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� FOREWORD

by Edmund S. Phelps∗

A wave of civil war and cross-border conflict has swept over numerous coun-
tries in the past two decades: Afghanistan, Kosovo, El Salvador, Iraq, and
others in Africa and Asia. It could have been expected that, when the conflict
stopped, these countries would have found their footing again and set about to
make up the lost ground. In fact, economic development has still not restarted
in most of these war-torn countries. Many of them have regressed to a lower
stage of development than they had attained before their conflicts. This state
of affairs presents dangers to the rest of the world but it must be understood
before it can be addressed with any prospect of success.

That the post-conflict countries, generally speaking, have not yet returned
to visible development might be seen by some as an indication that these
countries are permanently resistant to development—or have become so as
a result of their conflicts. We know, however, that development has proved
widely possible in spite of difficulties: on every continent we find countries
that had overcome enough hurdles for development to have begun. Indeed,
some of the war-torn countries had shown some development prior to their
conflicts. Rather than jump to the conclusion that most war-torn countries
are barren of development possibilities, we might better look to see whether
development has not resumed because some key preconditions for develop-
ment have not been satisfied.

It could well be that governmental efforts at “reconstruction” in the war-
torn countries have failed to address and even to identify some preconditions
that have been missing in the aftermath of the conflicts. It is inevitable that
governments will not get right all the conditions that a resumption of devel-
opment would require. Reconstruction aid might be shaped by a conceptual
framework for thinking about development and that framework is inadequate
to the task—in all less-developed countries and particularly in the war-torn
countries.

The classical theory of development has undoubtedly been influential in
shaping reconstruction aid, in part because of its outstanding simplicity. In
this theory, development will self-start in a country once it undertakes the
task of establishing property rights and the more difficult task of establishing

∗ McVickar Professor of Political Economy and Director of the Center on Capitalism and Society,
Columbia University. Winner of the 2006 Nobel Prize in Economics.
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the rule of law, which the economy’s participants can depend on. Then private
interests can safely form enterprises and invest in the kinds of business for
which they are best suited. By doing so, they will earn a living according to
their human capital and the amount of land and other resources available to
them.

Unfortunately, the classical perspective on development does not fully com-
prehend the richness of what development is—or could be. In the classical
theory, leisure is better than work. Passive consuming is the final purpose of
economic life. In any adequate view of what a rich development means, there
is far more to development than that.

To set up a well-aimed reconstruction program it is necessary to have in
mind a clear idea of what a rich development is and what it requires. The
central elements in any such conception of development include mental stim-
ulation, work to become engaged in, personal growth from meeting opportu-
nities and challenges, the excitement of the new and the tingle of uncertainty.
In my terminology, this means an economic dynamism—an economy of inno-
vativeness in directions believed to be profitable. Of course, economic justice
requires ample inclusion in this sort of economy. Obviously, these elements
are fundamentally foreign to the classical conception of development.

Such development, it may be argued, requires what the Scottish Enlight-
enment called a “commercial society.” Thus, real development requires a
country to create market institutions and a market culture in which business
firms may safely function as well as a supply of conventional infrastructure
and public services. As a result, the classical perspective, to the extent it is
influential, focuses reconstruction efforts on a woefully narrow subset of the
preconditions needed for development to start or restart. The baleful influence
of classical thinking could be a large part of the explanation why economic
assistance has not been directed toward the reactivation of legitimate business
enterprise, with its attendant investment projects, job creation, and increases
in productivity—and why little progress toward these goals has been seen.

Carrying out an effective reconstruction program to hasten the restart of
such a rich development is a challenge, of course. There is no cookbook with
recipes for all the institutions and cultures that serve to build an enterprising
economy. In deciding on institutions and mores it will not do to look at other
economies to infer what would work well or badly in a given country: copying
institutions and cultures from countries at very different levels of development
or different contexts is particularly risky. The idea of Rational Institutions—
that a country can be depended on to choose the right institutions simply by
virtue of its rationality and careful observation of other countries—is seriously
mistaken. As the Enlightenment’s David Hume would have said, choosing the
right institutions requires “imagination.”

Besides its shortcomings, the classical doctrine is pernicious. It proscribes
some kinds of programs that may be sorely needed. The idea promoted by
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some multilateral and bilateral donors that the war-torn countries can afford
to follow laissez-faire policies—that in these countries unfettered markets
work best and only the advanced countries need the paraphernalia of subsi-
dies, licenses, regulations, corrective taxes, and so forth—is a costly ideology.

In a war-torn country where the economy has been devastated and may not
bear the fruits of centuries of experimentation and diversification, there may
be a need for judicious and well-designed departures from laissez-faire—just
as the United States in the early years of the republic adopted some of the
infant industry ideas of Alexander Hamilton. Prohibitions against any and all
interventions in the market place in a country whose institutions and culture
have been destabilized seems dogmatic and injudicious.

In her insightful and timely book Rebuilding War-Torn States, Graciana
del Castillo understands that reconstruction in the war-torn countries must
aim toward a commercial society. She points to the failures of most of these
countries, ranging from Afghanistan to Iraq and Kosovo, to create adequate
job opportunities for the population, particularly for the younger population,
which constitutes a large part of the labor force in these countries. Inclusion,
integration, jobs, and the dynamism that helps to realize these qualities: these
ought to be the quest of the war-torn countries, del Castillo implies, just as
they ought to be the quest of the economically advanced countries.

A vicious circle has followed in the war-torn countries. Lack of productive
alternatives has driven farmers in post-conflict countries to grow illicit crops
and has led others in these countries to engage in all kinds of illegal activities.
The resulting lack of adequate jobs has contributed to public insecurity; it has
also been a major factor in the tendency of these countries to revert to war.
These results have in turn weakened the already slender incentives to restart
normal business activities in farms and towns.

The author understands also that the nature of economic aid from the
advanced economies of the West has much to do with the plight of the war-
torn nations. She notes that there is no lack of Western aid and assistance
going to these countries. There has been humanitarian aid, which serves
to support life and provide minimum levels of consumption. But it does
nothing to promote the survivors’ development. There has also been much
“reconstruction aid” channeled with the aim of creating conditions for subse-
quent redevelopment. But there are evidently deficiencies of understanding—
and misunderstandings—of what reconstruction must do in these war-torn
countries. Reconstruction aid has not been directed toward the reactivation
of legitimate business enterprise and thus creation of jobs and increases in
productivity.

The author understands too that some departures from laissez-faire are
acutely needed in the war-torn nations. On the evidence of these countries,
del Castillo argues that effective reconstruction, besides establishing the usual
preconditions for development, needs to carry out a number of activities to
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reintegrate into the productive activities of the business sector an array of
former combatants, returnees, displaced persons, and other groups dislocated
by the conflict. The economic, financial, and operational challenges of carry-
ing out those activities are particularly difficult amid the democratization and
the institution of the rule of law that must take place simultaneously and that
impose a variety of constraints on reconstruction.

The book recognizes that one of the challenges of reconstruction is the
difficulty of reactivating investment in the presence of uncertainty about prop-
erty rights. Such uncertainty is always present in countries coming out of war
where governments may lack legitimacy to solve long-standing conflicts with
regard to property rights, or to establish property rights going forward, since
investors will fear that these may change as a legitimate government takes over.
At the same time, establishing law and order is particularly difficult in these
countries where “spoilers,” who benefited from illicit activities during the war,
make every possible effort to restore unlawfulness.

On the basis of case studies and other relevant experiences, the author
presents the basic premises, lessons, best practices, and policy guidelines which
she posits are necessary to design an effective strategy for post-conflict eco-
nomic reconstruction. In her view, unless jobs are created and the political
and security objectives are assured, rebuilding war-torn states will not succeed
and peace will be ephemeral.

New York
April 2008
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Introduction: Reconstruction
off track

Iraq may not have started as a global problem, but it has become one. It
reshaped relations between the United States and the rest of the world, and
in some cases led to violent opposition to US policies. Just as worrisome, the
war created a split among the permanent members of the United Nations
Security Council as well as among other UN member states. This, in con-
junction with the findings of the Independent Inquiry Committee on the
UN’s oil-for-food program, chaired by Paul Volcker, greatly diminished the
UN’s potential role in efforts aimed at peace, security, and reconstruction.
The Committee reported on widespread incompetence in the UN Secretariat
and a pervasive culture resistant to accountability and responsibility. This,
together with evidence of sexual exploitation and abuse by peacekeepers in
the Democratic Republic of Congo (DRC) and elsewhere, shattered the orga-
nization’s reputation at a critical time. The UN’s malaise is putting the world
at greater risk, since failed states provide a fertile culture for terrorist and
criminal networks.

The situation might have been quite different had an international force to
remove Saddam Hussein gained the Security Council’s approval, or even if,
immediately after starting the occupation of Iraq, the US had been prepared
to collaborate closely with the UN in order to deal effectively with the political
economy of peacetime. Instead, not only was there little overall planning for
the war-to-peace transition, but the policies and operational strategies that
were promoted early on—while perhaps adequate for countries undergo-
ing the normal process of economic development—were clearly ill-suited to
the prevailing political and security conditions in the country. At the same
time, the UN was marginalized from post-conflict reconstruction in favor
of programs designed and administered by the US Agency for International
Development (USAID) and the US Treasury. Furthermore, the implementa-
tion of many of these programs was given to US contractors rather than to
organizations that could create employment for the Iraqi people.

The result has been an unnecessarily high cost in human lives, empower-
ment of radical sectarian and nationalist groups, and deep polarization of
the Iraqi society and the international community. Despite the election of
a national government in 2006, sectarian violence, most vividly represented
by Sunni–Shiite clashes in Baghdad, plunged the country into what many
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analysts considered civil war, and frustrated efforts at reconstruction, despite
a massive commitment of resources. The surge in military forces in 2007 made
some improvement in the security situation. This will not be long lasting,
however, unless serious efforts are made at political reconciliation, economic
reconstruction, and the improvement in living conditions of the population
at large.

Similarly, the transition to peace in Afghanistan is on the wrong track. Lack
of productive alternatives has driven farmers to turn to growing poppies and
to the production of heroin. The UN Office on Drugs and Crime estimates
that over 90 percent of the world’s total poppy production takes place in
Afghanistan and that the country converts about 90 percent of the 8,000
tonnes of raw opium it produces into heroin within the country. In December
2007, four of the G-7 countries met at the highest level with President Karzai
in Kabul to pledge an increase in troops and equipment. This, on its own, will
not suffice to stop the resurgence of the Taliban. The strategy for the transition
to peace also requires an urgent revision in Afghanistan.

Iraq and Afghanistan are hardly the only countries to face failure in their
transition to peace. In fact, the UN reckons that countries in post-conflict
transition have roughly a fifty percent chance of reverting to war or chaos.
Since the end of the Cold War, a large and diverse group of countries in the
developing world—ranging from Haiti to Timor-Leste,1 to many countries in
Africa and a few in the Balkans—have emerged from civil conflict or other
form of chaos to establish a fragile peace. Others, one hopes, will begin such
a transition soon. In these cases, early planning and a well-formulated and
realistic strategy are crucial to ensuring that the transition is long lasting
and that conflict does not resume, as has occurred in Angola, Haiti, Liberia,
Timor-Leste, Lebanon, Sri Lanka, and many other countries at various points
in time.

Indeed, Timor-Leste was filed away as a success story after the UN oversaw
the post-conflict transition to sovereignty, only to see organized violence
return in mid-2006. After painstakingly carrying out economic reconstruc-
tion for more than a decade, Lebanon sank once more into war when Israel
attacked Hezbollah in the summer of 2006 following the capture of three
Israeli soldiers patrolling along the Blue Line. Rather than disarming, demo-
bilizing, and reintegrating into productive activities after Israel’s withdrawal
south of the Blue Line, Hezbollah avoided it by claiming that Israel remained
in occupation of Lebanese territory in the form of the Sheba’a farms (which
the UN considers to be Syrian). Thus, despite its transformation into a polit-
ical party, Hezbollah remained fully armed and carrying out provocative
actions across the Blue Line. At the same time, the political deadlock in
Lebanon, with delays in electing a new president, created a situation of insta-
bility having important regional implications. It is critical that the Lebanon
crisis be resolved and that the move under way toward peace between Israel
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and the Palestinians be well planned in an integrated and coherent manner.
Otherwise, chances of peace in the Middle East will remain slim. The same
applies to Africa, unless there is a new approach to reconstruction in the DRC.

The war-to-peace transition is often multi-faceted, entailing a move from
violence to peace and improved security; from political exclusion to a partic-
ipatory system based on democratic principles and respect for the rule of law
and human rights; from ethnic, religious, class, or ideological confrontation
to national reconciliation of the different groups involved in conflict; and
from an economy based on illegal transactions, stagnation, large imbalances,
and damaged infrastructure to the economic reconstruction of the country.
In addition to the rehabilitation of basic services and infrastructure, recon-
struction involves stabilization and structural reform and the creation of an
adequate macro- and microeconomic framework for the reactivation of licit
investment and sustainable and equitable growth. Thus, war-to-peace transi-
tions place a heavy burden not only on the countries undergoing reconstruc-
tion, but also on the UN and its programs and agencies, the international
financial institutions (IFIs),2 other international and regional organizations,
bilateral donors, and non-governmental organizations (NGOs), all of which
must play a critical role in ensuring the success of these transitions.

In many ways, the challenges of post-Cold War economic reconstruction
are no different from those faced by world leaders at the Versailles Conference
of 1919 or the Paris Conference in 1947, when the economic reconstruction
of Europe following World Wars I and II was being planned. In other respects,
however, the challenges are quite different—and more overwhelming—owing
to the low levels of development of many of the countries involved. Indeed,
post-conflict economic reconstruction nowadays frequently takes place in a
context of failed states and non-sovereign provinces or territories, defined
by inadequate human resources, weak institutions, lack of technology and
industrialization, and low administrative and managerial capacity to use aid
effectively.3

Regardless of the peculiarities of particular war-to-peace transitions, policy-
makers must deal early on with serious macroeconomic imbalances and fiscal,
monetary, and exchange-rate management issues that are critical for stabiliza-
tion and for the resumption of employment-creating growth. They also must
oversee the development of strong microeconomic foundations, including an
appropriate legal and institutional framework, a functioning financial sector
and an effective public sector to create an adequate business climate, and
promote policies to alleviate poverty and support human development. This
is particularly challenging in the midst of the political, social, and institutional
uncertainties that are the legacy of conflict.

Because post-Cold War economic reconstruction has taken place in coun-
tries and provinces at low levels of development, it has been treated as “devel-
opment as usual.” But countries in post-conflict economic reconstruction
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confront a two-pronged challenge: alongside normal socio-economic devel-
opment, they must consolidate peace and restore basic services and physical
and human infrastructure. To consolidate peace it is imperative to reintegrate
former combatants and other groups affected by the conflict effectively and
permanently into the productive life of the respective countries. Other groups
affected by conflict include returnees, internally displaced persons, and the
resident population in former conflict zones.

Productive reintegration is a sine qua non for national reconciliation,
and for the prevention of a recurrence to hostilities. Countries that fail to
address post-conflict economic reconstruction effectively face an even chance
of reverting to war. Moreover, because economic policymaking is constrained
by political considerations and the need for reconciliation, “optimal economic
policies” are often not possible or even desirable in the short run. Indeed,
pursuing policies that are optimal from an economic viewpoint—particularly
in terms of financing—can have tragic consequences for the political, security,
and social transitions.

