2 percent, and the country has become
indebted to international energy companies to the tune of about $8 billion, which
it has struggled to pay back. Egypt is currently battling a jihadist insurgency in
the Sinai and has suffered attacks on its tourist infrastructure. Its estimated
country risk premium of 17 percent reflects its insecurity.

Because of the presence of an insurgency and what may be increasing inse-

curity, Egypt’s volatility is high (see table 5).

Black: Substantial Conflict-Related Losses to Oil Companies

Black countries, like red countries, are experiencing political-economic dys-
function and active conflict, but they have advanced on the instability scale
because oil companies have experienced significant economic losses as a result

of the conflict. Losses and disruptions include:

* riots;

* attacks on oil facilities and pipelines;

*  bunkering, or the theft of crude from pipelines or at the wellhead;
* attacks on personnel;

* significant unplanned shutdowns; and

¢ undesired divestitures.
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Table 5. Egypt
FACTOR RATING COMMENTS
Government 1 Failing according to NRGI index
Qil Policy 3 Weak
Economy 2 Experienced economic shock
Corruption 2 Low rank on Tl index
Well-being 2 2011 popular uprising, indicator of high levels of dissatisfaction
Risk of Conflict 1 Violent coup, experiencing violence and insurgent groups
Volatility N/A High
Total Score 11 out of 30 Red

Note: Countries are ranked from 1to 5 in each category, with 5 being the highest score.
Additional information about these scores appears in table 7.

Black countries include Iraq, Libya, Nigeria, Sudan, and South Sudan.
These countries demonstrate that the oil curse is a curse for the oil industry as

well as for the people living there.

Black Exemplar: Nigeria
Nigeria is a cautionary tale. Its history illustrates the instability that can inten-
sify over time.

The discovery of major oil reserves in 1956 should have situated Nigeria for
long-term economic growth and prosperity. However, political struggles for
power and allegations of corruption triggered the first of many violent coups
in 1963. Rather than providing the country with economic independence, the
establishment of the Nigerian National Petroleum Company in 1977 ushered
in an extended period of economic contraction, acute corruption, and increas-
ing insecurity.

In recent years, Nigeria’s economy has become less volatile. In 2014, its
annual GDP growth rate of 6.2 percent was higher than those of the other
countries surveyed. However, Nigeria’s economy suffers from Dutch disease
and all its ills. Despite oil revenues of over $1 trillion over the past fifty years,
the majority of Nigerians still live below the poverty line, according to the
World Bank.*

These disastrous results are largely due to the corruption—much of it oil-
related—for which Nigeria has become sadly infamous. Perhaps the most egre-
gious example was the late 2013 discovery that some $18 billion in oil revenues
had failed to reach government coffers over a nineteen-month period.’

Several forms of oil-related violent instability have plagued Nigeria, includ-
ing the Biafran War, which raged from 1967 to 1970, and repeated coups,
which can be partially ascribed to competition for control of oil resources.

Beginning in 2006, the Movement for the Emancipation of the Niger Delta
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(MEND) began attacking oil installations and disrupting operations. A 2009
amnesty program tamped down the worst of the violence, but since then, the
tapping of pipelines and theft of crude, sometimes by the barge-load, have cost
millions of barrels. Though estimates vary and may be impossible to verify, a
figure of $6 billion a year lost to bunkering can be considered conservative.*®
Resulting oil spills have degraded the Niger Delta, poisoning the people and
destroying croplands and fish stock.

Even the Boko Haram insurgency, which broke out in 2005 in Nigeria’s
impoverished northeast, far from the country’s oil fields—and which has
transfixed the world with its brutal attacks, mass kidnappings, and revival of
the slave trade—is seen by many Nigerians as a reaction to the government’s
extreme corruption. Though Boko Haram has not directly attacked oil instal-
lations, its resilience and potential reach make it a factor in the industry’s secu-
rity modeling.”

Compounding the corruption and insecurity, Nigeria’s oil policies and con-
tract performance are among the worst. Pending oil legislation with uncertain
implications for the sector, along with the threat that some existing fields might
be nationalized, the government’s nonpayment of millions (and perhaps billions)
of dollars of royalties to oil companies, and a dysfunctional rule of law environ-
ment have made Nigeria synonymous with the term oil curse. None of these
circumstances is lost on the oil companies. Beginning in 2010, but at an accel-
erating rate since 2014, Chevron, ENI, Shell, Total, and other international oil
companies launched a program of divestiture from their onshore blocks.

Due to corruption and poor policies, the fiscal breakeven cost per barrel in
2014 was a whopping $122 according to press reports.’® When oil prices fell
below $50 in 2014, and Nigeria’s sovereign wealth fund was found to lack suf-
ficient funds to counter the lost revenues, Nigeria’s government was forced to
sharply cut its budget, leaving thousands of civil servants unpaid.

Despite the election of a reform-minded president in March 2015, Nigeria’s
volatility level is assessed as low, meaning that it is unlikely to improve, and

could hardly be worse for oil investments; the problems are too entrenched to

shift quickly (see table 6).

A Comparison of Instability Indicators in Oil-Producing Countries

These six countries illustrate the instability that can be triggered by the influx
of oil revenues: economic dysfunction sets in or intensifies, governance weak-
ens or becomes corrupt, and instability increases’® As corruption and abuse
of power mount, people suffer. Some are pushed to extreme reactions, causing
conditions on the ground to become insecure. Companies experience increased
production costs, delays, and complex, unpredictable conditions that compli-
cate oil production and reduce profits (see table 7, see pages 18—19).



Table 6. Nigeria
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FACTOR RATING COMMENTS

Government 1 Failing
. . Massive corruption within oil industry, $18 billion in revenues missing
Oil Policy ! in 2012-2013
Economy 3 Evidence of Dutch disease
Corruption 1 Poor rank on Tl index
Well-being 1 Majorl’fy of people live below poverty level; other indicators (health,
education) poor

Risk of Conflict 1 High levels of violence and insurgent activity
Volatility N/A Low
Total Score 8 out of 30 Black

Note: Countries are ranked from 1to 5 in each category, with 5 being the highest score.
Additional information about these scores appears in table 7.

