Executive Summary

Oil-producing countries have benefited from the rise in oil prices in recent years, with
important implications for their external and fiscal balances. This paper examines the
fiscal responses of oil-producing countries to the recent oil boom, through 2005, and the
role of special fiscal institutions (SFIs)—oil funds, fiscal rules and fiscal responsibility
legislation (FRL), and budgetary oil prices—in fiscal management in oil-producing coun-
tries, and draws some general lessons.

The paper first describes the fiscal responses of oil producers to the recent oil boom
through 2005.

e On average, through 2005 governments used close to half of the additional fiscal
oil revenue to increase non-oil primary spending and/or lower non-oil primary
revenue. The average non-oil primary fiscal deficit relative to non-oil GDP rose by
one-half. Oil-producing countries turned overall fiscal deficits in the late 1990s into
growing fiscal surpluses. The variance across countries, however, was significant.

e Higher oil revenues allowed oil-producing countries an opportunity to increase public
spending on priority economic and social goals, which can be an appropriate response
to rising oil prices. At the same time, many oil-producing countries that increased
spending rapidly show low indices of government effectiveness, which may raise ques-
tions about their ability to use the additional resources effectively. This also highlights
the trade-offs between pressing developmental needs and the institutional ability to
address these needs effectively and efficiently.

e Assessed on the basis of a sustainability benchmark, the long-term fiscal sustainability
of a number of oil-producing countries improved between 2000 and 2005, but sustain-
ability deteriorated in others mainly owing to an expansion in non-oil primary deficits.
These results, however, are subject to a few caveats. By 2005, some oil-producing
countries were vulnerable to oil shocks and the possible need for large adjustments.

A number of oil-producing countries have established SFIs aimed at enhancing fiscal
management and helping to achieve broader fiscal policy objectives.

e Oil funds. Many countries have had difficulty managing funds with rigid operational
rules, as tensions have often surfaced in situations of significant exogenous changes or
with shifting policy priorities. Earmarking the resources of oil funds for specific uses
and allowing extrabudgetary spending by the funds can complicate fiscal and asset
management and reduce efficiency in the allocation of resources. Funds that finance
the budget and oil-revenue management frameworks that are fully integrated with the
budget process have avoided these problems. Transparency and accountability practices
for funds differ across oil-producing countries. There have been growing efforts to bet-
ter integrate funds with budget systems.

e Fiscal rules and FRL. The experience of oil-producing countries with fiscal rules and
FRL has been relatively limited. The evidence suggests that implementing quantita-
tive fiscal rules has proved very challenging, mainly owing to the characteristics of
oil revenue and political economy factors. Procedural FRL may hold more promise for
improving fiscal management.

e Quantitative evidence. An econometric analysis of the impact of SFIs on the policy
response of oil-producing countries to the oil revenue boom (using panel regressions
and controlling for relevant factors) shows no evidence that their introduction has had
an impact on fiscal outcomes.
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The experience with the recent oil boom highlights the importance of sound institu-
tions and public financial management (PFM) systems, and of lengthening fiscal horizons
to ensure the quality of spending and the sustainability of fiscal policies.

e The evidence suggests that the quality of institutions matters for fiscal outcomes. This
result confirms earlier findings that broader institutions (e.g., accountability and the
quality of public administration) have a positive impact on economic policy. In a num-
ber of oil-producing countries it will be important to strengthen institutional quality
and promote fiscal transparency.

e Priority should be given to enhancing PFM systems where appropriate. Increases in
spending associated with higher revenues are likely to put pressure on PFM systems.
Depending on the circumstances, emphasis may need to be placed on reforms to enable
PFM systems to perform at the level necessary to achieve desired policy objectives.

o A medium-term framework (MTF) can help link annual budgets to longer-term policies
and fiscal sustainability objectives, and enhance risk analysis. The budgets of many
oil-producing countries are characterized by short-term horizons, with little reference
to longer-term policies and objectives. MTFs that explicitly incorporate a longer-term
perspective can help promote predictability, improve resource allocation, and enhance
transparency and accountability. MTFs can be specifically designed to help address the
fiscal risks posed by volatile, unpredictable, and exhaustible oil revenues. However, the
implementation of MTFs should be gradual and consistent with institutional capacity.
Under appropriate institutional frameworks, well-designed SFIs may help support

sound fiscal policies, though they are not a panacea. Successful SFIs require strong insti-
tutions and political commitment. The development of SFIs should not detract from other
more fundamental PFM and governance reforms as appropriate. In addition, international
experience suggests the advisability of adopting some specific principles for the design
and implementation of effective SFIs.

e Oil funds should be integrated with the budget to enhance fiscal policy coordination
and public spending efficiency. They should not have the authority to spend. Financing
funds should be preferred to funds with rigid rules. Mechanisms to ensure transpar-
ency, good governance, and accountability should be in place.

e Although the implementation of quantitative fiscal rules remains challenging in oil-
producing countries, FRL with comprehensive procedural and transparency require-
ments may work better to sustain the credibility of the fiscal framework. Success,
however, hinges on proper design, consistency with PFM capacity, and enforcement of
the provisions.