At the same time, putting economies on a path of stabilization and growth is
imperative during post-conflict economic reconstruction. Reintegration and
reconciliation will not be possible in stagnant economies. The financial impli-
cations of these parallel challenges always clash, and the way countries and the
international community deal with them will determine the success or failure
of the war-to-peace transitions. Although countries in post-conflict economic
reconstruction must rely to a large extent on external financing (mostly on
concessional terms), it is important that they have fiscal and growth policies
that allow them to create employment and pay decent wages so as to create
an effective civil service. Such policies are all the more important in view of
donors’ reluctance to finance expenditures of a recurring nature, including
wages and salaries, except in the very short run.

The purpose of the book is to integrate theoretical and practical issues
related to post-conflict economic reconstruction in a methodical, comprehen-
sive, consistent, and rigorous way. It is based on personal experiences as well as
a comprehensive review of the literature on post-conflict reconstruction. It is
thus aimed at policymakers, academics, students, and practitioners of peace-
building and state-building, as well as for others interested in the political
economy of peacetime.

Like war, peace has important economic and financial consequences. Con-
trary to the debate generated on economic reconstruction following the two
world wars, such debate has been absent in relation to the transitions to peace
following the Cold War. In fact, economic reconstruction during this period
has followed a “development as usual” approach without much previous
debate. Given the disturbing record with economic reconstruction and the
large number of countries in, or with possibilities of starting, the transition to
peace, it is never too late to change course and put reconstruction on track.
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Thus, the purpose of this book is also to stimulate a policy debate about post-
conflict economic reconstruction within the UN, the IFIs, other development
and regional organizations, bilateral development agencies, other donors,
NGOs, and the academic community. The debate should involve the national
authorities of countries in the process of economic reconstruction. Their
participation is critical if policies and aid flows are to contribute to effective
reconstruction and peace consolidation in the future, rather than be a factor
in creating aid dependencies and in failing to consolidate peace.
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Part I

War-to-Peace Transitions

“It is not enough to end the war; we must build the peace.
It is not enough to reject the dark past; we must build
a bright future.”

President Clinton at Sarajevo, Bosnia and Herzegovina,
July 30, 1999
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1 Features of recent
transitions

Common and distinct features

Although war-to-peace transitions share some common features, each is dis-
tinct, owing to the specific interplay of the many factors that influence them.1

These factors include the circumstances in which conflict or chaos began—for
example, internal strife, regional conflict, ethnic rivalries, or control of nat-
ural resources—and whether they reached peace through negotiation versus
military intervention. Another factor that will clearly affect these transitions
is the extent of international financial and technical assistance, as well as
international troops and police, that the country can expect to obtain; this in
turn may depend on the country’s strategic or regional importance vis-à-vis
donors and troop-contributors.

The wars addressed here were in general characterized by internal conflict,
although some involved several countries in the region, as was the case in
the Democratic Republic of Congo (DRC), Bosnia and Herzegovina, and
Croatia. In other cases, conflict was the legacy of Cold-War confrontation,
with examples including wars in Central America (El Salvador, Guatemala,
and Nicaragua) and Africa (Namibia, Mozambique, Angola, and Somalia).
Moreover, in some cases, although Cold-War confrontations clearly fueled
the conflict, a social class dimension was also evident. This was clearly true
in El Salvador and Guatemala, where a large part of the population lived in
poverty as a result of income disparities that were among the widest in the
world. In still other cases, ethnic rivalries, as in the Balkans (Bosnia and Herze-
govina, Croatia, Kosovo), Rwanda, and Burundi, or sectarian and religious
rivalries, as in Lebanon and Iraq, underpinned conflict.

Countries where control of natural resources has been the root cause
of war—and a serious impediment to peace—include Angola, the DRC,
and Sierra Leone where diamonds were the main source of conflict, and
Sudan, where oil was the disputed commodity. The plunder of natural
resources has also increased regional conflict in the area of the Great Lakes
in Africa. Although efforts to gain political power may lead “spoilers” to
reject transitions to peace—often through violent means—access to natural
resources is a main target for such actors. Peace agreements that do not
contemplate fair use of natural resources will make the transition particularly
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difficult, as the collapse of the Bicesse Peace Agreement in Angola in 1993
attests.

Some countries enter the transition to peace more than once, owing to a
relapse into conflict following the failure of past agreements. Relapses have
been serious and often more bloody than previous conflicts. The genocide in
Rwanda that followed the collapse of the Arusha Peace Agreement in 1994
(with close to 1 million people dead) and the collapse of the agreements in
Angola in 1993 and 2001 (with about 350,000 dead) made national reconcil-
iation even more difficult. On the other hand, such countries may benefit in
their renewed transitions to peace from recent experience of what is at stake if
the process fails. This may be the case in Iraq, where the violence that broke
out in 2006 is diminishing, providing a new opportunity for economic recon-
struction. Moreover, whereas in some cases, ceasefires extend to the whole
country, elsewhere conflict may persist in isolated and unreachable areas—
as in Afghanistan and the DRC—for example, while the rest of the country is
actively involved in economic reconstruction.

Even the more recent war-to-peace transitions are also quite distinct
because of different levels of development, which imply differences in human
capital and absorptive capacities. In this respect, the situation of Kosovo was
quite distinct from that of Afghanistan and Timor-Leste, two of the poorest
and most undeveloped countries at the time of the transition. Looking for-
ward, one would expect that reconstruction of the Palestinian territories (the
West Bank and the Gaza Strip) would also be quite distinct from that of, say,
Colombia, given their relative levels of development.

The relative development of countries undergoing peace transitions high-
lights the importance of initial conditions more generally. The transition in
a country devastated by war and/or sanctions, such as Timor-Leste, Kosovo,
or Iraq, will require major emergency programs and large investment in
physical and human infrastructure. This was not the case in El Salvador
and Guatemala, where conflict was less severe and more localized. Initial
conditions with respect to the level of debt and other economic and social
factors will also be important determinants of the transition. In some cases,
debt arrears with the international financial institutions (IFIs) will have to
be resolved before these institutions can provide financial assistance. Other
countries may require debt forgiveness by donors if they are to have any chance
to reactivate their economies in a sustained way.2

Political support for the transition to peace is key to a successful transition.
The UN Security Council provides the strongest support. Thus, peacekeeping
and peacebuilding operations, such as those in El Salvador, Mozambique,
Kosovo, and Timor-Leste, were under the magnifying glass of the Council,
which followed the operations and provided support in the transition from
war to peace. In El Salvador, for example, the Security Council’s mandate for
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ONUSAL (UN Observer Mission) was not terminated until the UN could cer-
tify full implementation of the agreements. In Guatemala, on the other hand,
MINUGUA (the UN Verification Mission) had a mandate from the General
Assembly rather than the Security Council, which clearly diminished its lever-
age vis-à-vis those involved in the implementation of the peace agreements.
This was partly because the military fate of the guerrilla movement was largely
sealed before the peace agreement, making military issues—the ambit of the
Security Council—less important. Likewise, the peace agreements contem-
plated wide-ranging development goals that the Security Council considered
beyond its mandate.3

External financing and technical assistance are also crucial to peace transi-
tions. In particular, a country’s geopolitical interest to the main donor coun-
tries may make foreign assistance markedly uneven across cases. For example,
the level of support of European donors to Kosovo, and Bosnia and Herzegov-
ina, or of Japan to Cambodia was quite different from the support offered to
Guatemala and Rwanda—countries that were in no large donor’s “backyard.”
Foreign assistance to small and poor countries will also be different from
that offered to large and potentially rich countries with abundant natural
resources. Resource-rich countries such as Angola, Iraq, and the DRC are
expected to foot more of the reconstruction bill than countries like Haiti,
Guatemala, Rwanda, Mozambique, and Afghanistan.

Moreover, aid per capita is expected to be less in countries with large
populations, like Afghanistan, than in countries with small populations, like
Timor-Leste. The presence of a large diaspora in rich countries may also make
a difference in terms of financing, as the country receiving aid may have access
to large private remittances. This was certainly the case in El Salvador, where
remittances were often larger than export earnings, and in Kosovo, where
remittances represented roughly one-third of GDP.

The potential for “aid dependency” in the transition to peace will also be
strikingly higher in poor countries, where aid may account for as much as
50 percent of GDP, as was the case in Kosovo, and even reach 95 percent
of GDP, as happened in Rwanda in 2004. By contrast, during the European
Recovery Program (ERP), better known as the Marshall Plan, aid amounting
to $12.6 billion4 represented only slightly more than 2 percent of the GDP
of the recipient countries.5 In terms of money spent for each European, this
represented a third of what was approved for each Iraqi in the reconstruction
package approved by US Congress amounting to $18.6 billion (Stiglitz and
Bilmes 2008: xvi).

Finally yet importantly, not all countries have achieved peace in the same
manner. The transition in general and economic reconstruction in particular,
will be remarkably different when it follows peace negotiations rather than
military intervention. Some countries, such as El Salvador and Guatemala,
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have reached peace through negotiations—often under UN sponsorship—
between the warring groups. Others have relied on countries that were not
involved in the conflict to bring an end to it, as occurred in Cambodia, Angola,
Haiti, and Bosnia and Herzegovina. Still others achieved a tenuous peace after
military intervention, led by the North Atlantic Treaty Organization (NATO),
Australia, the United States, or another country, as occurred in Kosovo, East
Timor, Afghanistan, Iraq, and Burundi.

In cases where member states give the UN a mandate to monitor and
enforce peace agreements, the character of the transition will partly depend on
whether the UN or a group of countries was behind the negotiations. Thus, the
war-to-peace transition in El Salvador was quite different from that in Angola,
where the US, Russia, and Portugal brokered the 1991 Bicesse agreement,
and the demise of Jonas Savimbi led to the collapse of UNITA (National
Union for the Total Independence), without any UN involvement, but the UN
had to facilitate its implementation. Likewise, the consequences of military
intervention for the transition partly depend on whether the UN authorized
the intervention, as in the case of Afghanistan, or it takes place without
the Security Council’s consent, as in Iraq. In particular, reconstruction will
play out differently in cases where a political mandate is given to the UN
(and/or other international or regional organization) rather than remaining
with the country (or countries) that carried out the military intervention, as
the legitimacy conferred by an international mandate will determine distinct
policy.

Peace transitions following UN-led
peace negotiations

One of the criticisms of the Marshall Plan was that it excluded the UN, through
which many in the late 1940s believed that all great international projects
should be channeled (Dulles 1993: 106). The UN, however, could not have
carried out the Plan at the time since Russia and its satellites would have vetoed
it. The same would have happened with similar projects throughout the Cold
War.

Thus, with the winding-down of Cold War-related confrontations in the
late 1980s, the UN was briefly back in fashion.6 Following UN-led peace
negotiations, numerous complex operations—encompassing both military
and civilian responsibilities—were established to facilitate war-to-peace tran-
sitions. In this capacity, peacebuilding missions in countries such as Namibia,
Cambodia, El Salvador, Mozambique, Guatemala, and Haiti engaged a wide
range of agencies within the UN system.
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In many of these operations, the UN had participated in the “peacemak-
ing” phase, as either facilitator or mediator, which was often documented in
complex peace agreements.7 It also participated in the “peacekeeping” phase,
which involved overseeing ceasefire and disarmament arrangements through
the deployment of blue-helmet forces, whose role was to help keep former
belligerents apart.8

In the early 1990s, the UN became increasingly involved in the “peacebuild-
ing” phase, playing a critical role in preventing the recurrence of violence by
ensuring that political, social, economic, and institutional reforms agreed to
during the negotiations were implemented. This entailed myriad functions,
including disarmament and demobilization of former combatants, controlling
small arms, establishing and training civilian police forces, monitoring and
promoting human rights, overseeing judicial and other institutional reforms,
electoral assistance and monitoring, and socio-economic activities such as
emergency humanitarian assistance, landmine removal, rehabilitation, and
reconstruction.

The UN’s activities related to peace and security had rapidly become
multidisciplinary in character and quite burdensome for an organization
unprepared for such demands on its resources. Soon after he took office,
at the Security Council’s request, UN Secretary-General Boutros Boutros-
Ghali presented to the membership An Agenda for Peace (1992), a set of
recommendations on how to strengthen the ability of the UN to cope with
the unfolding post-Cold War challenges, in which he argued that the polit-
ical and economic realities of the time required “an integrated approach to
human security.” Boutros-Ghali’s approach called for humanitarian, political,
military, and socio-economic problems to be addressed jointly by the various
UN institutions, in order to avoid potential clashes of competence and waste
of resources. In his view, while an integrated approach to human security was
important as a rule, it was imperative in peace transitions as a means to avoid
the recurrence of major crises or violence.

In a 1994 Foreign Policy article entitled “Obstacles to Peacebuilding,” Alvaro
de Soto and I posited that, as a general rule, it was the role of sovereign
governments to harmonize policies and set priorities.9 We argued that “an
arbitrary model of nation building” should not be imposed on reluctant,
sometimes faraway countries. Thus, we envisaged war-to-peace transitions
in which the sovereign government would be in the front seat designing
and implementing policies, with the UN system and the IFIs in the back
seat, facilitating, coordinating, and monitoring the international community’s
technical and financial support. This was the pattern of the 1990s in countries
as diverse as Namibia, Cambodia, El Salvador, Mozambique, and Guatemala.
But operationally, transitions to peace were soon to change in a radical and
unpredictable way.
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Peace transitions following military intervention

The nature of conflict immediately following the fall of the Berlin Wall took a
turn for the worse, which changed the operational nature of peace transitions.
By the mid-1990s, conflicts were often interrupted through military inter-
vention rather than negotiation. After the human tragedies in Rwanda and
Srebrenica, Boutros-Ghali’s Supplement to An Agenda for Peace (1995) noted
that a new breed of intra-state conflicts presented the UN with operational
challenges not encountered since the Congo operation in the early 1960s. A
key feature of these conflicts was the collapse of state institutions, especially
the police and judiciary; as a result, international intervention had to extend
beyond military and humanitarian tasks to include the promotion of national
reconciliation and the reestablishment of effective government. This was the
case in Rwanda and Burundi, where France led military interventions in the
mid-1990s, and by the turn of the century in Kosovo and East Timor, where
NATO and Australia, respectively, led interventions.

Transitions to peace confronted another twist after the terrorist attacks of
September 11, 2001 (hereafter referred to as 9/11), which gave rise to the
US government’s “war on terror” and to US-led military interventions in
Afghanistan in October 2001, and Iraq in March 2003. At the time of our
Foreign Policy article, de Soto and I did not envisage the more recent types of
operation, in which the UN assumed “corner positions” in peace transitions—
that is, either a very intrusive role (transitional UN administrations in Kosovo
and Timor-Leste)10 or a marginal one (transitional US administration in
Iraq).11

In the first case, Kosovo and East Timor were not independent countries
when they embarked on the transition to peace with the Security Council
having put the UN transitionally in charge. In fact, in both cases, the Secu-
rity Council mandated the Special Representative of the Secretary-General
(SRSG) to exercise all executive and legislative power through the issuance of
regulations. As a result, the UN, supported by other bilateral and multilateral
organizations, performed, for the first time, macroeconomic management,
civil administration, and economic reconstruction functions that had been
previously the sole prerogative of sovereign governments.

In the second case, in the aftermath of the US-led occupation of Iraq and
Afghanistan, the UN was left to play a marginal role in supporting economic
reconstruction. This was particularly true in Iraq, where the Security Council
did not approve the military intervention and where the UN presence, which
the Security Council had mandated following the intervention, was discon-
tinued after an attack in August 2003 that killed 22 people, including Special
Representative Sergio Viera de Mello. The UN also played a marginal role
in Afghanistan, where it opted for a “light” operational approach. With an
interim government installed in Kabul soon after the military intervention,
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and with the UN and the US both involved, Afghanistan has been allowed
to make sovereign decisions concerning the transition—although clearly con-
strained by lack of resources, as I will discuss in Chapter 9. Kosovo and Iraq,
on the other hand, became protectorates, although they differed from each
other in terms of their legitimacy. Iraq formed a government only in mid-
2006 and Kosovo is still negotiating its “final status,” eight years after NATO
intervened.