The Bottom Line: Instability Increases
Costs for Everyone Concerned

Oil industry professionals recognize that economic and political instability takes
an economic toll on operations and need attention. What is less well understood
is the precise nature of this instability and the cumulative costs it imposes on
oil operations—or that this instability is not just a fact of life, but can intensify
when oil revenues flow into a country. While the industry’s planners are adept at
factoring in the cost of mitigating technical risks or providing security, they are
less able to accurately quantify many of the other higher costs associated with the
nontechnical context affecting a project.”> And, of course, the long time frame for

contract negotiations, exploration, and production coupled

with volatile conditions in many countries only adds to the

uncertainty of cost estimating. As a result, many oil projects  The capital cost of finding and developing

incur serious cost overruns and delays, especially “megaproj-

petroleum projects has increased

ects” and those in unstable countries. Research shows that

the larger the project and the more unstable the country, the
greater the risk of failure.®

300 percent since 2003, due in large
part to waste, inefficiency, and delays

Neeraj Nandurdikar, director of the Oil & Gas Practice ~ associated with instability.

at Independent Project Analysis, estimated in 2015 that the

capital cost of finding and developing petroleum projects

has increased 300 percent since 2003, due in large part to waste, inefficiency,
and delays associated with instability.”* Another analyst warns that these rising
costs—which he puts at nearly 11 percent annually since 2000—are unsus-

tainable: as capital expenses have increased, oil production has decreased by
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Table 7. A Range of Instability

FACTOR

INDICATORS

NORWAY

MALAYSIA

NRGI Governance Index

Government (2014) Satisfactory Partial
. . . Not
Oil Policy EITI Status Compliant
member
Natural Resource Charter Satisfactory Weak
Fiscal Breakeven Price
(2014) $40.00 $45.90
Economy Annual GDP Growth (2014) | 2.2% 6.0%
Fiscal Breakeven Price
2014) $40.00 $45.90
Economy Annual GDP Growth (2014) | 2.2% 6.0%
Dutch Disease No Yes
Corruption Tl Corruption Index, High rank Mid rank
P percentile 97% 61%
Well-Being of Population | F&F Capita Income, PPP $65,970 $22,850
(2014)
Life Expectancy (2013) 81 75
Gini Coefficient (World Bank
2015) 25.8 46.2
Country Risk Premium o o
015) 0.00% 7.55%
Political and economic
Risk of Conflict R.lsk of Violence or Conflict None |nsta-b|I|ty related in part
Linked to Corruption to mismanagement of
resource wealth
- Green Yellow
Level of Instability Score and Color 29 of 30 23 0f 30

Sources: the Extractive Industries Transparency Initiative; the Natural Resource Governance Institute, composite score; World Bank databases and
country analyses; Transparency International’s Transparency Index; and Aswath Damodaran, “Country Default Spreads and Risk Premiums,” last updated
January 2015, http://pages.stern.nyu.edu/~adamodar/New Home_ Page/datafile/ctryprem.html. National fiscal breakeven prices were obtained from

open-source reporting available in spring 2015. The Dutch disease assessment was based on World Bank economic data and open-source reporting
available in spring 2015. We relied on open-source reporting to determine risk of conflict in each country, and applied the political and economic analysis

described in appendix C.
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BRAZIL RUSSIA EGYPT NIGERIA

Partial Failing Failing Failing
Compliant Not Not member Compliant

member
Satisfactory .

Partial (we assess weak) Weak Weak
(we assess weak)
$76.00 $107.00 N/A $122.70
0.1% 0.6% 21% 6.2%
$76.00 $107.00 N/A $122.70
01% 0.6% 2.1% 6.2%
No (but gther economic Yes TBD Yes
dysfunction)
gﬂc;g/rank Low rank Low rank Poor rank

° 27% 34% 16%
(we assess lower)
$15,900 $24,710 $11,020 $5,680
73 71 71 52.5
52.7 39.7 30.8 48.8
8.60% 8.60% 17.00% 1.15%
Insurgency or coup
Widespread, serious, Failing government, Sudden regime change or traceable in part to
popular protest against protests, insurgency, violent, | war due to anti-kleptocratic | outrage at corruption;
corruption in oil sector neighboring conflict protests impact on oil industry
serious

Yellow Orange Red Black
18 of 30 12 of 30 1 of 30 8 of 30
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nearly 5 percent annually since 2009.° As of early 2014—even before the fall
in oil prices—profitability was down by 10-20 percent.’® The “new normal”
of lower oil prices has imposed capital discipline and forced companies to find
new ways to cut costs (see appendix A).

But there is evidence that companies have not fully incorporated these
risks into their cost estimates. In a 2014 report, Spotlight on Oil and Gas
Megaprojects, EY (formerly Ernst & Young) cited an industry-wide “optimism
bias,” or a tendency to underestimate costs, especially in projects with large
endowments,” as the cause of the frequent inaccuracy in cost estimating.’® The
optimism that projects will stay within the approximately 20 percent potential
cost overrun range that planners usually forecast is not borne out by the num-
bers. As the report warned: “These repeated failures do raise serious questions
as to the oil and gas industry’s ability to develop accurate, unbiased FID [final
investment decision] budgets/schedules and subsequently to deliver to them.”’

How Can Costs Be Reduced?

The EY report recommended that the industry “do far more to mitigate and
prepare for [the nontechnical causes of cost overruns and delays] so that their
effects can be more adequately managed within the project environment.”

Preliminary research reveals that mitigation planning and costs assessment
are rarely part of the project planning process. A first step to reducing costs
and delays, particularly those that are associated with unstable environments,
might therefore be to develop a better understanding of the nature of the
underlying conditions and their causalities, and then to consider approaches
to mitigate or reduce these negative external conditions. This process will not
be easy. It may not even seem fair, as the oil industry can hardly be blamed for
all the underlying problems in the countries in which it operates. Still, work-
ing together with other companies to mitigate problems in a troubled country
would be beneficial for all stakeholders. And there are some precedents for
individual and collective action by the private sector in similar contexts.

The next step would be to include mitigation costs in project estimates.
Industry decisionmakers need complete and accurate information about the
projects they approve. Therefore, it would be wise to budget for potential miti-
gation expenses in cost estimates associated with specific projects.

Likewise, for the purposes of improving the accuracy of project estimating,
it might make more sense even for current CSR outlays to be attributed to the
projects with which they are associated, rather than placed in entirely separate
budgets. The type of mitigation envisaged here is not the same as classic CSR
spending, which is focused on gaining local support for operations (“social
license to operate”) and providing poverty relief in the immediate neighbor-
hood of oil operations. While CSR projects are generally not designed to con-
tribute to broader economic development or reduce corruption, they could be.