According to Malone (IPA 2003a), transitional administrations represent
the most complex operations attempted by the United Nations. In his view,
the missions in Kosovo (1999–) and East Timor (1999–2002) are commonly
regarded as unique in the history of the UN. But they may also be viewed as
the latest in a series of operations that have involved the UN in peacebuilding
activities, in which it has attempted to develop government institutions by
assuming some or all sovereign powers on a temporary basis. Chesterman
(IPA 2003a) has questioned whether it is possible to establish the conditions
for legitimate and sustainable governance through a period of benevolent
foreign autocracy under UN (or US) auspices. In his view, this contradiction
between means and ends has plagued recent efforts to govern post-conflict
territories in the Balkans, East Timor, Afghanistan, and Iraq. The case studies
that I have selected will illustrate the challenges of economic reconstruction
for the respective countries and for the international community amid efforts
to establish conditions for legitimate and sustainable governance in the tran-
sition to peace.

The multi-pronged transition to peace

The key challenge of the war-to-peace transition is to prevent the recurrence of
hostilities, that is, to make the transition irreversible. This entails the complex
political task of addressing the root causes of the conflict. Despite the pecu-
liarities of each particular case, when wars end, countries confront a multi-
pronged transition. All aspects of this transition are closely interrelated and
reinforce each other: Violence must give way to public security. Lawlessness,
political exclusion, and violations of human rights must give way to the rule
of law, inclusive and participatory government, and respect for basic human
rights. Polarization among different groups must give way to national recon-
ciliation. In addition, ruined, mismanaged, and illicit war economies must
transform into functioning market economies that enable ordinary people to
work and earn a decent living.

Failure in any one of these areas will put the others at risk. Planning,
management, coordination, and financing of this multi-pronged transition
are highly burdensome. Given the state of countries coming out of protracted
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conflicts, the international community will need to provide financial aid,
technical assistance, and capacity building at every stage of the transition.
Issues related to the mandates, legitimacy, and competencies of the different
organizations involved in providing assistance have been critical to the peace
transitions in general, and to economic reconstruction in particular. Inade-
quate mandates, insufficient expertise, poor governance and lack of legitimacy
have been present to different degrees in all recent experiences with post-
conflict reconstruction.

THE SECURITY TRANSITION12

The transition from war and violence to public security is a necessary condi-
tion for embarking in the transition to peace. As the High-Level Panel (UN
2004a: 70) notes,

Unlike inter-states war, making peace in civil war requires overcoming daunting
security dilemmas. Spoilers, factions who see a peace agreement as inimical to their
interest, power, or ideology, use violence to undermine or overthrow settlements.
Peacekeeping fails when resources and strategies are not commensurate to meeting
the challenge they posed—as occurred repeatedly in the 1990s, for example, in Rwanda
and Sierra Leone.

More recently, we have seen in Timor-Leste how security problems can derail
post-conflict economic reconstruction, even where the international commu-
nity is under the illusion that reconstruction is proceeding rather well.

Rubin et al. (2003: 1) recommend putting security first, since all recovery
will prove futile in a chronically insecure environment. In their view, resources
will be squandered at best; at worst, they will be hijacked by violent power-
seekers. Addison and McGillivray (2004: 363) posit that efforts of donors and
national actors (governments, the private sector, and communities) will not
succeed in the absence of security since insecurity lowers the return on donors’
projects and distorts domestic actors’ incentives.

As Feil (2004: 40) notes, security is the foundation on which progress in
other areas rests. Often, it is the UN or occupying forces that must pro-
vide basic support to enforce ceasefires, disarmament, and demobilization of
former combatants, as well as other confidence-building measures that are
necessary to improve security in the short run. But, as Feil also points out, for
it to be lasting, indigenous actors must ultimately bear the responsibility for
providing security.

To establish minimum public security will require tough legislation, an
active and well-trained civil police force, and an effective judiciary. Without
these, addressing the twin problems of impunity and human rights violations
will not be possible, and it will be difficult for the international community to



FEATURES OF RECENT TRANSITIONS 17

remain actively and effectively involved in the transition to peace. This does
not mean that security conditions will be optimal at all times. In fact, many
peace transitions have taken place, or are currently taking place, under secu-
rity conditions that are far from ideal, often with large parts of the territory
outside the control of the authorities, as is true of the ongoing transitions in
Afghanistan and the DRC. Nevertheless, efforts to improve security should
always be at the top of the post-conflict policy strategy, both for the coun-
tries involved, and to ensure the viability of the international community’s
support.

In addition to causing human suffering, a lack of adequate security may
have serious economic consequences. Despite the presence of roughly 140,000
American troops in Iraq in 2006, supplemented by over 20,000 troops from
other countries, security conditions deteriorated severely in Baghdad and
other cities in mid-2006. As Glanz (2006d) graphically describes it, bank activ-
ities have been badly impaired, with bankers drawn into business practices
rarely seen elsewhere. As cash goes out, it risks being lost in the wash of rob-
bery, kidnapping, and intrigue that plagues the country. Bank insurance covers
burglary and damage, but not acts of war or terrorism. With an average of one
major robbery a month in 2006, money is often unavailable to depositors and
banks’ interest-rate spreads are high. Acts of sabotage and terrorism also have
had a serious negative impact on oil production, which accounts for more
than 80 percent of the country’s exports.

Although security is a precondition for the success of the overall transition
to peace, the political, social, and economic transitions will in turn affect the
security conditions in the country.13 In Iraq, Afghanistan, and other countries
undergoing peace transitions, delays and other problems in carrying out the
political transition, and, most importantly, inefficiencies and lack of progress
with respect to national reconciliation and economic reconstruction, have led
to unsustainable security situations. Perhaps in no case is this clearer than in
Iraq, where many argue the country is in civil war. The chances of success of
economic reconstruction under such conditions are indeed slim.

However, it is not true that no economic policy or economic reconstruction
project can succeed in the absence of peace. Many employment-creating,
service-providing, or other welfare-improving reconstruction projects have
succeeded in conflict areas, and in fact have contributed to resolving the
conflict. I would argue that an effort to implement projects with wide eco-
nomic and social impact in the Palestinian territories and even in southern
Lebanon may well be the best path to peace in the region. Welfare-improving
projects between unfriendly nations have often served as confidence-building
measures and have contributed to better security and improved relations.

Countries in which post-conflict policies are not effective or sustainable
are often characterized by high interpersonal violence and public insecurity.
This is certainly the case in El Salvador and Guatemala, even many years after
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the conclusion of the implementation of the respective peace agreements. It is
rarely the case that security in a post-conflict situation is good. Kigali, the
capital of Rwanda, seems to be an exception. After the genocide that took
about a million lives, Kigali has become one of the safest, most functional
cities in Africa (Whitelaw 2007).

THE POLITICAL TRANSITION

The political transition involves the passage from autocracy and political
exclusion towards a more inclusive, multiparty system based on the rule of
law, respect for human rights, and a free press.14 It often also involves the
transformation of a militarized society into a civilian one. Weak political sys-
tems and dictatorial governments have often been the main cause of conflict,
and have at times resulted in total state collapse. Failed states and breakaway
provinces present special challenges to war-to-peace transitions.15

Often, the social and economic transitions lag as a result of slippages in
the political transition, which are frequently accompanied by worsening secu-
rity conditions. This has clearly been the case in Haiti. Despite the interna-
tional community’s large investments in time and money to bring President
Jean-Bertrand Aristide back to power in 1994, the political situation never
improved enough to allow for any meaningful reconstruction and reconcilia-
tion. In February 2004, an armed uprising drove Aristide into exile once again.
In May 2006, President René Preval was inaugurated, and his government
faced several critical challenges, not unlike those prevailing a decade earlier,
which included the need for political and judicial reform, institution building,
and fighting crime, violence, and corruption.

In transitions from conflict or chaos to peace and stability, the new national
authorities need to consolidate their legitimacy. In some cases, legitimacy
may require power-sharing government coalitions, a scenario for which the
international community often presses. In other cases, interim or transitional
authorities need to be established. Whatever political solution is reached,
new governments need to provide effective security, justice, human rights
protection, and basic services to the population. To achieve these goals, and
thus ensure a successful political transition, they must establish functioning
relationships with legislative and judicial bodies, as well as with external actors
such as the UN, the IFIs, and other major supporters and donors.16

THE SOCIAL TRANSITION

The social transition implies the passage to national reconciliation in countries
divided by ideological, ethnic, religious, sectarian, political, and/or economic
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cleavages. Even after experiences of ethnic cleansing, such as in Rwanda for
example, former adversaries must live with each other, and, to succeed, they
must overcome the sharp polarization and confrontation that often fueled
the conflict and are the legacy of war. Only through the establishment of an
adequate institutional framework to create trust and respect for human rights,
to facilitate the resolution of disputes, and to foster national reconciliation will
they be able to address their grievances through peaceful means in the future.
A lack of reconciliation may doom reconstruction efforts to failure, as has been
the case so far in Kosovo and Iraq.

The institutional framework to ensure that future grievances can be
addressed through peaceful means often includes the creation of civil society
organizations, a national ombudsman, and a human rights prosecutor. In
many cases, including in El Salvador and Rwanda, “truth commissions” were
established to examine the most notorious human rights violations, not only
as a catharsis, but also to make recommendations aimed at preventing the
recurrence of such abuses. In 2002, during the celebration of the tenth anniver-
sary of Mozambique’s peace agreement, the Minister of Foreign Affairs and
Cooperation noted that when the conflict ended, profound traumas suffered
by the people had to be addressed. Through a successful process of confidence-
building and reconciliation, disarmed and demobilized former rebels were
forgiven and reintegrated into society. That process also had positive effect for
de-mining, since former rebels played a vital role in identifying the devices,
which in turn was essential to rebuilding basic infrastructure. This process of
reconciliation, healing, reintegration, and collaboration is essential in every
post-conflict transition.17

THE ECONOMIC TRANSITION

The economic transition—or post-conflict economic reconstruction—is a
fundamental component of the transition to peace and the main focus of
this book.18 Economic recovery needs to begin as soon as possible, not only
because this is essential to maintaining political and social stability, but also
because donors will not be willing to support peace transitions unless coun-
tries do their part to create an environment conducive to ensuring their sus-
tainability. This is most challenging in the midst of the political, social, and
institutional vulnerabilities and the damage to human and physical infrastruc-
ture that are the legacy of conflict.

Post-conflict economic reconstruction has been a much-neglected aspect
of the extensive and fast-growing literature on war-to-peace transitions. Most
studies and reports by academics, practitioners, and the many organizations
involved, focus primarily on issues related to “peacebuilding” or “nation-
building,” such as enforcing security, human rights, and the rule of law,
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training civilian police forces, supporting the judicial system, and preparing
elections. In these studies, issues related to post-conflict economic reconstruc-
tion are addressed only tangentially or as an afterthought, and with little eco-
nomic rigor, specificity, or comprehensiveness. These studies are nonetheless
often highly critical of economic reforms supported by the IFIs.19 Other stud-
ies, mostly conducted by the IFIs and other development institutions, are also
inadequate, because they generally treat post-conflict economic reconstruc-
tion as “development as usual” and recommend “optimal economic policies,”
largely ignoring the political and security constraints that often threaten the
consolidation of peace.20



2 Debate on the economic
consequences of
peacetime

Peace is not only difficult to build, but, like war, it also has important economic
and financial consequences. However, contrary to the periods following the
two world wars, post-Cold War reconstruction has not generated a rigor-
ous theoretical and practical debate about the implications of such conse-
quences, how to address them, and the trade-offs involved. Given the reversal
of the peace process in Lebanon and the failing transitions to peace in Iraq,
Afghanistan, and many other conflict areas, it is not too late to initiate such a
debate.

The starting point should be recognition that the political economy of
peacetime was historically quite different in the periods following the two
world wars, which involved a number of countries in different continents,
mostly in the industrialized world, with educated and rather homogeneous
populations and viable political and economic institutions. By contrast, wars
in the post-Cold War period have generally involved intra-state conflicts in
countries or territories at low levels of development, despite their often large
resource endowments, and often aggravated by ethnic divisions and weak
institutions.

Post-World War I: The transfer problem

The economic consequences of peace following World War I were extensively
discussed in policymaking circles as well as in the economic literature, partic-
ularly with respect to the issue of reparations to the Allies for the human and
economic destruction caused by Germany.1 After the Versailles Treaty in 1919,
the Allies faced the problem of how to enforce compensation without inflict-
ing such pain on Germany that the arrangement would become unsustainable.
This gave rise to a vast economic literature on the “transfer problem,” that is,
the relationship between international payments, the terms of trade, and the
real exchange rate. In his renowned 1919 book The Economic Consequences
of the Peace, John Maynard Keynes argued against the excessive reparations



22 WAR-TO-PEACE TRANSITIONS

charged to Germany. To pay reparations, he argued, Germany would have to
run a current account surplus, partly through a massive real devaluation of its
currency and partly through recession, both of which would severely compress
imports.2

As Nobel Laureate Robert A. Mundell (1968a: 91) noted,

inflation is not confined to wartime. In the aftermath of the First World War the
defeated Central Powers had huge reconstruction expenses, and the Treaty of Versailles
had saddled them with heavy reparation debts. With a greatly reduced tax base the
governments could not finance all their expenditures through taxes and resorted to
the printing press. In the course of a year and a half the price level in Germany and
many other countries doubled, then tripled, then quadrupled, until by 1923 prices
were trillions of times what they had been before the process started.

Indeed, historians have often noted that the unpopularity of reparation poli-
cies in Germany, and the hyperinflation that followed, gave rise to the extrem-
ist nationalism that opened the way to World War II.

Post-World War II: The Marshall Plan (1948–52)3

The economic consequences of peace were quite different after the Paris Treaty
of 1945. The issue of reparations was still at the top of the agenda, but two
years after the treaty was signed the debate had fully focused on the need for a
post-conflict economic reconstruction strategy financed and supported by the
US, but in which countries undergoing reconstruction would have a major say.
Although America had considerable experience in relief operations, a program
of reconstruction and rehabilitation on the scale of the Marshall Plan was
novel, not only for the US, but worldwide (Dulles 1993). Nevertheless, the
Marshall Plan was to become the most successful such program of all time,
not only in terms of the reconstruction of Europe, but also in setting the stage
for world peace. It thus holds far-reaching lessons for the debate on economic
reconstruction and the design of such strategies in the post-Cold War context.

The Marshall Plan provides conclusive evidence of the importance of build-
ing broad support for reconstruction. In 1947, the US had political, strategic,
and economic interests in helping the countries of Western Europe to stabilize
democratic institutions through the provision of aid and the promotion of
close cooperation among the Western European nations. The region’s desper-
ate economic situation had disrupted the system of international trade, and
dwindling international reserves in Europe made it difficult to pay for imports,
with a significant negative impact on US exports.

Policymakers in the United States had to promote the Marshall Plan, which
they considered critical for their own foreign policy and trade objectives, amid
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the reluctance of taxpayers to finance activities in faraway countries. The US
Department of State faced major difficulties in promoting reconstruction as
envisioned in the Marshall Plan. Arthur H. Vanderberg, the Chairperson of the
Senate Committee on Foreign Affairs, argued at the time that the American
public was not ready for such burdens. With this in mind, the government
created a Committee for the Marshall Plan to sell the proposal to a reluctant
public and a skeptical Congress.

It was as part of this effort that Allen W. Dulles, a former director of the
US Central Intelligence Agency (CIA), a diplomat and foreign affairs expert,
and a Committee member, published The Marshall Plan in January 1948
(Dulles 1993). In this book, Dulles provided a fascinating account of the
challenges faced by the European countries as well as the United States. Dulles
pointed out how the Plan—which was still merely an expression of attitude
and intent—was worthless unless Congress backed it, and strongly argued
that Congress would not back it unless the public understood and approved
it (p. 4).

In the Introduction to Dulles’s book, Michael Walla argued that the Com-
mittee for the Marshall Plan represented the most explicit attempt to shape
public opinion during the beginning of the Cold War. He described how
Dulles and the other Committee members accomplished their goal and
induced Congress to believe that the American people overwhelmingly sup-
ported Marshall’s initiative.4 They achieved this by using lobbying, advertise-
ments, and business skills energetically, persuasively, and intelligently (Dulles
1993: xi).

Walla (p. xxi) also argued that whereas Marshall had been rather subdued
in addressing the target of the proposed aid program, Dulles was quite out-
spoken. At Brown University, where Marshall and Dulles had been invited to
receive honorary degrees, Dulles argued that, “it is by restoring the economic
life of a county, and by this alone, that we can meet the threat of dictatorship
from a Fascist Right or a Communist Left.” Dulles was quite emphatic that
by concentrating aid “on those countries with free institutions,” the “common
cause of democracy and peace” would be promoted. Dulles promoted the idea
that the United States had to “confront Communism, not with arms or atomic
bombs, but with a restored economic life for the men and women of Western
Europe.”

Another issue of debate at the time the Marshall Plan was planned con-
cerned domestic ownership of policies supported by the Plan. Perhaps the
main reason why the Plan was, by any account, the most successful experience
in reconstruction of all time was that those in favor of domestic ownership
had the upper hand. Indeed, it was clear from the very beginning that the
countries would be in charge of their own reconstruction. The invitation to
twenty-two countries on July 12, 1947, to join the Paris Conference (officially
known as the Committee of European Economic Cooperation, or CEEC)
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posited that Europe must begin by helping itself and by developing its own
basic production. In addition to US assistance, which would play a decisive
part, this would be the best way to insure economic recovery. The CEEC
established six committees to deal with issues related to food supplies and
agriculture, power, transport, raw materials, equipment, and iron and steel.
This did not mean that the United Nations, or the United States as the main
bilateral donor, would not take an active role. On the contrary, the invitation
also stated that there would be consultation with the UN and various other
technical organizations. The strategy, however, was to be clearly in the hands
of the countries undergoing reconstruction.

With the Soviet withdrawal, sixteen countries participated at the CEEC in
Paris. The CEEC report clearly acknowledged that these countries’ recovery
depended primarily upon themselves. Furthermore, aid would represent only
a small percentage of their total output. Originally estimated at about $20
billion over a four-year period it would account for only 3–5 percent of their
combined GDP.5 The report was not only a request for aid, but also set forth
economic reforms that the countries would implement to ensure that the
aid would be used effectively. Since countries voluntarily participated in the
strategy and agreed to the aid, it is hard to think of the Marshall Plan as
interference in the internal affairs of the countries involved.

Another important issue debated at the time of the Marshall Plan concerned
the distinction between “humanitarian” and “reconstruction” aid. In his book,
Dulles argued that it would be a waste of money merely to provide humanitar-
ian aid to feed the Europeans for a year or two. He argued that reconstruction
aid was necessary to give them the tools without which they would have little
chance of righting their own (post-war) economies. He stressed that policies
adopted in the first year of the Plan would be decisive in determining how
reconstruction proceeded.

At the time the Marshall Plan was debated in 1947, Dulles argued that
the free enterprise system was the best, most efficient, and productive sys-
tem in the world. Henry Hazlitt, a renowned journalist and advocate of free
enterprise, made the case that aid would be of little value unless Europe
“discontinues policies which unbalance its trade and discourage or prevent
production. . . . Unsound fiscal and economic policies can make any outside
help futile.” (Dulles 1993: 101–2).

Likewise, De Long and Eichengreen (1993: 190–1) argued that the Marshall
Plan significantly sped Western European growth by altering the environment
in which economic policy was made.

In the immediate aftermath of World War II, politicians who recalled the disasters of
the Great Depression were ill-disposed to “trust the market,” and eager to embrace
regulation and government control. . . . Yet in fact the Marshall Plan era saw a rapid
dismantling of controls over product and factor markets in Western Europe. To some
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degree this came about because underlying political-economic conditions were favor-
able (and no one in Europe wanted a repeat of inter-war experience).

As Dulles also argued, a stable exchange rate was important to bring out
hoards of dollars and other hard currencies that people had stashed away
during the war. In his view, the chaotic currency situation in Europe was one of
the great obstacles to recovery before the US government adopted the Marshall
Plan.

In the CEEC report, most of the sixteen countries that would benefit from
the Plan recognized that there was a surplus of purchasing power and too
little to buy, thus creating an enormous inflationary pressure. As a result, they
recognized that the success of their efforts to put Europe on its feet depended
“in no small measure on the restoration of internal economic and monetary
stability.” In many of these countries, reserves were depleted and governments
recognized that to restore confidence in their currencies, it was necessary to
strengthen international reserves (Dulles 1993: 44).

Post-Cold War: Development as usual?

The economic consequences of peace nowadays are quite different from those
that followed the two world wars, owing to fundamental changes in the nature
of conflict since the end of the Cold War, the principal one being the prolifer-
ation of internal strife, albeit with regional or international ramifications. As
a result, the issue of reparations is no longer of prime concern for economic
reconstruction.

Equally importantly, the two world wars involved conflict among industrial
economies with well-educated labor forces and developed socio-economic
and political institutions that could easily be adapted to economic reconstruc-
tion. By contrast, many of the civil wars and other forms of internal conflicts of
recent decades resulted from economic and political underdevelopment, were
often triggered by ethnic, religious, or ideological factors, and involved failed
states or breakaway provinces or territories.6 Economic reconstruction thus
takes place within a context of low levels of development, inadequate human
capacity and institutional arrangements for project implementation, and a
lack of resources that makes large levels of aid imperative, but, at the same
time, difficult to administer and channel effectively and without corruption.

At the same time, the triumph of liberal democracy and market-oriented
economic policies since the fall of the Berlin Wall has clearly affected the
search for solutions—both theoretical and practical—in the large number of
countries that have emerged from these conflicts. Thus, there has been pres-
sure to couple the transition to peace and the move towards democratization
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with fundamental changes in these countries’ macro- and microeconomic
frameworks.

Unfortunately, however, contrary to what happened following the two
world wars, no serious debate among policymakers, scholars, and practition-
ers has taken place since the end of the Cold War concerning post-conflict
economic reconstruction. As a result, efforts to prepare these countries to
become more competitive in a globalized world economy have followed a
misplaced “development as usual” approach, as if economic development were
not constrained by the consequences of war.7

The development as usual approach is unfortunate, because post-conflict
economic reconstruction is a fundamentally different process. Reconstruction
requires an alternative set of policies and practices that should be debated
as vigorously as at the time of the Marshall Plan in order to build support,
both in countries undergoing reconstruction and within the donor commu-
nity. It is essential for people in post-conflict countries to perceive a peace
dividend in the immediate transition to peace in terms of better services
and living conditions. In addition, they need to understand the benefits that
they can eventually expect from a successful reconstruction strategy, even
if it carries short-term costs. Likewise, unless taxpayers in donor countries
support international assistance to countries in the post-conflict transition,
and can appreciate the impact that the reconstruction strategy may have in the
region or internationally, their political leaders will not allocate the necessary
resources. Without proper financing, technical assistance, and strengthening
of national governments’ capacities, the chances of effective reconstruction are
indeed slim.

Nor has there been much debate on the respective roles of national govern-
ments and of the international community in post-conflict economic recon-
struction. I will argue that, just as at the time of the Marshall Plan, sovereign
countries in the post-Cold War context need to take the lead in reconstruction,
with the UN, the IFIs, and other relevant organizations and donors playing
a supporting role. Neither the UN nor an occupying force should impose
the reconstruction strategy, as has frequently occurred.8 Lack of ownership
in Kosovo, Iraq, Timor-Leste, and to some extent in Afghanistan has been—
and will continue to be—a major impediment to economic reconstruction in
these countries. Moreover, and more worrisome, it has greatly contributed to
increased violence and discontent in these countries.

Given the overall failure of recent war-to-peace transitions in so many
countries, it is time to promote precisely such a debate. Policies for eco-
nomic reconstruction have not worked. New and innovative options should
be debated. Staying the present course is not a promising option.



Part II

Post-Conflict Economic
Reconstruction

“Peace and development are intrinsically linked: one cannot be
achieved if the other fails.”

Jan Pronk, Former Dutch Minister for Development
Cooperation (UNHCR 1996)
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3 Definitions and
characteristics

Reconstruction’s meaning and significance

The term reconstruction often represents different things to different people.
After the two world wars, the term was used for the rebuilding of infrastruc-
ture and services. The term has also been used for political and security
reconstruction, where the economic dimension is relegated to a minor role.
By contrast to these narrow definitions, I use the term “post-conflict economic
reconstruction” in a broad sense.1 Thus, it includes not only rehabilitation of
basic services and rebuilding of physical and human infrastructure, but also
the stabilization and structural reform policies, as well as the microeconomic
foundations required to create a market economy and reactivate investment
and broad-based economic growth. These foundations include an appropriate
business climate, adequate financing and infrastructure for the private sector,
an effective bureaucracy, and an appropriate legal, regulatory, and institutional
framework.

The peculiarities of countries in the midst of post-conflict economic recon-
struction, particularly the weakness of political and legal institutions, the
inadequacy of the labor force, and the shortage of qualified civil servants, make
the formulation of economic policy difficult. Although conditions vary widely
from country to country, the common requirement for the implementation
of effective and sustainable reconstruction policies is the return of peace, the
rule of law, and acceptance by the population of the new government and the
legislative bodies that are tasked with managing the economy. Thus, economic
reconstruction takes place within the context of the multi-pronged transition
to peace—not independently from it—even though political conditions are
often far from optimal and reconstruction often takes place only in certain
regions, while other parts of the country may lack security or still be in
conflict.

Consolidation of peace following violent conflict has very little chance of
success unless jobs are created and the economy is quickly stabilized and
brought onto a path of investment and growth with low inflation. Creating
opportunities for employment in the short run is critical, as this will facilitate
the long, complex, and expensive process of reintegrating former combatants,
returnees, and displaced persons into society and into productive activities.
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This often requires policies which are not optimal from a pure economics
point of view.

While employment creation should have a short-term focus in post-conflict
reconstruction, development objectives such as sustainable growth, poverty
alleviation, and environmental protection are long-term objectives, particu-
larly in countries that start from very low levels of development.2 In addition
to good policies, such objectives require time and significant resources. It
would be naive to think that these objectives could be fully realized—as
many analysts of war-to-peace transitions seem to expect—during post-
conflict economic reconstruction. Effective reconstruction, however, should
set the stage for an eventual move towards “normal development,” at which
point optimal economic policies and long-term objectives should clearly
prevail.

One of the most serious challenges in economic reconstruction is to design
and implement an economic program—usually sponsored by the IMF and
supported by the other multilateral organizations—within the constraints and
financial requirements of national reconciliation efforts resulting from the
peace agreement. If the political agreement and economic program are not
integrated, the country will most likely plunge back into conflict. In fact, the
UN reckons that roughly 50 percent of countries in the war-to-peace transi-
tion revert to conflict, and it is at the early stages of peace implementation that
societies are most vulnerable.3 As a result, the Report of the High-Level Panel on
Threats, Challenges and Change (UN 2004a: 70) concluded that the resources
spent on implementation of peace agreements and peacebuilding are one of
the best investments that can be made for conflict prevention.

If early planning, a good strategy for economic reconstruction, and donor
support are lacking, the transition from war to peace will not succeed or be
long-lasting. The challenges of this transition—as the current situation in
Iraq, Afghanistan, and the DRC well illustrate—certainly do not end with
military intervention, the signing of a peace accord, or national elections. On
the contrary, that is just the beginning.

Characteristics and peculiarities of countries
undergoing reconstruction

COMMON FEATURES WITH COUNTRIES IN NORMAL DEVELOPMENT

Countries in post-conflict economic reconstruction do indeed share a num-
ber of characteristics with countries in the normal process of development
(del Castillo 2001a: 1969–70). First, post-conflict countries have, as a general
rule, devastated or at least severely distorted economies. Both human capital
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and physical infrastructure are often in a shambles. Statist and populist poli-
cies of the past may have led to major macroeconomic imbalances that often
require tough stabilization policies and structural reform.

Second, post-conflict countries are often characterized by a lack of trans-
parency, poor governance, corrupt legal, judicial, and police systems, inade-
quate protection of property rights, incompetent central banks, weak tax and
customs administrations, and non-credible public expenditure management.
Furthermore, the rule of law frequently remains tenuous, with continued
violations of human rights.

Third, post-conflict countries are highly dependent on official aid flows,
mostly in the form of grants. This dependency is particularly strong immedi-
ately after the resolution of the conflict and at the early stages of what often
proves to be a long and difficult transition.

Fourth, post-conflict countries often have protracted arrears on payments
of foreign debt. Thus, the provision of financial aid is constrained by the need
to normalize relations with creditors, particularly with the IFIs, which have
restrictions on assisting countries that are in arrears. In addition, post-conflict
countries usually require relief on unsustainable external-debt burdens.

Finally, several generic principles apply in equal measure to most devel-
opment activities and to those that occur within the context of post-conflict
reconstruction. For example, an overriding principle of development is the
need to develop national capabilities in a number of areas as soon as possible,
in order to reduce external dependence and create employment. Similarly,
in post-conflict economic reconstruction, training, capacity and institution
building, and employment-generating activities should take priority, so that
former combatants, returnees, and other groups marginalized during the con-
flict can quickly and successfully be reintegrated into the productive life of the
country.

RECONSTRUCTING COUNTRIES ARE DIFFERENT AND HAVE
SPECIAL NEEDS

The similarities between post-conflict reconstruction and countries in the
normal process of development, while real, should not lead to their confla-
tion, as has unfortunately often been the case.4 As I argued in the mid-1990s
(del Castillo 1995a: 29–30), countries coming out of conflict face a double
challenge:

On the one hand, they have to confront the normal challenge of socio-economic
development which often comprises tough choices in terms of stabilization and struc-
tural reform. This is particularly difficult because most countries in (post conflict)
are at a low level of development and have become even more impoverished by
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the conflict. On the other hand, they have to settle for less than optimal policies in
their economic reform efforts so as to accommodate the additional financial burden
of reconstruction and peace consolidation. The latter includes the reintegration of
former combatants and other estranged groups into productive activities and the
development of an adequate institutional framework to foster national reconciliation.
The imperative of peace consolidation competes with the conventional imperative of
development, putting tremendous pressure on policy decisions, especially budgetary
allocations.

In May 1999, I made a presentation on “Economic Reconstruction in Post-
Conflict Transitions” at a conference in Prague, organized by the Institute of
International Relations with the support of the Czech Republic and NATO.
After noting that I had been “arguing for a long time that these transitions
are not ‘development as usual,’ ” I mentioned, however, that this was not
something everyone was willing to accept. I referred to the United Nations
Development Programme (UNDP) in particular that “would like to see these
transitions as special cases of normal development. But I see these transitions
as different, and I think they should be treated very differently from normal
development.” (del Castillo 2000: 227–30).