Even though meaningful change may be slow in coming—and even though
discretionary budgets are tight in the industry’s current low-profit environ-
ment—it is nevertheless in the industry’s interest to begin developing and
implementing mitigation efforts as soon as practicable. There is no doubt
that the oil industry suffers the consequences of these conditions; moreover,
it is hardly alone. When corruption leads to conflict, other stakeholders are
impacted, starting with the local population and the business community.
Violence can spread across borders. The oil companies may be seen to represent
the countries where they are domiciled, and other interests of those countries
may come under attack. When conflict becomes serious, it may require outside
military intervention. In this way, the problems become a security challenge to
the global community.

The Case for Collective Action

There is widespread consensus that the political-economic dysfunctions expe-
rienced by too many oil-producing countries have a significant negative impact
on everyone involved: local populations and the international community, as
well as the oil industry itself. The significant transparency and CSR initiatives
that different actors have launched over the past decade and more have not
prevented the spread of instability affecting oil operations, nor have they suf-
ficiently reduced corrupt practices in many places (see appendix B). The core
symptoms of the oil curse constitute a structural problem that has proved to be
resistant to piecemeal reforms. Clearly, no one country, company, or NGO can
solve the problem alone. So the question arises: Why not try collective action
led by the oil companies themselves?

Precedents

Some fifteen years ago, the international mining industry was confronting
enormous disruptions, largely connected with the real and perceived impact
of its activities on local populations and the environment. Demonstrators were
physically blocking mine gates, and access to capital markets was threatened.
An initiative on the part of a few mining company CEOs resulted in the launch
of the International Council of Mining and Metals. Gradually, the group
established a set of voluntary standards to help mining companies promote
sustainable development in countries in which they operate. Over time, more
companies joined the initial group, and adherence to these standards reduced
nontechnical risks, improved community relations, lowered costs by reducing
the number of attacks, protests, and disruptions—and even was seen to pro-
vide member companies with a competitive advantage over nonmember rivals
bidding on new concessions. The group’s president, Tony Hodge, believes that
the industry’s collective conflict mitigation programs in 2002-2008 reduced
the incidence of conflict. Tellingly, a soon-to-be-released study is expected to
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show that conflict increased sharply after these programs were curtailed in the
wake of the 2008 fiscal crisis.”!

A similar initiative, aimed at nuclear reactor vendors, was facilitated by the
Carnegie Endowment for International Peace. The premise was that collec-
tive action could instill high operating standards in countries new to nuclear
power, which in turn could help manage both real and reputational risks to
the global nuclear industry. Over a three-year period, companies that export
nuclear power technology—including Russian ones—worked together to
hammer out principles for best practices in safety, security, environmental
protection, and even business ethics.®> The principles effectively created a
commitment that companies would not build a new nuclear power plant in
a country whose infrastructure, regulatory authority, and safety planning do
not meet certain international standards. Thus, the initiative helped raise the
bar for nuclear energy in developing countries in ways that prevent the poten-
tially unsafe construction and operation of power reactors. The adoption of
this voluntary Nuclear Power Plant Exporters’ Principles of Conduct helped
the industry weather some of the reputational damage caused by the 2011
Fukushima disaster in Japan.

The oil industry itself has at times engaged in collective action to address
issues of common concern. Oil companies are noteworthy for their effort to
share best practices to improve safety and to mitigate environmental risks.
Some have successfully joined forces to advocate on such headaches as customs
delays. Companies have worked together to leverage commercial opportunities
and spread risk by forming investment consortiums and building infrastruc-
ture for shared use. The industry also has a successful track record of lobbying
elected officials for political change benefiting the industry.

The EITTI is yet another example of collective action supported by the oil
industry, this one to improve transparency in oil-producing countries. Lessons
learned from this multi-stakeholder effort may help the industry determine an
approach that could further improve resource governance.®

Positive collective action is taking place today in Ghana, where the World
Bank, the oil industry, and others are working together to ensure that new oil
operations there help, not hurt, Ghana’s economy and people. This experiment
presents a unique opportunity for the industry to analyze and document the best
practices for preventing oil curse dysfunction. Nigeria presents another opportu-
nity. If President Muhammadu Buhari is sincere about reversing the devastation
that corruption has wrought on his country, the industry could partner with him
to bring about meaningful change that would benefit all stakeholders.

Oil Industry-Led Approach

The oil industry has a strong economic incentive to accurately assess whether
countries are experiencing oil curse symptoms, and if so, to work collectively
to assist governments in mitigating them. Drawing on their business expertise
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and knowledge of the industry, oil companies could establish a voluntary group
to issue a charter of recommendations.

Industry leaders could consider the following suggestions as a potential
starting point for what could become a groundbreaking charter:

1. Recalibrate the industrys approach to risk analysis. Developing a
broader understanding of political stability and corruption may
help the industry to better assess the oil curse problems in troubled
countries. The existing risk analysis methodology could be modified
to capture evolving research on the linkages between acute corruption
and conflict (see appendix C). These ideas could inform an industry-
led examination of its risk methodology.

2. Develop a common or standardized methodology for cost estimating.
The industry could develop a common methodology to account
specifically for costs resulting from oil curse—related instability, where
it exists. A common methodology would make it possible for the
industry, shareholders, and host governments to monitor accurately
these costs and develop ways to reduce them. Such a common
methodology may be the best way to overcome optimism bias among
industry planners. It may also be useful in quantifying the losses
accruing to a country in the cost recovery process, which in turn
could be used to educate host governments and populations about

the need to improve oil policies and practices.

3. Expand anticorruption measures. The industry could develop
innovative ways to counter host country corrupt practices, where
they exist. An examination of company practices, both individually
and across the industry, that may inadvertently facilitate local
corruption—beyond the strict terms of the U.S. Foreign Corrupt
Practices Act—could be part of this effort. Oil companies could
develop minimum standards expected of host governments, such as
transparent accounting of oil revenue expenditures and minimum
levels that must be spent on social programs, which must be
satisfied before charter signatories will bid on new concessions.
Granted, this would be a challenge. But the industry may be
able to develop innovative ways to influence countries to comply
with these minimum standards through contract negotiation or
collective advocacy, or by partnering with the World Bank, the
International Monetary Fund, or other sources of capital to require
these standards in loan agreements. The industry could also advocate
for these standards to be included in the EITT commitments
made by countries and supported by industry partners. Finally,
muscular approaches to curbing host country corruption could
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involve agreements to provide evidence against corrupt actors to the
appropriate law enforcement bodies, including in the companies’
home countries, in cases where local judiciaries are captured by the
host country political elite.