It may not be possible to consolidate peace unless all involved acknowledge
that post-conflict countries are in a unique situation relative not only to coun-
tries in the normal process of development, but also to countries recovering
from natural disasters or financial chaos. In particular, the very high risk of
relapse into conflict makes short-term reconstruction necessary, demanding,
and promising if it succeeds.

The fact that post-conflict countries are different and have special needs has
important policy implications. When Alvaro de Soto and I drafted the Intro-
duction to An Inventory of Post-Conflict Peacebuilding Activities (UN 1996a),
we argued that5

Post-conflict activities should be incorporated as soon as feasible into the development
strategy of the country. However, during the immediate, fragile post-conflict phase,
which is by nature transitory, such activities are quite distinct from normal develop-
ment.

This was because the political objective should prevail during this phase, an
issue that de Soto and I had addressed in our Foreign Policy article in 1994
and raised at the International Colloquium on Post-Conflict Reconstruction
Strategies in Stadtschlaining, Austria, in June 1995. At the time, the UNDP and
some of the other UN agencies vehemently objected, arguing for a “contin-
uum from humanitarian relief to development”—an operational concept that
UNDP later acknowledged was not useful (UNDP 2000). Because of the politi-
cal nature of post-conflict peacebuilding activities, including economic recon-
struction, de Soto and I emphasized the leading role that the UN—through the
political department—had to play vis-à-vis the agencies of the UN system and
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the IFIs. Dame Margaret Anstee, the Chairperson of the Colloquium, came to
share our position fully, which was reflected in her letter of July 15, 1995, to the
Secretary-General to report on the Colloquium, as well as in The Chairman’s
Synopsis and Conclusions of the Colloquium (UN 1995a).6 Only in 2003, the
World Bank (2003a: 14) acknowledged that

The main objective over the short to medium term must be to consolidate peace—
poverty strategies and policies cannot succeed without it. PRSPs [Poverty Reduction
Strategy Papers] in conflict-affected countries therefore should look and feel very
different from other countries. For example, it will be important to focus on the factors
that affect the risk of conflict.

The same year, the World Bank (2003b: 6) also acknowledged that

Economic development is central to reducing the global incidence of conflict; however,
this does not mean that the standard elements of development strategy—market
access, policy reform, and aid—are sufficient, or even appropriate, to address the
problem. At the most basic level, development has to reach countries that it has so far
missed. Beyond this, development strategies should look different in countries facing
a high risk of conflict, where the problems and priorities are distinctive.7

According to Pronk (1996), a practitioner and one of the most lucid analysts
of post-conflict economic reconstruction, countries in this fragile condition
require sensitive and multi-sectoral assistance in dealing with the unresolved
problems of refugees, combatants, lack of reconciliation, failing civil society,
weak governance, and fading economic opportunity. In his view, the inter-
dependency of the solutions to all of these problems implies that peace and
development are intrinsically linked: one cannot be achieved if the other
fails.

Countries in post-conflict situations share some characteristics with other
countries coming out of crises such as natural disasters or financial col-
lapses. Because of such characteristics, policymaking in post-crisis situations
is different from policymaking under normal development. The differences
arise with respect to the horizon over which economic policies are planned,
equity considerations, the nature and extent of the international community’s
involvement, and the amount and stability of technical and financial assistance
flows.

POLICYMAKING UNDER NORMAL DEVELOPMENT

Countries in the normal process of development have a government in place
that makes all executive decisions. They often also have a legislative body
and a functioning judiciary, however weak they may be. Institutions may be
corrupted and inefficient but they exist. These countries are not coming out of
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a crisis that has made short-term policies and emergency programs necessary,
even when these may be inefficient and/or distortionary in the medium and
long-term.

Indeed, policymaking under “normal development” is marked by
five characteristics that distinguish it from policymaking in post-crisis
countries:

� Development policies aimed at addressing economic stagnation, back-
wardness, weak institutions, poor human resources, poverty, and other
pathologies of underdevelopment can be established with a medium and
long-term perspective in mind.

� The “equity principle,” or the “ethics of development” according to which
people in need are treated equally, guides all development policies and
activities, with any violation seen as an aberration.

� The flow of foreign assistance and the involvement of the international
community in normal development activities are rather stable. A range
of multilateral, regional, and bilateral development institutions, as well
as non-governmental organizations (NGOs), are involved in providing
technical assistance and financing to the country on an established and
regular basis.

� Security conditions are not of special concern. Of course, this does not
mean that countries undergoing normal development do not have to
allocate resources and efforts towards reducing crime and other security
problems. But they do not generally require external assistance to estab-
lish basic public order.

� The political involvement of the international community is practically
non-existent, and would be regarded by most as illegitimate interference
in the country’s domestic affairs.

POLICYMAKING IN POST-CRISIS CONTEXTS

Countries that are recovering from crises such as devastating natural disasters,
financial chaos, or wars differ in fundamental ways from normal developing
countries, with important implications for policymaking:

� Short-term emergency programs are needed to deal with homeless pop-
ulations, hunger, disease, demobilizing soldiers, and other short-term
needs in post-conflict situations. Similarly, short-term emergency pro-
grams are often needed following financial chaos or natural disasters.
These programs may serve a short-term humanitarian purpose but will
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probably distort long-term plans to create employment, construct hous-
ing, or stimulate food production.8

� Emergency programs following serious crises frequently attract media
attention, with images of destitute and starving children, raped women,
physical destruction, and other tragedies facilitating large inflows of
international financial and technical assistance. Important emerging
countries at the edge of financial default, like Mexico in 1995, the Asian
countries in 1997, or Russia in 1998, also attract media attention and
large flows of assistance because of the potential impact on international
markets. But media frenzies are short-lived, and foreign assistance, which
is stable during normal development, often exhibits sharp spikes.9 In
many cases, absorptive capacity is too low to use the aid bonanza pro-
ductively, and the opportunities for corruption are much larger, owing
to the large amount of funds, the improvised way in which they are
channeled, and the lack of solid institutions and good procurement
policies.

� The “equity principle” that prevails in normal development activities is
often overshadowed by the “ethics of reconstruction.” In the post-crisis
period, the latter often justifies giving preferential treatment to those
groups most affected by the crisis, even if other groups in the country
have comparable needs.

� The large need for international financial and technical assistance in
the immediate post-crisis period implies intensive and often intrusive
political involvement by the international community in countries’ inter-
nal affairs. Indeed, in some cases such aid specifically includes military
and police assistance, since an improvement of the security situation is
often imperative before starting reconstruction and the reactivation of
economic growth.

Table 1 summarizes the reasons why policymaking under normal develop-
ment is so different from policymaking in countries coming out of crisis or
chaos.

Table 1. Differences between policymaking in normal development and in crisis situations

Policymaking under normal development Policymaking in crisis situations

Medium- and long-term framework Requires (distortionary) emergency programs
Application of the “equity principle” Application of the “ethics of reconstruction”
Low and stable foreign assistance Sharp spikes in foreign assistance
Government establishes rule of law Foreign troops and police support rule of law
Political involvement of international community

considered interference
Intensive and often intrusive political involvement
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NATURAL DISASTERS

Although natural disasters—including floods, droughts, earthquakes, and
hurricanes—hit rich and poor countries alike, such events can have far more
dire economic consequences in countries at low levels of development. For
example, while the series of hurricanes in the United States in 2005, which
devastated New Orleans and the Gulf Coast, exacted a heavy toll on public
finances, there was no serious disruption to the national economy. Moreover,
whereas Hurricane Katrina, in particular, clearly showed that low-income
groups in a country are typically the worst affected by natural disasters,
the suffering is far more widespread in poor countries, where housing and
other buildings and infrastructure are less resistant and hence are easily
destroyed. Furthermore, the financial costs of reconstruction leave poor coun-
tries’ economies particularly vulnerable. Indeed, natural disasters themselves
are often an important determinant of underdevelopment. Short-term emer-
gency programs generally help palliate the short-run humanitarian crises,
but they may not contribute much to the longer-term development of the
country.

In the face of a major natural disaster, decisions concerning aid and other
assistance to the affected countries are often delayed by political considera-
tions and inefficient local bureaucracies. This was certainly the case with the
2004 tsunami, which devastated many parts of Asia, despite an unprecedented
amount of aid and goodwill. Natural disasters often hit a country in rapid
succession—frequently while it is still recovering from a previous disaster.
This was the case in Indonesia in 2006, where an earthquake hit Java on
May 27, killing close to 6,000 people and leaving a million more homeless. As
relief groups were still busy with reconstruction, a tsunami hit West Java on
July 18. Similarly, two earthquakes struck in close succession in El Salvador in
early 2003. Moreover, natural disasters and conflict often go hand in hand. In
Aceh, for example, where the Indonesian government was trying to suppress
a separatist rebellion, the 2004 tsunami exacerbated the existing conflict, and
reconstruction was highly politicized.

Natural disasters in poor countries often impede ongoing economic
reforms. As a result, in addition to humanitarian assistance, aid is often also
necessary to ensure that such reforms are not derailed or even reversed. For
example, in October 2005, after an earthquake killed more than 55,000 people,
Pakistan needed assistance for survivors and reconstruction of devastated
areas. The World Bank and the Asian Development Bank (ADB) assessed these
costs at over $5 billion (ADB 2006). The international community pledged
more than $6 billion for earthquake relief and reconstruction.10 Although not
all the funds were disbursed, such assistance helped in mitigating the earth-
quake’s adverse impact on the economy. The quake hit Pakistan at the time it
was making progress in moving towards market-oriented structural programs,
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conducting sound fiscal policy, and experiencing healthy economic growth.
While the economic reforms had improved business confidence and enhanced
competitiveness, the earthquake created major budgetary challenges, requir-
ing, as in other post-crisis situations, concessional assistance from the donor
community.

FINANCIAL CHAOS

Middle- and higher-income countries have more developed financial sectors
than lower-income countries and are thus more vulnerable to financial chaos.
Inconsistent policies in many countries, in conjunction with external shocks
and contagion effects, have led to financial-sector collapse, large contraction
in output, high rates of unemployment and social distress, and overwhelming
levels of debt.11

In the 1990s, several middle- and higher-income countries went through
this type of crisis, while Argentina and Uruguay experienced similar crises
in the early 2000s. The magnitude of the assistance required to avoid default
in Uruguay in 2002 was so large that decisions for external assistance were
made at the highest political level.12 Large rescue packages to other countries
following financial crises such as those in Mexico in 1995, Argentina in 1995
and 2001, Korea and Russia in 1998, Brazil in 1999, and Turkey in 2002
were also largely determined by political considerations, rather than by the
imperatives of normal development in those countries.

The deterioration in the social fabric is often large and long-lasting after
such colossal crises, making emergency programs a necessity.13 The challenge
after such crises is to ensure that employment created by the emergency
program does not become recurrent government expenditure, as earmarked
international financing for the program dries up. Beneficiaries of these emer-
gency programs—the groups most affected by the crisis—will eventually have
to find employment in the private sector, which makes reactivation of the
economy imperative.

However, economic recovery is particularly difficult after financial crises.
While external shocks played an important role in the financial crises
of the last decade, to a large extent they were the result of inconsis-
tent domestic policies. The most common problem was that countries
fixed their exchange rates without allowing for wage flexibility, when it
is clear that if prices cannot adjust, wages should. Fixed exchange-rate
regimes were also frequently inconsistent with fiscal deficits that had to be
monetized.14

Since many of the countries that went through these crises were in the
midst of structural reform, policymakers and others who did not understand
the impact of inconsistent policies often came out against further reform.
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“Neo-liberalism” and the “Washington Consensus” were often blamed for
what really were blatantly inconsistent domestic policies, often with external
or internal shocks as detonators.15 Critics often failed to understand that these
countries may have adopted many of the policies associated with the Washing-
ton Consensus, but not others that were critical.16 This confusion has made
further reform, necessary to reactivate growth after the crisis, particularly
difficult.

Following financial crises—just as following wars or natural disasters—
people do not want charity. They want jobs, and under weak fiscal conditions,
it is only the private sector which can create them. But it is often quite difficult
for private investment to reactivate itself after financial crises, since mistrust
and resentment of government economic policies tend to be widespread. In
general, people find it difficult to understand the combination of inconsistent,
badly conceived, or incomplete policies, the different types of shocks, both
external and internal, and the contagion factors that resulted in the crisis and
that must be overcome to recover from it.

WAR AND CONFLICT

As in other post-crisis situations, post-conflict countries are the focus of
media attention, and must forgive distortions, make concessions to particular
groups, and deal with spikes of foreign assistance and political interference.
As a result, post-conflict countries usually start with emergency programs,
with strong political and financial support from the international community,
and under the magnifying glass of the Security Council and the foreign press.
Eventually, they have to move to policies and programs that are sustainable as
international support and aid wither.

The international community is often more indulgent of post-conflict
countries than it is of those coming out of financial crises. Although it is true
that the latter have a high probability of relapsing into financial difficulties, the
international community is less willing to run the risk of allowing countries to
return to conflict. For this reason, countries undergoing post-conflict recon-
struction are more likely than other countries in crises to be granted at least
partial condonation of their foreign debt, or at least be permitted to negotiate
better terms for their debt restructuring packages.17

Post-conflict reconstruction versus preventive action

Before establishing the premises under which post-conflict reconstruction
should take place and elaborating the strategy needed to carry it out, it is
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important to emphasize the distinction between post-conflict peacebuild-
ing and preventive diplomacy. According to Secretary-General Boutros-Ghali
(1992: 33), preventive diplomacy aims at avoiding a crisis, while post-conflict
peacebuilding aims at preventing its recurrence.

From an economic point of view it is true that many of the policies and
much of the expertise needed for preventive diplomacy and post-conflict
peacebuilding are indeed the same. Therefore, it would make sense for the
same organizations and group of experts to address both jointly, with the
same resources and the same set of tools. It is reasonable to assume that
humanitarian disasters, failed states, and different types of conflict could often
be prevented by large and rapid improvements in the welfare of the popula-
tion. But, this is a long-term proposition that would require huge financial
resources that are clearly not available.

For this reason, I argue that it is neither politically nor operationally wise to
treat preventive action and post-conflict action together. Furthermore, divert-
ing resources and attention from countries that face a high risk of reverting to
conflict would be a mistake. In choosing between preventive action and post-
conflict reconstruction, focusing on the latter represents a better investment
of scarce international resources, yielding an expected higher rate of return
in terms of social welfare. Obviously, the development institutions should
continue to support countries that are not in conflict in their development
efforts, and they should strive to improve the effectiveness with which they
provide assistance.

There is another reason why resources may be used more effectively in post-
conflict reconstruction than in preventive action. Before conflict breaks out,
the different parties are normally unwilling to compromise, often because they
expect to get their way eventually, even by force. Armed intervention by NATO,
the UN, or another country can be a strong signal that warring parties cannot
find a military solution and/or that the conflict is no longer acceptable to the
international community. A peace negotiation—that often follows a military
stalemate—may be an indication that there is no clear winner. Under either
condition, the parties to the conflict are more likely to be willing to receive
support of the international community after the conflict than before it. As we
will see in the case studies, efforts at conflict prevention failed in El Salvador
before the strong military FMLN offensive on San Salvador in December 1989,
and failed in Kosovo before NATO’s military intervention in 1999.18

Economic reconstruction policies and strategies, on the other hand, could
be used effectively in some cases to strengthen peacemaking. Efforts at recon-
struction of the Palestinian Territories with an immediate impact on the
wellbeing of the population, as well as programs for disarming, demobilizing,
and reintegrating FARC guerrillas and paramilitaries in Colombia are possible
examples.



4 Basic premises for
policymaking

A strategy for post-conflict economic reconstruction should rest on six basic
premises. Although closely interrelated, these premises may have different
implications for policymaking. Failure to follow them will endanger “peace-
building” and “state-building” efforts, as it did in Angola, Sierra Leone, and
Liberia in the past and as it is doing now in Afghanistan, Iraq, Kosovo, and
Timor-Leste.1 Indeed, as the case studies that I analyze demonstrate, the
transition to peace in these countries would have been greatly facilitated by
adherence to these premises.

Premise 1: The transition to peace is a
development-plus challenge

Countries in the war-to-peace transition face a development-plus challenge.
That is, in addition to the normal challenge of socio-economic development,
they must accommodate the extra burden of economic rehabilitation and
national reconciliation. Critical activities in this regard include the delivery
of emergency aid to former conflict zones (many of which may not yet be
under government control); the disarmament, demobilization, and reinte-
gration (DDR) of former combatants; the return of refugees and internally
displaced groups; the reform of the armed forces and the creation of a national
civilian police. It also includes the rehabilitation and reconstruction of eco-
nomic assets destroyed because of the conflict and the clearance of mines. The
effective DDR of former combatants into society is a sine qua non for a suc-
cessful transition to peace. It requires advance planning, bold and innovative
solutions, large financial resources, and “staying the course” with the right
policies, frequently for many years.2

Post-conflict reconstruction is a development-plus challenge for two addi-
tional reasons. First, the political, ideological, and/or ethnic polarization of
the country during the years of war makes building consensus for recon-
struction policies in the transition to peace particularly difficult compared
to policymaking in countries undergoing normal development. Moreover, in
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the fiscal and financial area, policymaking is necessarily constrained by the
need to include extra expenditure directly related to the peace process to the
normal expenditure needs of developing economies. Thus, policymaking will
need to be more pragmatic and ad hoc. Furthermore, fiscal and monetary
targets in post-conflict countries—particularly those under IMF-sponsored
programs—may have to be more flexible to ensure financing of critical pro-
grams.

Second, the actors involved in post-conflict reconstruction are more
diverse than in countries undergoing normal development. Reconstruction
actors include Security Council or General Assembly mandated peacekeep-
ing operations as well as the UN programs and agencies, the international
financial institutions (IFIs), the development organizations, bilateral and
regional donors, and often a large number of non-governmental organizations
(NGOs).3 This inevitably creates larger distortions, demands special efforts at
coordination, and requires broad-based expertise, including in the political
and security areas, that is not normally available at development institutions.

In designing peace agreements, as well as in designing the strategy for
post-conflict economic reconstruction, it is necessary that these extra activ-
ities be explicitly identified and their financial implications estimated to
ensure sufficient funding to carry them out. Because these countries have
to carry out normal socio-economic development, while at the same time
settling for less than optimal policies to accommodate the financial burden of
reconstruction and peace consolidation, I refer to it as a “development-plus”
challenge.

Premise 2: The political objective should
prevail at all times

The overarching goal after a war is stability and the avoidance of a return
to conflict. It follows that, should a conflict arise between peace (political)
and development (economic) objectives, the first one should be paramount
at all times. Because peace is a precondition for sustainable development,
all actors should recognize and accept that political priorities will often
constrain economic policymaking. This often means that optimal and best-
practice economic policies are not attainable—or, indeed, even desirable. It
also means that peace-related programs should receive priority in budget
allocations.

Thus, in designing the strategy for post-conflict economic reconstruction,
or in implementing it, one should not condition the demobilization, disar-
mament, and reintegration of former combatants on economic or financial
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considerations, as has often been the case in the past. Although economists
will find this principle highly controversial if not simply aberrant, it obviously
does not mean that financial constraints and efficiency issues should not be
taken into consideration. It simply means that, in allocating resources, priority
should be given to these peacebuilding activities.

The first such clear conflict arose in the case of El Salvador. Financial
constraints imposed by the IMF-sponsored stabilization program brought
the demobilization of the FMLN to a standstill, paralyzing the unfolding of
the balanced calendar of implementation and putting peace at risk early on
in the transition to peace. Later financial efforts at completing the demo-
bilization and reintegration paid off. Likewise, failure to demobilize was an
important factor in the collapse of UN efforts at peacebuilding in Angola and
was responsible for serious setbacks in Cambodia and Nicaragua. In other,
less extreme cases, such as Guatemala, the ceasefire was broadly respected,
but public insecurity and human rights violations continued because of the
failure to disarm and reintegrate former combatants productively into society.
In Kosovo, the inability fully to demobilize and disarm former combatants of
the Kosovo Liberation Army (KLA), while enlisting many of them as part of
an improvised civilian peace force under the same command structure, not
only spread the conflict into neighboring countries, but has been a constant
source of instability.4

Successful experiences with demobilization, disarmament, and reintegra-
tion of former combatants demonstrate the importance of dedicating enough
financial and technical resources to this task to ensure the political objective
of peace consolidation. Doing so is worth the cost, even if the financial impli-
cations delay the overall process of stabilizing the economy and putting it on
a sustainable growth path with low inflation.

Likewise, when the economic potential of certain projects is being ana-
lyzed, the political implications should always be taken into consideration.
For example, when the costs and benefits of restarting the Trepca mining
complex in the ethnically divided city of Mitrovica in the north of Kosovo were
being assessed, the decision could not be made on simple profit-maximizing
criteria, as many argued. Political considerations had to predominate: the
complex was controlled by the few remaining Serbs in Kosovo and was
very much a political target of Kosovar Albanians, particularly those who
had been fired from the complex a decade earlier, when Kosovo lost its
autonomy from Serbia. These political factors eventually weighed in favor
of reopening the complex, even if it did not make much sense on economic
and environmental grounds alone, given the appalling state of the mines,
the low price of their minerals at the time, and the pollution they cre-
ated. The UN’s indecisiveness unnecessarily delayed the process of putting
the two groups working together, as part of a political strategy for national
reconciliation.
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Premise 3: Lack of leadership legitimacy will limit
policymaking choices

If post-conflict economic reconstruction is carried out by an interim or tran-
sitional national government—or in more extreme cases by the UN or an
occupying country—policymakers will probably lack the legitimacy needed
to adopt key economic measures, such as privatization, market deregula-
tion, opening critical sectors to foreign investment, and other major legal,
institutional, or regulatory changes. Even the proposal of such policies by
policymakers lacking legitimacy may lead to political resistance, a backlash
against the sponsors, and a setback for reconstruction efforts. Witness the
failure of efforts by the US Agency for International Development (USAID)
in Iraq to privatize the country’s oil industry and by the UN to privatize the
Trepca mines in Kosovo.

Moreover, investors are clearly not attracted to assets for which property
rights might change once a legitimate government takes over. Indeed, uncer-
tainty about the stability of property rights played a significant role in the
failure of early efforts at privatization in Iraq and Kosovo. Such policies aimed
at increasing foreign investment also have made reconciliation more difficult.
USAID’s decision to present a bidding contract for international consulting
firms to advise and carry out economic governance projects, including the
privatization of Iraq’s oil assets as well as of other state-owned property,
was one of the factors directly related to increased violence in the country.
Although USAID eventually abandoned its effort to privatize the oil industry,
it continued to push for privatization of other assets, despite the uncertainty
regarding property rights and its own lack of legitimacy.

Policies of interim national governments or other transitory authorities
such as the Coalition Provisional Authority (CPA) in Iraq or the UN in Kosovo
and East Timor may not be sustainable. Freely elected governments are likely
to question many such policies, and even change them, as the experience of
Iraq well attests.

Premise 4: A different yardstick is necessary to
measure success

Given the primacy of the political objective in post-conflict economic recon-
struction, a different yardstick should be used to measure success than is the
case under conditions of normal development. The overall success of poli-
cymaking should not be measured in terms of poverty alleviation, economic
growth, and low inflation. It should be measured according to whether, and to
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what extent, it contributes to national reconciliation and the consolidation of
peace, thereby allowing the country eventually to enter the normal develop-
ment path. In this sense, El Salvador is a success story, whereas Kosovo, Iraq,
and Afghanistan may never be.

The same criteria should apply at the micro level, both in considering par-
ticular projects for inclusion in the reconstruction strategy and in evaluating
them after the fact. For example, after 12 years of war in El Salvador, the main
objective of the arms-for-land program was to ensure that former combatants
had a productive activity and would not return to fighting. While this program
was part of the UN-brokered peace agreement, development institutions—
most notably the World Bank, but also the UNDP—had problems accepting
it. Following the “equity principle” of normal development, rather than the
“ethics of reconstruction”, World Bank officials responsible for El Salvador
argued in 1993 that there were 300,000 peasants without land in El Salvador,
and that preference should not be given to a few.5

If judged with conventional yardsticks, the arms-for-land program in El Sal-
vador may not get high marks. But the success of the program should not
be measured by the purely economic or financial criteria that are used in
normal land reform programs (e.g. production per acre, debt repayment,
etc.). It should be judged by whether it contributed to maintenance of the
ceasefire and national reconciliation, and whether it allowed beneficiaries to
find productive employment that would permit them to make a decent living
without resorting to arms. By the “reconstruction yardstick,” this program was
a resounding success. On the other hand, efforts to privatize the Trepca mines
in Kosovo were unsuccessful from an economic point of view, and they also
affected negatively prospects for national reconciliation. Thus, both the design
and subsequent evaluation of alternative economic policies and peace-related
projects should use the reconstruction yardstick.

An additional problem in measuring success relates to the scarcity of and
distortions in the post-conflict data. Some countries did not have data during
the war. For example, in Iraq, there were no data from international organi-
zations because of sanctions. In Kosovo, data on output and other variables
were lacking because it was treated in national data as a province, just as there
were data problems in Yugoslavia’s successor states. This makes comparisons
of economic performance before and after the conflict difficult.

Large movements of people and capital also hinder such comparisons. For
example, the food situation and other indicators may worsen after the war
if there are large numbers of returnees who were refugees in neighboring
countries. Moreover, the behavior of certain variables can become highly
anomalous during the conflict, further complicating economic analysis. For
example, in the early 1990s, Somalia, a country that had no government, no
monetary authority, and a failed economy, saw its domestic currency appre-
ciate. This puzzled many observers, who failed to realize that it reflected the
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inability to print domestic currency amid plentiful inflows of international
aid. Despite the collapse in government, Somalis had a preference for their
national currency, which resulted in significant appreciation.

Premise 5: Development institutions should
not lead reconstruction

Given that political factors are of decisive importance, that former rebel
groups are often equal partners to peace agreements, and that the relation-
ship with groups that challenge peace is critical if peace is going to be long-
lasting, development institutions are not well positioned to lead post-conflict
economic reconstruction.

Many development institutions, including the UNDP, other UN agencies,
the World Bank, the regional development banks, and the bilateral devel-
opment agencies, can play a “best supporting actor” role in post-conflict
economic reconstruction.6 These organizations play a key role as catalysts
and coordinators of reconstruction aid. The World Bank and the UNDP also
organize donors’ meetings, including consultative group meetings and round
tables, where donors pledge funds for reconstruction. They also establish Trust
Funds for budgetary support or project financing. Furthermore, as I have
argued elsewhere, these organizations are unquestionably better positioned to
deal with strictly development issues, at both the theoretical and operational
levels, than the UN.7 However, only the UN—that is the Secretariat under
the leadership of the Secretary-General8—has the mandate, the impartiality,
the ability, and the political imperative to include the opposition on the
equal footing that is necessary to integrate the many political, humanitarian,
military, and socio-economic activities which are critical to the war-to-peace
transition.9

UN impartiality goes beyond the Secretary-General’s unique ability to
negotiate with rebel and other opposition groups and incorporate them into
the political, economic, and peace framework. It also relates to the Secretary-
General’s ability to use his “good offices” to incorporate the concerns of
former rebel groups into the national reconstruction plan of the country as
well as to verify their compliance with peace agreements.10 Furthermore, only
the UN can justifiably violate the “equity principle” that prevails in normal
development activities, in favor of the “ethics of reconstruction.” This ability is
particularly important in reconstruction activities relating to DDR programs,
where special treatment is given to former combatants and their supporters,
often to the detriment of other groups in society which are otherwise at similar
levels of need.
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On the other hand, even the UNDP does not have the impartiality required
in post-conflict reconstruction. This is because, like other development orga-
nizations, the UNDP has a clear mandate to collaborate with governments.11

Because the UNDP often had a presence in the country during the war,
collaborating with previous and often unpopular governments, former rebel
groups often view the organization with suspicion.12 The same is often true of
other development organizations, including the World Bank. Moreover, devel-
opment organizations have become increasingly concerned about consulting
with national authorities to ensure government ownership of policies they
support.13 Although this is a welcome policy change in development-as-usual
situations, in the transition to peace, the UN must often consult equally with
national governments and other groups involved in or affected by the conflict,
since policies frequently must be designed according to peace agreements or
national consensus.

In addition to impartiality, the time framework is no less critical. As dis-
cussed earlier, development policies can be established with a medium- and
long-term perspective in mind. Hence, development institutions do not have
the “sense of urgency” that is frequently required for policymaking during
post-conflict reconstruction.14 Indeed, many programs must be established
on an emergency basis under suboptimal conditions. Moreover, because the
World Bank, the regional development banks, and the UNDP typically exe-
cute through the government, this normally results in slow disbursements.
Furthermore, given lingering post-conflict distrust, former rebel groups may
oppose government execution of peace-related programs.

Finally, funding for peace-related projects, including politically sensitive
projects that donors are reluctant to finance since they fall outside traditional
development aid—the creation of new police forces, support for political
parties, and arms-for-land programs to reintegrate former combatants—is
largely decided at consultative group meetings. The UN, with the authority
of the Security Council behind it, is best placed to play a catalytic role in
convincing donors of the critical importance of these programs for the peace
process. It is precisely at these meetings where the interests of the UN and
those of the development institutions often clash, with the latter seeking to
channel financing into purely development projects, rather than peacebuild-
ing activities.

Given all these factors, the UN (or on special occasions some other political
organization—say, the Arab League, the Organization of African Unity, or the
Organization of American States) must play the leading role in post-conflict
reconstruction, with the UNDP, the World Bank, and other development
organizations playing a supporting role. However, the UN’s lack of the quali-
fied expertise required for economic reconstruction implies that it must find a
modus operandi with other organizations—not only the UN agencies, but also
the IFIs, bilateral development organizations, and others that will have to take



BASIC PREMISES FOR POLICYMAKING 47

the lead on technical matters. As I argue in Chapter 5, the UN must improve
its institutional arrangements and in-house expertise, both in the field and at
headquarters, in order to establish an effective working relationship with these
other organizations. The situation as it stands today is a clear impediment to
the leading role that the UN should play.

While the UN peacebuilding mission should take the lead in “post-conflict
economic reconstruction”, the UNDP and other UN agencies that have oper-
ations in the field can play the leading role in “preventive diplomacy”. Since
these institutions are in the field, they are ideally positioned to provide infor-
mation to the UN political and humanitarian departments and even to be a
source of assistance and support in cases where the political situation deteri-
orates quickly. On political issues, however, they should always be directed by
the UN Department for Political Affairs (DPA), to avoid the danger of working
at cross-purposes, and thus aggravating the situation.15

Premise 6: Keep it simple and flexible

As discussed earlier, most countries coming out of war in the post-Cold War
period are at a low level of development. Moreover, years of conflict and
war have depleted their scarce human resources, technical capabilities, and
physical infrastructure, leaving them all the more vulnerable.