Support efforts to improve host country governance. Oil companies are
often respected by host governments and have close relationships with
key officials and leaders who guide the course of state decisionmaking,.
Oil companies could leverage those relationships to assist host
governments in adopting the best long-term policies for translating oil
revenues into socioeconomic development. The industry’s approach
could be inspired by the Natural Resource Charter, which provides
guidelines for effective oil policies.* To improve governance—and
reduce the influence of patronage networks—the industry could
collectively agree to prohibit oil company donations to the political
campaigns of officials in host countries.

Maximize CSR outlays. By pooling funds and operating together

in specific countries, oil companies might be able to get enhanced
impact for their CSR dollars. The EITI platform might be utilized
as a mechanism to involve all the oil actors (even small, private
companies), with input from local civic groups and NGOs and in
line with the country’s stated development goals. Oil companies
could also agree to support only genuinely independent NGOs

to help reduce patronage-related costs. The International Finance
Corporation and Equator Principles performance standards—which
largely focus on sustainable project planning—provide a useful
starting point for developing industry-wide CSR recommendations.®

Promote economic development to mitigate Dutch disease. In addition

to promoting education and health, the industry could apply more

of the pooled CSR funds to mitigating the economic dysfunction
that occurs in many oil-rich countries. Many experts recommend
promoting economic development nationwide that is diversified away
from 0il.% The oil industry could partner with related industries.

For example, the mining industry has also identified the importance
of managing the risk of Dutch disease. The oil industry could assess
and possibly adopt the mining industry’s most effective mitigation
strategies, and even partner with it in countries where both mining

and oil operations are present.

Expand the definition of corporate social responsibility. The oil industry
has no legal obligation to help the people living in the countries in

which it operates. But it has a clear economic incentive to mitigate



instability. It also has a shared responsibility to help solve the
economic, political, and social dysfunctions that plague oil-producing
countries so disproportionately—and which impact not just local
populations, but often the international community at large, through
security crises, large-scale migrations, and other disruptions of the
international order. Such a framing would represent an evolution of
the notion of corporate social responsibility in line with the latest

analysis of current events.

Conclusion

Governments of countries with significant petroleum endowments have every
incentive to adopt the best possible policies to provide economic growth, stable
operating environments, and social benefits for their populations. Yet many
have not yet implemented such policies, for whatever reason. Therefore, collec-
tive action by the oil industry to mitigate the economic and political dysfunc-
tion that can accompany oil revenues—with the aim of reducing associated
costs in the long run—is in the economic interest of the industry, and could
yield significant benefits to other stakeholders. The prospect of collective action
may seem alien to the individualistic and competitive oil industry. Bringing
in national oil companies and the range of other operators may prove to be a
particular challenge—even though, ironically, national oil companies stand to
gain the most from improved conditions in their own countries.

The potential benefits of collective action to

the industry and its shareholders far outweigh  ——————————————————————————————————————————

the constraints and inconveniences, however.
The majors have the most legal restrictions on
their operations, the most oversight, and the
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The potential benefits of collective action to
the industry and its shareholders far outweigh

most reputational risk to manage. They remain ~ the constraints and inconveniences.

under intense pressure from their sharchold- e ———— — —— ————

ers to produce results, including undiminished

dividend payments, even after oil prices plunged more than 50 percent. And
the majors must increasingly compete against national oil companies, which
do not have to operate under these limitations, for opportunities in the United
States and other Western countries.

The majors therefore have a strong incentive—and are uniquely positioned—
to launch such a remedial effort. If the majors can persuade enlightened leaders
across the industry and around the world to join together to voluntarily adopt
a common methodology for mitigating oil curse problems to promote stability,
the industry would certainly benefit. Doing so could increase the economic
and social benefits enjoyed by populations in troubled oil-producing countries,

who are, after all, the true owners of these resources.
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Spreading Instability in Oil-Producing Countries

Corruption, conflict, and economic loss since 2008

. No evidence of instability

Australia, Canada, India, Norway,
United Kingdom, and United States

Evidence of Dutch Disease
contraction of nonresource sectors
of the economy

Brazil, Ghana, Indonesia, Kuwait, Malaysia,
Mexico, Peru, Tanzania, Timor-Leste,
Trinidad and Tobago, and Qatar

. Evidence of serious instability
that may lead to conflict
as measured by (1) designation as
failing state by Natural Resource
Governance Institute, (2) incidents of
popular revolt against acute corruption
according to research by corruption
expert Sarah Chayes, and/or
(3) factors identified by scholars that
are precursors to civil war in
oil-producing countries. See The Oil
Curse by Michael Ross,(Princeton, 2013)

Algeria, Angola, Azerbaijan, Bahrain, Bolivia,
Cambodia, Chad, China, Ecuador, Equatorial Guinea,
Gabon, Iran, Kazakhstan, Mozambique,

Papua New Guinea, Russia, Saudi Arabia,

Tunisia, Turkmenistan, Uganda, and Vietnam

. Active conflict
including insurgency, violent coups,
or civil war (according to Chayes
research and open-source reporting)

Cameroon, Colombia, Democratic Republic of the Congo,
Egypt, Myanmar, Sierra Leone, and Venezuela

. Conflict plus evidence of
significant economic loss
to oil industry
due to unintended disruptions or
massive oil theft (according to
open-source reporting)

Iraq, Libya, Niger, Nigeria, Sudan,
South Sudan, and Yemen









Appendix A: A Look at Rising Costs

The costs of bringing a prospective operation from initial exploration to final

investment decision (FID) have been increasing, especially since about 2010.

What Is Causing Higher Capital Costs for Oil Operations?

Some oil-producing countries experience a nexus of interrelated conditions—
Dutch disease, corruption, social unrest, and conflict—that can increase oper-
ating costs in unexpected ways. Higher outlays for personnel, logistics, and
security are among the first to be felt, but bureaucratic logjams, legal snarls,
sabotage, or civil protests can cascade to create more delays and higher costs.

As costs mount, budgets can quickly exceed project estimates. In 2014, EY
(formerly Ernst & Young), analyzed 365 megaprojects each priced at over $1
billion, and attempted to quantify such cost overruns.®® Collectively, these
projects were forecast to cost $2.6 trillion. In 2014, the pre-FID project costs
came in at 59 percent overestimate, totaling cost overruns of over $500 bil-
lion (and rising). If a project’s estimated cost increases significantly over the
estimates from prior phases at this stage, then the project could become uneco-
nomic. The company may stop, alter, or cancel the project. When this happens,
the company and the country both suffer economic loss. The company loses
because it spent so much time and resources on a project that didn’t sanction.
The country loses because the resource recovery and forthcoming revenues are
delayed or never materialize.

However, cost overruns after production began were also a problem. EY
analyzed 20 post-FID projects and found that they had average cost overruns
of 23 percent. Three projects exceeded their budgets by 75-100 percent.”
If the overruns happen post-FID phase during execution, then that overrun
is recovered as part of the production sharing agreement (PSC) terms, but
not in royalty regimes. Once again, both the company and the country suf-
fer losses. Although the company will eventually recover the overruns, it will
have less cash for other projects until the recovery process is complete (in other
words, it will incur “lost opportunity” costs). The country loses because it will
have to wait longer for the capital costs to be recovered by the operator, which
means lower revenues for a longer period of time. This can negatively impact

its national budget and planned expenditures for years.
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These findings are in line with research conducted in 2011 by Edward
Merrow of Independent Project Analysis. According to Neeraj Nandurdikar,
director of the Oil & Gas Practice at the firm, 70—80 percent of megaprojects
fail, with failure defined as spending 20 percent more than planned, taking 25
percent longer than planned, or failing to produce oil. The number of failures
defined this way has doubled in the previous decade.”

Nandurdikar blames nontechnical risks—waste, inefficiency, and delays
caused by the complex and dynamic conditions of unstable countries—for a
significant share of this failure. The increased costs associated with instability
can include the cascading costs of delays large and small (caused by local gov-
ernment bureaucracy, popular opposition, labor shortages, and other factors),
inadequate infrastructure in frontier environments, and security concerns.

Although the dollar values can be difficult to measure, operating in coun-
tries with acutely corrupt governments also increases the risk of hidden patron-
age costs, such as those exposed by Brazil’s Petrobras scandal.

Similarly, the EY report singled out nontechnical issues as a significant factor
in cost overruns. The findings distinguished between “internal” (poor portfo-
lio management, failure to appreciate risk, inadequate planning, overly aggres-
sive forecasts, and the so-called optimism bias in cost estimates) and “external”
(government intervention and environment-related mandates) nontechnical
problems.”" Yet it seems hard to make a meaningful distinction between inter-
nal and external nontechnical problems, as the internal problems identified
largely concerned the failure to plan properly to manage the external problems.
Of course, other nontechnical risks run the gamut from poor host government
management and currency risk to the unique costs of complex environments.”

Overall, the EY report found that 69 percent of the projects examined were
experiencing cost overruns, and 73 percent were facing delays.”> Many of the
projects were significantly overbudget; project costs exceeded budgets by over
51 percent in more than half the projects studied.” The percentage of projects
experiencing cost overruns or delays in Africa and the Middle East was even
higher.”” EY also noted that the trend of underestimating project costs has
worsened over the past decade.”® Given the number of megaprojects planned
for 2015 and 2016 in countries with weak, authoritarian, or corrupt govern-
ments and volatile economic and political conditions—Angola, Iran, Nigeria,
Russia, and Venezuela—the trend seems likely to continue.

Project disruptions are also increasing.”” When the exploration or production
process is disrupted—sometimes causing or because of environmental damage
or safety incidents—the loss can be considerable. In July 2015, a local group
attacked a pipeline in Turkey that transports oil from Iraq to the Ceyhan port
in Turkey. The shutdown resulted in revenue losses to the Kurdistan Regional
Government of $250 million in one week’s time.”® One expert pointed out that
disruptions are increasing as local populations become more organized and
seek to press their grievances and their rights—a possible outcome of trans-

parency efforts. Whatever the cause, disruptions can be so costly that projects



become economically unfeasible, as has been the case in Nigeria and elsewhere
since at least 2005.7

These higher operating costs translate to a rising breakeven price per barrel for
proposed projects. That reality, especially at a time of volatile markets and low
oil prices, has serious implications for a company’s range of investment options.

Moreover, the impact of a lengthy disruption due to these factors goes far
beyond the mere dollar figure—as the industry has discovered in the domains
of environment and safety, where public relations impacts have compounded
the immediate cost of accidents. As public awareness of the security implica-
tions of corruption grows, the intangible cost to companies of disruptions due
to corruption-related conflict is likely to increase. Reputational damage can
take years to repair.

The industry recognizes that operations in unstable countries can be costly,
but lacks a consistent and standardized way to accurately estimate and account
for these higher costs. Moreover, the industry does not have a way to quan-
tify the delays or reputational risk that can be layered on top of rising costs
in unstable countries. Lacking hard numbers or a way to benchmark indus-
try data, but understanding the problem intuitively, some of the majors have
responded by shunning or divesting from some of the most complex environ-
ments, in favor of offshore or unconventional resources. In effect, they are trad-
ing political risk for more easily controlled technical risk. But that means they
may be leaving easy oil in the ground—or stepping aside as less scrupulous

operators take on the projects.

Who Pays for These Losses?

Most, though not all, of these increased costs are recovered from the host gov-
ernment through the cost recovery process, in which the bulk of the first oil
produced by a well is earmarked for the oil company to recover its capital
expenditures, with a much smaller proportion of the returns going to the host
country government.

These arrangements mean that host governments (and therefore their popula-
tions) bear much of the expense of the industry’s inaccurate cost estimates—and
by extension of some of the damage caused by the governments’ own practices.