Despite these conditions, countries in post-conflict transitions must estab-
lish as soon as possible a framework for macroeconomic policymaking, as well
as for regulation of microeconomic policies that can create an appropriate
environment for investment, production, and trade. In such circumstances,
it is unrealistic and certainly counterproductive to create a framework that is
too sophisticated for the country and requires resources that it does not have
and that may not exist for a long time.

The credo in post-conflict situations—both for policymaking as well as for
the establishment of new institutions—should therefore be “keep it simple
and flexible.” As I will discuss in the case of Kosovo, this principle was applied
to the design of the customs office and commercial policy, with very good
results. By contrast, in the case of Afghanistan, the macroeconomic frame-
work in general was much too complex for the available human resources.
More worrisome, the central bank law was not only too sophisticated but also
extremely restrictive, more so than in many higher-income and even industrial
countries, eliminating any flexibility for domestic financing of peace-related
programs.
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Part III

International Assistance

“Better the Arabs do it tolerably than that you do it perfectly. It is
their war, and you are to help them, not to win it for them.”

T.E. Lawrence (Lawrence of Arabia) in “Twenty-Seven Articles,”
Arab Bulletin, August 20th, 1917
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5 The multilateral
framework for
international assistance

“After more than fifty years [of UN existence] . . . , I’ve had plenty
of opportunity to observe first-hand the frustration of good
intentions—seemingly endless debate among UN member states,
too much narrow self-interest, missed opportunities, corruption,
and grand vision lost amid political impasse and administrative
ineptitude.”

Paul A. Volcker in the Introduction of Good Intentions
Corrupted: The Oil-for-Food Scandal and the Threat to the UN

“Indeed, one of my main criticisms of the international economic
institutions is that, regardless of the circumstances, they have sup-
ported one particular economic perspective—one which I think, in
many ways, is misguided.”

Joseph E. Stiglitz in Making Globalization Work

Operationally, post-conflict economic reconstruction involves a wide variety
of international actors, ranging from the UN system as a whole, to the inter-
national financial institutions (IFIs), the development organizations, bilateral
and regional donors, and often a large number of non-governmental organi-
zations (NGOs). The role that these actors should play in reconstruction is a
matter of great debate, as is the relationship they should have with local actors
in developing strategies and establishing priorities. External support is neces-
sary to countries in post-conflict situations, but creating aid dependencies is
not good and discourages sustainability.1

Irrespective of the role international actors play, and whatever their rela-
tionship with national actors, the participation of so many reconstruction
actors creates serious operational and logistical challenges. Furthermore, the
large involvement of the international community in countries undergo-
ing reconstruction normally causes numerous distortions and coordination
problems.

The purpose of this chapter is to discuss the impact (both positive and
negative) of the main actors—the UN system and the IFIs—on post-conflict



52 INTERNATIONAL ASSISTANCE

economic reconstruction, past and current reforms to improve their capacity
in this field, and to make specific recommendations for strengthening their
performance further. This chapter will also examine the implications of glob-
alization and other changes in international relations for the role of the IFIs
in post-conflict assistance. The role of other actors will be incorporated as
necessary into the discussion of the political and economic framework set
up by these institutions. Empirical evidence for many of the issues will be
discussed in more detail in the case studies.

The readiness and resources of the different organizations to deal with
peacebuilding in general, and post-conflict reconstruction in particular, has
been questioned in most recent post-conflict experiences. Tschirgi (2004: 1),
for example, wonders why, after more than ten years of practice, the interna-
tional peacebuilding project is still experimental, amorphous, and tenuous in
nature.

But questioning the ability of the organizations involved in post-conflict
reconstruction is nothing new: similar questions were raised after World
War II. In promoting the Marshall Plan in 1947, Dulles (1993: 63) argued
that the Bretton Woods institutions were slow in getting under way and had
great difficulties in securing adequate financial resources. In his view, this
justified the Marshall Plan, despite the fact that these institutions had been
created for financing and supporting longer-range reconstruction projects
(the World Bank), and promoting financial stability in post-war Europe
(the IMF).

The lack of readiness and sufficient resources has been true of the UN sys-
tem and the IFIs in the post-Cold War period as well. Despite reforms aimed
at improving these institutions’ capacity for post-conflict reconstruction, their
bureaucratic procedures, financial and legal constraints, or professional staff

limitations still make a quick and effective response to countries at the early
stage of the war-to-peace transition almost impossible. Yet as discussed in the
case studies, such a response may well be essential to a successful move towards
global human security.

The United Nations and the political framework

As discussed earlier, the UN Secretariat led by the Secretary-General (here-
inafter referred to as the “UN”, as opposed to the “UN system” which also
includes UN programs and agencies) is uniquely positioned—in theory and
by its mandate—to help countries in the transition from war, where it is
critical to reconcile the objectives of peace and development. In this tran-
sition, the UN has often played the role of “honest broker,” verifying peace
agreements and facilitating and promoting their operational implementation,
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mostly under mandates of the Security Council, although in a few cases of the
General Assembly. In this capacity, the UN has addressed mainly political and
security, but also legal, institutional, and judicial issues. It has also played a
role in disarming, demobilization, and reintegration (DDR) programs. More
recently, in Kosovo and East Timor, the UN has played an intrusive role by per-
forming civil administration functions that are normally the sole prerogative
of sovereign governments. By contrast, the UN’s role in economic reconstruc-
tion has been minor in Afghanistan, reflecting what Brahimi referred to as a
“light footprint,” and in Iraq, owing to the US-led occupation following US-
led military intervention, as well as the exceptionally poor security conditions
prevailing in the country.

Although, in theory, the UN is best placed to lead post-conflict recon-
struction, in practice, its potential to lead an integrated approach in mat-
ters of human security has not yet been fully developed, either internally in
the Secretariat’s relevant departments or in conjunction with its programs
and agencies (the “rest of the UN system”), as well as with other actors.
Mismanagement, corruption, and influence peddling (most clearly associated
with the “oil-for-food” program and overall procurement practices), sexual
abuse and exploitation of women and children by peacekeeping forces, and
visible cases of incompetent and unaccountable staff members at the highest
levels have led many observers to question the ability of the UN to pro-
vide such an approach.2 Furthermore, the strong resentment—particularly
in the Muslim world—of comprehensive sanctions imposed by the Secu-
rity Council and maintained for a dozen years in Iraq has undermined the
organization’s credibility and led to its increased marginalization in the new
millennium.3

At the same time, the work and resources of the UN in post-conflict
economic reconstruction have been constrained by a tendency, particularly
among some members of the Security Council, to regard reconstruction
as simply “development in disguise.” This has led to the Council’s reluc-
tance to undertake commitments that go beyond peacekeeping strictu sensu,
with the notable exceptions of Kosovo and East Timor. Even in the latter,
despite the UN’s intense involvement, its early exit was most unfortunate, as
security conditions rapidly deteriorated because of unfinished reconstruction
business.

Understandably, the permanent members of the Security Council do not
want to finance non-military activities under the peacekeeping assessment
scale, in which they share a larger burden than in the regular UN budget.4

Over time, they have also invoked strong institutional constraints against
involving the Council in affairs that they do not regard as directly related
to the maintenance of international peace and security—often ignoring the
clear empirical evidence that post-conflict economic reconstruction is critical
in avoiding recurrence of hostilities.
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THE UN’S OPERATIONAL CAPACITY

The UN Secretariat has faced, and continues to face, several operational short-
comings that prevent it from playing a leading role in reconstruction. Member
states have failed to strengthen the Secretariat’s analytical and operational
capacity and to provide peacekeeping and peacebuilding operations in the
field with adequate resources for economic reconstruction. Because of this, the
UN has been unable to help countries formulate reconstruction policies that
are well conceived, transparent, and credible, and that can be implemented
from both a political and socio-economic viewpoint. These shortcomings
have also affected negatively the organization’s capacity to design and carry
out policies for the reintegration of former combatants and other estranged
groups into civilian life and productive activities.

UN involvement in post-conflict economic reconstruction has thus lagged,
largely as a result of lack of leadership at the top (including the Secretary-
General and his deputies) and inadequate human and financial resources.
Furthermore, reform proposals to strengthen the UN in the specific area of
post-conflict economic reconstruction, including my own, have gone largely
unnoticed. In 1995, when I was senior officer in charge of this area in the Office
of the Secretary-General, I argued that the need for the UN to become more
immersed in the multidisciplinary aspects of peacebuilding clearly required a
major rethinking and an analytical and operational redefinition of relation-
ships and comparative advantages. The dramatically enlarged scope of what
was expected from the international community was putting tremendous
pressure on the human and financial resources of the UN system as a whole.
Unfortunately, many of the flaws I discussed in an article in CEPAL Review a
dozen years ago seem to persist.5 The most notorious is the lack of integration
of the work of the Department for Political Affairs (DPA) and the Department
for Peacekeeping Operations (DPKO) on one side, and the Department for
Economic and Social Affairs (DESA) on the other in matters of economic
reconstruction.6

At the time, I offered three recommendations to make the integrated
approach operational. The first was to assign a high-level adviser (or team,
depending on the case) on economic reconstruction in all peace negotiations,
since stipulations in peace agreements are likely to have an important effect—
either positive or negative—on their implementation. This was missing from
the Salvadoran negotiations and the UN—including the peace mediator—had
come to regret it. While such counsel has become common practice in more
recent negotiations, for example, in Cyprus, the right kind of expertise has not
always been available.

The second recommendation was that peacebuilding missions should
include a unit headed by a high-level official to deal solely with economic
reconstruction. Although missions such as that in Kosovo have had an
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economic pillar, this was led by a different organization (the EU) and has
not been well integrated into the overall mission headed by the UN. In fact,
this pillar operated rather independently from UNMIK, and thus, the eco-
nomic transition followed basically an EU agenda, which was not always fully
in synchronization with or supportive of the political, security, and social
transitions.

In some UN missions, the Deputy Special Representative of the Secretary-
General (DSRSG) has been appointed from the UNDP to lead economic
reconstruction and carry out simultaneously the task of humanitarian coor-
dinator, resident coordinator of the UN system, and resident representative of
the UNDP. This is the case in Haiti and Liberia, for example. Although such
arrangements have often been hailed as an example of increased integration,
they are, in my view, a recipe for a “development as usual” approach. Because
the UNDP’s mandate is to collaborate with governments, such an arrangement
is likely to alienate former rebel groups, which were often equal partners in
peace agreements, but which, having given up their arms, are in a weaker
position during reconstruction than the government. Furthermore, in its
search for development financing, the UNDP often competes with the financ-
ing needs for political and security programs of peacekeeping operations,
which are critical to the war-to-peace transition. Similarly, there are conflicts
between the financing of humanitarian and reconstruction activities, at a time
when the latter are critical in avoiding aid dependency. In the case study on
El Salvador, I will argue, however, that the UNDP should have the leading
role in the transition from post-conflict economic reconstruction to normal
development, but certainly not during the immediate transition from war to
peace where reconstruction should take priority and the UNDP development
activities should take the back seat.

The third recommendation was that responsibility for post-conflict eco-
nomic reconstruction at UN headquarters be clearly assigned. A Post-Conflict
Economic Reconstruction Unit (PCRU), located within DPA could assist the
department, given the essentially political nature of reconstruction, to give
guidance to the mission in the field on reconstruction activities (see Figures 2–
4 below). A PCRU would be responsible for taking decisions and coordinating
support for economic reconstruction, as well as ensuring its integration into
other peacebuilding activities at UN headquarters. Unfortunately, more than
a decade after I made my proposal in the CEPAL Review, not only is there no
such unit, but also responsibilities for reconstruction continue to be shared
between the DPA and the DPKO in a confusing and ineffective way. Thus, the
political and economic objectives of post-conflict transitions continue to be as
poorly integrated at UN headquarters as they have been in the field.7

Former Secretary-General Boutros Boutros-Ghali did attempt to increase
the links between the political and the economic departments. His first move
was to ask the head of the DESA to convene and chair an interdepartmental
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task force for the purpose of drawing up An Inventory of Post-Conflict Peace-
building Activities, that I mentioned in Chapter 3. The purpose of the Inven-
tory was to identify actions and techniques relevant to post-conflict situations
and the UN agencies that could provide support (UN 1996a). But there was no
follow-up, partly because of the lack of qualified staff and a recruitment freeze
at the time which prevented the UN from bringing in people with the right
skills and experience from outside. Even more significant was the attitude of
the respective heads of the DESA and DPA.8 The latter gave low priority to
economic issues, and the former thought that reconstruction issues were not
rigorous enough for serious economists. Thus, political work was regarded
with suspicion in the economics department, while the political department
had little understanding of the importance of economic factors involved in
creating and preserving peace. Boutros-Ghali failed to assign responsibility
for the UN role in post-conflict reconstruction.

Boutros-Ghali’s successor, Kofi Annan, was no more successful. In fact, it is
not even clear how much he tried. Although the Secretary-General appointed
a Deputy Secretary-General,9 supposedly so that he could delegate to her (or,
subsequently, him) the responsibility for many economic and social issues, the
lack of a link between economic and political issues remained. Moreover, the
Secretary-General made no specific effort to get the DESA seriously involved
in post-conflict economic reconstruction, although—with good leadership
and appropriate resources—it could have strengthened the UN’s capacity
to play its impartial role.10 The Secretary-General did not make any effort
to bring the issue of post-conflict economic reconstruction to the Senior
Management Group (SMG), which had acted since 1997 as his cabinet and
the central policy planning body. Nor did he bring the issue to the Policy
Committee established in 2004 as the highest decision-making body within
the UN Secretariat.11

More worrisome, the continuing lack of communication between diplo-
mats and other political officials at the UN and economic officials at the IFIs is
clear from the Report of the Panel on UN Peace Operations (UN 2000c), known
as the Brahimi Report. This report appeared in August 2000 and has since been
a guiding force for the UN’s work in this area. The report essentially ignored
the economic reconstruction issues associated with peacebuilding, allocating
responsibility for the formulation of peacebuilding strategies—including both
preventive and post-conflict activities—to a committee in which neither the
DESA nor the IMF participated (although the World Bank did). Such exclu-
sion seems to be an indication that members of the group that wrote the
report do not consider the work of the DESA and the IMF to be relevant to
peacebuilding activities.12

Moreover, the Brahimi Report emphasized the need to distinguish between
strategy formulation and its implementation. With regard to implementation,
the report concluded that the UNDP has “untapped potential in this area,”
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and that, in cooperation with other UN agencies, funds, and programs and
the World Bank, it is best placed to “lead peacebuilding activities” (a recom-
mendation that runs counter to my Premise 5 for effective post-conflict recon-
struction). As Tschirgi (2004: 5) recognized, peacebuilding found temporary
and tenuous shelter under the roof of the development agencies. In my view,
the Brahimi Report clearly proposed continuation of the failed “development
as usual” approach to post-conflict reconstruction that has proved so inef-
fective in consolidating peace. In fact, Brahimi felt himself victim of his own
advice when he was Special Representative (SRSG) in Afghanistan in 2001,
and was undermined by the agencies from the very beginning. The UNDP’s
Administrator got himself appointed coordinator for recovery for the first
six months, in direct contradiction to the concept of an integrated mission
under the leadership of the SRSG. When Brahimi’s office circulated a paper
proposing that the funds and agencies should not have separate offices, but
should all operate out of an integrated office under the SRSG and a single UN
flag, he was ignored.