However, the companies may also shoulder financial loss if higher costs take
longer than expected to recover because of the time value of money and lost
opportunity costs. The commercial terms of PSCs, for example, are such that
the higher costs penalize both the oil company and the state. Thus, if costs
rise, the oil company must carry these costs much longer, even while the state
is receiving oil revenue. Consequently, while the state does eventually have to
allow recovery of those costs, the oil company sustains major financial impacts
that reduce profits and returns on investment. In addition, the companies may
see lower returns on investment if costs continue to rise after initial capital

investments have been recovered.
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As profits fall, share prices may be affected. The Petrobras scandal illustrates
the impact that corruption can have on shareholders. The company is listed on
the New York Stock Exchange. When news of the scandal broke, U.S. share-
holders lost significant value as share prices fell 43 percent. Institutional inves-
tors have filed lawsuits in the United States seeking to recover their losses.®



Appendix B: Efforts to Address
Oil Curse Dysfunction

The United States and other Western governments and an army of transna-
tional nongovernmental organizations (NGOs) and other multilateral institu-
tions have advocated for transparency initiatives and other reforms intended to
address the societal ills that can accompany oil production. They have launched
significant efforts to curb corruption, improve governance, provide incentives
for companies to adopt high standards, arm citizens with information to hold
their governments accountable, and provide social benefits to local popula-
tions. The oil industry, particularly the majors and some notable national oil
companies, has for the most part supported these initiatives.

Although ambitious and well-meaning, however, these initiatives have so
far failed to halt the spread of instability in hard-hit oil-producing countries.
There are three fundamental explanations: the approach is not coordinated, the
initiatives are not uniformly adopted by the industry, and the efforts are not

focused on mitigating political and economic instability.

Transparency

Transparency is the primary approach to making markets work more efhi-
ciently in the resource sector. It is also seen as a key to fighting corruption. The
Extractive Industries Transparency Initiative (EITI) is an international effort
to increase transparency that is supported by governments, the oil industry,
and civil society.® EITI was launched in 2002, when the UK government
came together with oil companies and NGOs such as Global Witness, the
Natural Resource Governance Institute (NRGI), itself a combination of the
Revenue Watch Institute and the Natural Resource Charter, and the Publish
What You Pay campaign, a group of 800 local NGOs around the world pro-
moting transparency and accountability.

As of mid-2015, 48 countries were EITI compliant or implementing coun-
tries. These countries have agreed to publish the revenues they receive from
companies extracting their resources (these disclosures are not limited to oil
revenues). All oil companies operating in EITI countries must publish the
amounts they pay to the countries in the form of revenues, taxes, or royal-

ties. Once these figures are published, an EITI-authorized entity reconciles the
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amounts reported by the governments and the industry. Any discrepancy can
then, at least in theory, be examined.

The EITT regime provides additional benefits as well. First, subgovernment
units in a country can use the data to calculate the amount they are owed from
the country’s central budget. Second, EITI’s Multi-Stakeholder Group platform
brings together representatives from government, industry, and civil society to
review information, resolve concerns, and discuss how revenues should be spent.
This platform holds promise because it provides a voice to civil society and makes
it easy to identify even the smallest companies working in a country. Third, by
providing a platform and structure for civil society advocacy, the EITT process
may empower citizens’ groups to engage constructively in other contexts.

A lot of the transparency agenda is still being tested in practice, however,
and it is premature to consider it a success. And the transparency movement

and EITT do have significant limits:

e EITI aims to inform debate and strengthen government systems. EITI
does not—nor is it intended to—address the underlying economic prob-
lems beyond corruption that create the conditions for instability and con-
flict, whether that is countering Dutch disease, requiring responsible oil
policies, or imposing transparency on government spending.

*  Corrupt governments can become and remain members of the initiative
without reforming themselves, although a few countries have been expelled
for noncompliance with EITI requirements.

*  Countries that comply with EITT can still suffer from acute corruption.
EITI may help to ensure that oil revenues go into government coffers, but
it says nothing about how a government—or corrupt politicians—spend
those revenues. Iraq, for example, is a model of EITI compliance. Every
barrel of oil is accounted for, and the revenues go to the Finance Ministry
in Baghdad. But government spending is corrupt. The self-proclaimed
Islamic State defeated a 30,000-strong Iraqi army force in Mosul in June
2014 because the force was staffed by ghost soldiers and supported by a
corrupt logistics train in which food and ammunition intended for the
army was diverted into the pockets of corrupt politicians.®?

e EITI does not provide mechanisms for redress or asset recovery when
funds go missing, as when the Nigerian national oil company claimed to
have spent billions of dollars in oil money directly on items such as sub-
sidies on refined fuels, without first depositing the money in government
coffers and getting approval for the outlays. Nor are there provisions for
material accounting errors, as appear in documents the company submit-
ted to its auditors.



*  EITI does not provide a mechanism for analyzing the terms of crude-for-
refined-product swaps, in which oil-producing countries that lack refining
capacity exchange crude for fuels, rather than selling it for cash.

e Under EITI, contracts do not need to be published.®

*  The Multi-Stakeholder Group platform is good in theory, but in practice
the participants focus primarily on accounting matters, not broader pol-
icy issues. Moreover, in some countries, the platform exposes civil society

members to harassment and worse when they confront the government.

Although the industry may point to its support of EITI as proof that it is doing
its part to fight corruption, EITT cannot be expected to solve all or even most
of the problems generated by the presence of massive oil revenues. For all its
potential, EITI could be extended to cover a series of other critical corrup-
tion issues and provide a framework to recover stolen funds, expose corruption
networks, or, most importantly, track how governments spend oil revenues.
EITI is currently reviewing its approach to make it more comprehensive; the
industry could support or reinforce these reform efforts.

Dodd-Frank

EITTI is based on voluntary collective governance. It has also inspired Western
governments to expand the transparency mandate though legislation. Despite
initial resistance from the oil industry, section 1504 of the U.S. Dodd-Frank
Wall Street Reform and Consumer Protection Act and its European Union
equivalents are set to require all extractive companies listed on U.S. and
European stock exchanges to report all payments made to countries, even if
they are not EITI signatories, on a per project basis.** Although the benefits
of the new reporting requirements are not yet known, the new data could be
analyzed by the industry and its shareholders to gain a better accounting of the
unquantified project costs associated with operating in unstable environments.
This may lead to better cost estimating, which could in turn result in more

responsible, less risky, investment in new oil projects.

Government Capacity Building

The NRGI focuses on building the capacity of governments and civil soci-
ety to better manage their resource endowments.*” NRGI helped develop the
Natural Resource Charter, a set of principles to guide a government’s use of
natural resources. The charter is organized around twelve core precepts offer-
ing guidance on key decisions governments face, beginning with whether to
extract resources at all, and ending with how generated revenue can produce
maximum good for citizens. First launched in 2010 at the annual meetings
of the International Monetary Fund and the World Bank, the charter was
written by an independent group of practitioners and academics, under the
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governance of an oversight board composed of distinguished international fig-
ures with firsthand experience of the challenges faced by resource-rich coun-
tries. It was relaunched at the 2014 Natural Resource Charter Conference in
Oxford, England.

NRGI has also developed a useful governance index that assesses the
strength or weakness of governments of resource-rich countries.

The charter is a voluntary set of best practices to guide governments that intend
to improve the management of their countries” wealth. The industry could take
the lead in promoting some elements of the charter, joining to press for compli-
ance by the governments of countries in which they are operating, especially in

cases where a less public-spirited government needs encouragement.

Performance Standards for the Industry

Oil projects require substantial capital, and most private companies seek
financing from the banking sector to mitigate risk. Several initiatives already
promote sustainable project planning to ensure that a local population is not
harmed by the project, and they provide meaningful oversight.

The International Finance Corporation (IFC), the private finance arm of the
World Bank, provides financial capital for oil projects. Clients are subject to
rigorous assessments of a proposed oil project’s impact on, among other things,
the environment, labor and working conditions, and community welfare. IFC
promotes sustainable outcomes through its performance standards and advice
to clients, and it encourages sound environmental, social, and corporate gover-
nance strategies to manage risks and promote sustainable projects.®

Similarly, the Equator Principles is an agreement among signatory financial
institutions that is used to assess and manage the environmental and social

risks of the projects they undertake.?”

Contracting Reform

The complexity and secrecy of contracting in large oil projects provide ample
opportunities for corruption and unfair outcomes on both sides of the negotia-
tion. Countries new to oil contracting may lack the capacity to negotiate con-
tracts that generate fair revenues or protect against the negative consequences of
oil price volatility. On the other hand, countries with well-established projects
often seek to renegotiate contract terms at the expense of companies hamstrung
by significant sunk costs. Falling oil prices in late 2014 and early 2015 caused
some countries to repudiate their contracts as unfair, forcing companies into
unexpected and costly litigation and provoking uncertainty. On both sides, the
terms can be so complex that an army of accountants may be required to figure
out whether they are being met or one side is stealing from the other.

Generally speaking, there have been two approaches to the contracting
problem: one that advocates for transparency and another that calls for unifor-
mity through the use of model contract terms.



Several transparency initiatives have been launched:

*  Open Contracting is a new initiative affiliated with the World Bank to
promote the transparency of public contracts generally—not just oil con-
tracts—and to improve the tendering, performance, and completion of
contracts.® Although the group advocates for the publication of contracts,
it emphasizes the importance of transparency upstream of contract signa-

ture, during the bidding and award process.

e The IFC requires companies that obtain IFC funding to publish their
contracts. The IFC reports that there has been no adverse impact on
companies that have published their contracts.®” Interestingly, the World
Bank has not historically required its country clients to publish their oil
contracts. However, according to Open Contracting officials, the World
Bank did recently break that pattern by requiring Ghana to publish its
oil contracts as a condition for a loan.”® The publication of that contract
did not have a measurably positive impact in Ghana, perhaps because the
complexity of oil contracts makes public oversight difficult even when the

texts are published.

*  OpenOil is a “guerrilla” start-up organization that advocates for publishing
oil contracts.” The group has published 50 or more contracts obtained in
various, sometimes cloak-and-dagger, ways—and, as a resul, it is disdained
by the industry. It has also published a guide to understanding oil contracts.

Initiatives that focus on the uniformity of contracts advocate models that
would: (1) reduce negotiation and enforcement costs, (2) ensure that basic stan-
dards protect the interests of both parties, (3) make it easier for both sides to
understand and comply with the terms of a contract, and (4) clearly identify
the parties to the contract (and ensure they are entitled to be parties to the

contract). Several groups have developed such initiatives:

* The Columbia Center on Sustainable Investment’s model contract terms
are part of a library of tools aimed at helping governments negotiate

resource rights.”

*  Asuite of contracts available for use throughout the oil and gas industry has
been provided by LOGIC. This group operates as the custodian for cross-
industry projects that aim to increase the efficiency of practices employed
in offshore operations on the United Kingdom Continental Shelf.”®

Local Content Requirements

Many governments require companies to hire and train local workers and to
use locally manufactured inputs in their operations. Initially, such requirements

were designed to transfer technology and build local expertise in oil operations,
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so that governments could eventually break their dependence on foreign com-
panies. Many companies have voluntarily participated in such “local content”
initiatives to expand economic opportunities in local communities.”*

While seeking local content is a laudable goal, the practice may produce few
jobs because, even now, most poor countries cannot provide the qualified labor
or technology inputs required for sophisticated oil operations. Moreover, com-
pared to the revenue they produce, oil operations are not manpower intensive.
Such initiatives may also reinforce the unhealthy focus on the resource sector
that is a component of Dutch disease, rather than support economic diversifi-
cation. Local content requirements can also be used by a corrupt government
to require companies to unknowingly contract with members of networks
loyal to the elite, resulting in inflated contract terms and fueling corruption.”
Purported local content providers may even, in insecure settings, have links to

insurgent groups.”

Corporate Social Responsibility

Oil companies have spent billions of dollars on hospitals, schools, infrastruc-
ture, and other initiatives to help expand their local “social license to oper-
ate.” They have also funded foundations to provide local businesses access
to capital and invested in economic development to promote nonresource-
sector growth. With some notable exceptions—such as the Foundation for
Partnership Initiatives in the Niger Delta launched by Chevron to promote
economic development in the nonresource sectors”—many of these CSR
efforts are focused on obtaining local community support for the operations,
or even improving brand image in the West, rather than preventing or mitigat-
ing broader negative externalities.

Indeed, some of these efforts, though well-meaning, may prove counterpro-
ductive. For example, the industry’s spending on health and education may
enable governments to shirk their duty to provide these services—and make it
easier for corrupt officials to pocket the money intended for these purposes. In
addition, building a functioning education system, for example, is hard to do
well, as experienced donor institutions that struggle to deal with ghost teach-
ers, gender issues, and educational content can attest. Providing these services
may even alienate populations who live in other parts of the country not served
by the CSR initiative.



Appendix C: An Improved Risk
Assessment Methodology

Oil companies consider a range of factors in their risk analysis, including polit-
ical risk, corruption, the existence of conflict, and the sanctity of contracts.
While the factors considered vary from company to company, industry ana-
lysts say the current methodology does not always capture the full range of risks
or give these factors proper weight. For example, the concept of stability may
be too narrow if it is focused on whether a regime will remain in power rather
than the likelihood that current conditions will worsen or become insecure.
As a result, the risk assessment industry has had limited success in predict-
ing conflict and other dramatic shifts that negatively impact oil operations. A
revised approach to better assess the complex, dynamic conditions in many oil-
producing countries would allow industry planners and risk analysts to more
accurately gauge the risk that a project will experience increasing costs and

delays. Such an approach would include several factors:

1. Government. The quality of governance and institutions,
including the presence of checks and balances and an assessment
of subgovernment units, is key to any risk assessment. The Natural
Resource Governance Institute (NRGI) provides a useful index
that measures such elements.” To assess governance, we used the
NRGI “enabling environment” score, which factors in assessments
from many sources of a country’s corruption, budget transparency,
accountability and democracy, governance effectiveness, and rule of
law. Another helpful resource is the World Justice Project’s annual
Rule of Law index.”

2. Oil policy. The Natural Resource Charter provides guidelines
for effective oil policies. As indicators of effective oil policy, we
considered (a) a country’s adherence to the Natural Resource Charter,
(b) the effectiveness of the sovereign wealth fund, if one exists, and
(c) the NRGI composite score, which evaluates the county’s oil
policy. The oil industry’s current risk assessment methodology may
place too much weight on a government’s track record of honoring its

oil contracts. Understandably, the sanctity of contracts is important
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to oil companies,'” but contract renegotiations are hardly the only
relevant risk factor in this domain. Serious consideration should also
be given to whether the country (1) is a member of the Extractive
Industries Transparency Initiative, (2) has a well-managed resource
policy in place, including transparent revenue expenditures and
responsible social spending, and (3) has a sustainable fiscal breakeven
point, which can demonstrate the ability of a country to manage

its budget in volatile markets, or may be, in some cases, a measure
of higher levels of corruption. The breakeven price can also be a
predictor of instability because countries with high fiscal breakeven

costs may experience greater instability when oil prices fall."’

Economy. Current methodology could be enhanced by looking

for evidence of Dutch disease or overreliance on oil revenues and
determining whether efforts to mitigate those conditions would
enhance economic diversity and promote stability. In a country with
strong gross domestic product growth, a high Gini coefficient—used to
measure income inequality—may suggest that the benefits of economic
growth are being captured by a tiny minority of the population.

Corruption. Acute corruption is an important indicator of

current or potential instability and possible conflict. Transparency
International’s Corruption Perceptions Index is an acceptable initial
indicator, but should be used in conjunction with other studies, such
as those produced by the World Bank or the World Justice Project.'”*
In much current risk analysis, corruption is often viewed narrowly, in
terms of how it relates to the risk of bribery. A broader, more rigorous
assessment of corruption may help companies avoid losses by more
accurately estimating the higher costs and higher risk of delays related
to corruption, such as poor government performance and popular
grievances. In the case of acute corruption, a company may want to
plan to mitigate corruption or avoid the project as too risky. Even
adding a risk premium may not cover the higher risk of project failure

caused by delay and disruption in corrupt, insecure environments.

Well-being of the population. Populations that are educated and
employed, have access to health services, and are largely living above
the poverty line are a good indicator of satisfactory governance,
absence of corruption, and likely stability.

Potential for conflict or actual conflict. The existence of precursors
to conflict means that conditions in a country may worsen and

that the country has a higher risk of conflict. We selected the
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following precursors: (a) significant popular uprisings in opposition
to corrupt governments within the past eight years;'* and/or (b)

the combination of risk factors that, when combined with oil, have
been found statistically to increase the likelihood of civil war, such

as low per capita income, economic shocks, high population density,
deep identity rifts, and a prior history of civil war.!® Actual conflict
includes political uprisings that are violent or have resulted in regime
change, the presence of and attacks by ideological insurgent groups,

and violent coups and/or civil war.

Volatility. A country’s conditions can change—sometimes quickly.
Therefore, an assessment of a country’s volatilicy—the likelihood
that current conditions will change for the worse—can be helpful.
Indicators of volatility include a high poverty rate, absence (or
newness) of democratic institutions, acute corruption, and the

presence of ethnic tensions.
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Interview with Open Contracting executive director Gavin Hayman, May 14, 2015.
See generally the OpenOil website at http://openoil.net/#.

See generally the Columbia Center on Sustainable Investment website at http://ccsi
.columbia.edu.

See generally the LOGIC website at http://www.logic-oil.com.

FSG (Foundation Strategy Group), a consulting firm aimed at helping foundations
leverage their philanthropy for social change, urges resource companies to create
“clusters” of capacity to expand local content opportunities for communities. In our
view, this approach has promise, but to be effective it must be focused on mitigating the
problems associated with Dutch disease. In line with this thinking, local content efforts
should not be focused on serving the needs of the resource sector. See www.fsg.org/
publications/extracting-purpose?srpush=true.

The EY report noted that local content initiatives can contribute to cost overruns and
project delays.

Some payments may have unintended consequences, such as paying insurgents. One
insurgent in Nigeria said he made “easy money” from oil companies in return for not
attacking installations, or for providing local content. Will Ross, “Has Nigeria’s Niger
Delta Managed to Buy Peace?” BBC News, May 1, 2013, www.bbc.com/news/world-
africa-22357597.

See generally the Foundation for Partnership Initiatives in the Niger Delta website, www
.pindfoundation.org. See also https://www.devex.com/news/going-beyond-corporate-
philanthropy-in-the-niger-delta-81078.

For more information about NRGI and its index, see appendix B.

For more information, see the World Justice Project Rule of Law ranking, http://
worldjusticeproject.org/rule-law-around-world.

Although contract repudiation can be costly and is certainly unwelcome to oil companies,
it is possible that the good-faith renegotiation of terms as conditions change may actually
promote long-term stability if the result is that the population benefits.

For more information about the Natural Resource Charter and EITI, see appendix B.
See Transparency International Corruption Perceptions Index, www.transparency.org/
cpi2014/results.

Working Group on Corruption and Security, “Corruption: The Unrecognized Threat to
International Security,” Carnegie Paper, Carnegie Endowment for International Peace,
2015, 13.

Ross, 146-7.
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