An important contribution of Brahimi’s report was to point out the short-
comings of the UN that impeded early deployment, and how key this phase
was for a successful transition to peace. As the report makes clear,

The first six to 12 weeks following a ceasefire or peace accord is often the most critical
period for establishing both a stable peace and the credibility of the peacekeepers.
Credibility and political momentum lost during this period can often be difficult
to regain. Deployment timelines should thus be tailored accordingly. However, the
speedy deployment of military, civilian police and civilian expertise will not help to
solidify a fragile peace and establish the credibility of an operation if these personnel
are not equipped to do their job.

In December 2004, A More Secure World: Our Shared Responsibility, the Report
of the High-Level Panel on Threats, Challenges and Change (UN 2004a),
again focused UN reform on peace and security issues.13 The Panel was
convened because of what the International Peace Academy (March 2005:
1) described as a genuine and broad awareness that collective responses to
global challenges were “in dire need of repair and upgrade: in concepts, in
procedures, in institutions and in commitments.” The report argued in favor
of a single intergovernmental organ dedicated to peacebuilding, empowered
to monitor and pay close attention to countries at risk, to ensure concerted
action by donors, agencies, programs, and financing institutions, and to mobi-
lize financial resources for sustainable peace and development (UN 2004: 71,
83–4).

In response to this report, Secretary-General Annan wrote yet another
report in March 2005, entitled In Larger Freedom. Acknowledging that, at the
time he was head of peacekeeping, the UN’s record had been blemished by
some devastating failures (notably in Angola and Rwanda), and that “roughly
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half of all countries that emerged from war relapsed into violence within
five years”, Annan argued for the need to ensure that peace agreements are
implemented in a substantial and sustainable manner. In this light, his report
proposed that member states establish an inter-governmental Peacebuilding
Commission, as well as a Peacebuilding Support Office (PSO) within the UN
Secretariat to make the transition from war to peace lasting (UN 2004a: 31).

Given the expense that Annan was willing to incur with groups of experts
and endless reports, as well as his bleak view of the UN’s record in the early
1990s and the high probability of the recurrence of conflict, it took him sur-
prisingly long to recommend changes to strengthen the peacebuilding capacity
of the organization. Indeed, the obvious need for improvement had been
clearly established more than a decade earlier. Be that as it may, the issue now
is whether his recommendation would strengthen the capacity of the orga-
nization, or be just another layer of bureaucracy, duplication, expense, and
delays in the support the UN should provide to countries coming out of war.

The new peacebuilding infrastructure

The newly created Peacebuilding Commission is unlike any other UN body.
It is an inter-governmental “advisory” subsidiary organ of both the General
Assembly and the Security Council, with 31 members selected by the Security
Council, the General Assembly, the Economic and Social Council (ECOSOC),
and contributors of troops and aid. As per a General Assembly Resolution
60/180 adopted on December 30th, 2005, the Assembly will have overall
responsibility for reviewing the Commission’s work by debating its annual
report, although the report would be available to other bodies, including the
IFIs.

The main purposes of the Peacebuilding Commission are

� To bring together all relevant actors to marshall resources and to advise
on and propose integrated strategies for post-conflict peacebuilding and
recovery;

� To focus attention on the reconstruction and institution-building efforts
necessary for recovery from conflict and to support the development
of integrated strategies in order to lay the foundations for sustainable
development;

� To provide recommendations and information to improve the coordi-
nation of all relevant actors within and outside the UN, to develop
best practices, to help to ensure predictable financing for early recovery
activities and to extend the period of attention given by the international
community to post-conflict recovery.
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The resolution states that, given the primary responsibility of the Security
Council for the maintenance of international peace and security, in countries
in which there is a UN-mandated peacekeeping mission on the ground or
under way, the main purpose of the Commission will be to provide advice
to the Council at its request. The resolution also underlines that the Com-
mission’s advice will be of particular relevance to the ECOSOC, given its
role as a principal UN body for coordination, policy review, policy dia-
logue, and recommendations on issues of economic and social development.
The relationship with the General Assembly and the ECOSOC has the pur-
pose of ensuring that the international community and donors maintain
interest in post-conflict countries, even after they have vanished from the
headlines.

Neither the Peacebuilding Commission nor the Peacebuilding Support
Office that the same resolution creates, however, has any “operational” capac-
ity, which is indeed a problem since that is where the UN has largely failed.
Finally, the Peacebuilding Fund, also created by the same resolution and
launched by the Secretary-General in October 2006, has the purpose of sup-
porting countries in the early transition to peace, when other financing mech-
anisms are not yet available.14

Despite the fact that it may be too early to make a definite judgment on
the new peacebuilding infrastructure, there are many reasons to be skeptical.
First, the fact that the Peacebuilding Commission’s 31 members must take
decisions “by consensus” seems like a recipe for paralysis. Second, the fact
that the General Assembly rather than the Security Council has main respon-
sibility over its work suggests that post-conflict reconstruction will remain
“development as usual.” Although the General Assembly may address any
matter within the scope of the UN Charter, in accordance with Article 12, it is
excluded from any matter in which the Security Council is seized, which are
those that matter the most for international peace and security. By member
states having each one vote, a bias in favor of development issues is guar-
anteed at the General Assembly. Third, it is not clear how the Commission
will integrate its work or what leverage it will have to coordinate the UN
system, given the problems discussed earlier regarding different mandates and
accountability to different governing bodies of the UN agencies. Indeed, given
its characteristics, the Commission seems like a perfect candidate to contribute
further to the large bureaucracy, inefficiency, mismanagement, and waste at
the UN.

THE PEACEBUILDING COMMISSION: FIRST ANNUAL REPORT

During its first year, the Peacebuilding Commission focused on two coun-
tries, Burundi and Sierra Leone. The presentation of its first report to the
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General Assembly took place on October 10, 2007 and to the Security Council
on October 17 (UN 2007a, 2007b). The Chairman of the Organizational
Committee of the Peacebuilding Commission noted that the Commission had
been established “to bring together all relevant actors, to marshal resources
and to advise on and propose integrated strategies for post-conflict peace-
building and recovery.” If this were the objective, perhaps the Commission
should have started with a country like Nepal, which is in the transition from
war after the Comprehensive Peace Agreement of 2006 and needs to establish
a strategy for reconstruction as soon as possible, whereas the two countries
selected had made this move long time ago.

Furthermore, in the case of Sierra Leone, for example, the country already
had a UN structure to support the government in the transition to peace.
There had been two peacekeeping operations. UNOMSIL (UN Observer Mis-
sion in Sierra Leone), in place from July 1998 to October 1999, had a military
mandate and a civilian one, which included advice and training of the new
civilian police and reporting on violations of international law and human
rights. In October 1999, after the signature of the Lomé Peace Agreement,
UNAMSIL (the UN Mission in Sierra Leone) was created to support the
government with the implementation of the agreement, including with the
disarmament, demobilization, and reintegration of former combatants.

Despite little progress in the reintegration of former combatants and other
war-affected groups, the Security Council decided that UNAMSIL had suc-
cessfully completed its mandate in December 2005. In January 2006, the Secu-
rity Council established UNIOSIL (UN Integrated Office), a political mission
under the leadership of DPA rather than DPKO. The mandate of UNIOSIL
included support to the government to address the root causes of conflict,
to improve governance, the rule of law and respect for human rights, trans-
parency and accountability of public institutions, and to coordinate with other
bodies on the smuggling and illegal trade in natural resources. An Executive
Representative of the Secretary-General (ERSG) was appointed to head the
Mission and to head, at the same time, the UN Country Team and be Resident
Coordinator of the UN system in Sierra Leone. In 2006, UNIOSIL had about
300 staff (82 international and 192 local staff plus over 20 UN Volunteers).
The cost of the mission was over $23 million.15

One would have thought that with a UN Integrated Office in place
(Figure 1), the UN was prepared to support the transition to peace in Sierra
Leone. Although UNIOSIL does not have an ideal structure to deal with
economic reconstruction and is likely to follow a “development as usual”
approach, it should nevertheless have the capacity to identify the critical
problems of the transition—such as lack of productive employment in general
and youth unemployment in particular—and be able to assist the government
in addressing them. An indication of the Commission’s failure to find its place
in the system and set its priorities is that, with an integrated mission in place,
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Figure 1. UNIOSIL (UN Integrated Office in Sierra Leone) organizational chart

Note: 1. Executive Representative of the SG.

Source: UNIOSIL web site.

it nevertheless had to send a team of nine members to Sierra Leone—with the
cost that this implies—to obtain “first-hand information about the situation
on the ground, in particular, the challenges to peace consolidation.” This not
only points out the inadequacy of institutional arrangements at the UN to
deal with post-conflict countries but also the waste of money and resources
that these inadequate arrangements lead to.

THE PEACEBUILDING SUPPORT OFFICE

The second piece of the peacebuilding infrastructure is the Peacebuilding Sup-
port Office. The Secretary-General specified that the Peacebuilding Support
Office “will not replace or duplicate the capacities of existing operational
actors.” However, by establishing the PSO “within existing resources,” the
latest reform might have contributed to depriving the operational depart-
ments (DPA, DPKO, and others) and, more importantly, the UN peacekeeping
operations, of critical staff. Nor is it clear what capacity the PSO has to “coor-
dinate” the UN agencies or aid flows, particularly given its skeleton staff. Other
specified PSO functions, such as the dissemination of information, analysis of
lessons learned, lobbying for larger aid flows, and ensuring that all relevant
actors participate in country meetings, are useful, but should not come at the
expense of the UN’s “operational” capacity.
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THE PEACEBUILDING FUND

The potential impact of this fund, with pledges of only $250 million at the end
of 2007, seems limited. Donors will have to provide this fund with much larger
resources if it is to have any significant impact. As a comparison, the Holst
Fund, established in the mid-1990s for budgetary and employment support
in Gaza and the West Bank, had a comparable level of resources (World Bank
1998a: 38).

AN EVALUATION OF UN REFORM

Over the years, reform at the UN has often involved the shifting of man-
dates and people from one office to another without bringing any new blood
into the system. The PSO, for example, was created by drawing staff from
peacekeeping operations in the field. The DESA was also reformed several
times, breaking it up and putting it back together on several occasions.16

The UN’s leadership does not seem to understand that, in the absence of
new expertise and talent to address the pressing issues that the UN is facing,
the same problems will reappear, regardless of where the existing human
resources are located. Most recently, on February 5, 2007, Ban Ki-moon, the
new Secretary-General, did it again. He proposed to improve the operational
capacity of the UN by creating yet another department: the Department of
Field Support, whose core was taken away from DPKO. However, neither this
new department nor the PSO will make any significant difference in terms of
increasing the UN’s capacity to deal with post-conflict economic reconstruc-
tion if they function “within existing resources and expertise”. The UN des-
perately needs new ideas and expertise to deal successfully with post-conflict
reconstruction.

STRENGTHENING UN OPERATIONAL CAPACITY TO CARRY OUT
POST-CONFLICT RECONSTRUCTION

If the UN is to lead post-conflict economic reconstruction—as I argue it
is in principle well placed to do in most cases (premise 5)—it needs to
acquire the right expertise and ensure that a properly equipped Post-Conflict
Reconstruction Unit (PCRU) is established in the UN Secretariat (Figure 2).
Because of the political nature of post-conflict economic reconstruction, the
PCRU should be located in the DPA, with strong links to the DPKO and the
DESA, with each of these departments having a Post-Conflict Reconstruction
Coordinator (PCRC).17
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Notes: 1. Department of Peacekeeping Operations; 2. Department for Political Affairs; 3. Department
for Economic and Social Affairs; 4. Department of Humanitarian Affairs; 5. Post-Conflict Reconstruc-
tion Unit; 6. Post-Conflict Reconstruction Coordinators.

The creation of the PCRU would provide leadership, support, and opera-
tional guidelines from headquarters to a counterpart National Reconstruction
Coordinator Office (NRCO) in the UN peacebuilding (or integrated) mis-
sion in the field (Figure 3). The NRCO would be under the Deputy Special
Representative of the Secretary-General (DSRSG) for Economics and Finance.
Large peacebuilding operations could have two deputies under the SRSG, one
for political and security affairs, and the other for economic and financial
affairs.18 The latter would have two offices, the first for reconstruction and
the second for administrative and budgetary issues related to the UN mission
itself. While the SRSG should be selected for his diplomatic, political, and
negotiating skills, the Deputy with responsibility for economics and finance
should be a good manager, with strong qualifications and experience in eco-
nomic, administrative, and financial issues. In small operations with only one
DSRSG for Political Affairs, the National Reconstruction Coordinator could
come directly under the SRSG and be his top adviser on all reconstruction
issues.

Both the PCRU at headquarters and the NRCO in the mission will have
to be headed at a high level. They will also have to have staff that is, at
the same time, fully versed in both economic and financial issues related to
reconstruction, and fully aware and up to date with the political and security
issues constraining reconstruction. This can be achieved only through rig-
orous hiring and intensive training policies and practices, including at the
highest level. Having this expertise could facilitate dialogue with the IFIs,
which, as discussed below, play a critical role in post-conflict reconstruction.

At the field level, the NRCO should include four units, each one headed by
a Policy and Strategy Coordinator, an Aid Coordinator, an IFIs Coordinator,
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Figure 3. Proposed UN Peacebuilding Mission organizational chart for effective economic
reconstruction

Notes: 1. Special Representative of the Secretary-General; 2. Deputy Special Representative of the
Secretary-General for Political Affairs; 3. Deputy Special Representative of the Secretary-General
for Economics and Finance; 4. National Reconstruction Coordinator Office headed by the National
Reconstruction Coordinator (NRC); 5. UN Administration and Budgeting Office.

and a UNDG National Coordinator.19 The Policy and Strategy Coordinator
would coordinate all the substantive work on reconstruction, assist coun-
tries in the design of the reconstruction strategy, and coordinate with them
the assistance of the international community. The Aid Coordinator would
centralize all data and information related to donors’ assistance, including
from the IFIs, in order to avoid duplication and working at cross purposes,
and would have major responsibility for fundraising activities, including the
preparation and presentation of financing requests for donors’ conferences.20

The IFIs Coordinator would centralize relations with the different government
bodies relating to the provision of technical assistance and capacity building
by the IFIs. The UNDG National Coordinator would coordinate all assistance
with UN agencies and programs. For this position, the higher-ranking UNDG
official in the country or the head of the agency with the largest and/or most
visible program in the country could be selected.

The NRCO under the leadership of the National Reconstruction Coordina-
tor (NRC) should deal solely with the broad range of economic reconstruction
issues and have strong links with the PCRU at UN headquarters (Figure 4).
This integrated approach would improve the effectiveness of the UN system
and the allocation of resources in assisting reconstruction in post-conflict
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Figure 4. Proposed coordination links between UN Headquarters and the Peacebuilding
Mission in the Field for effective economic reconstruction

Notes: 1. Department of Peacekeeping Operations; 2. Department for Political Affairs; 3 Department
for Economic and Social Affairs; 4. Department of Humanitarian Affairs; 5. Post-Conflict Reconstruc-
tion Unit; 6. Post-Conflict Reconstruction Coordinators; 7. National Reconstruction Coordinator Office;
8. Deputy Special Representative of the Secretary-General for Economics and Finance; 9. Special
Representative of the Secretary-General.

countries by enabling the UN mission responsible for peacebuilding to make
critical policy, strategy, and operational decisions in close coordination with
the government and other actors involved. It would also facilitate the inte-
gration of the economic and social transitions, on the one hand, with the
political and security transitions on the other. Just as importantly, once
the peacekeeping/peacebuilding mission is dismantled, the UNDG National
Coordinator would provide the essential link to the “development as usual”
functions of the UN system. At this stage, he or she would become UNDG Res-
ident Coordinator, ensuring continuity between the peace and development
processes.

The institutional memory of the UN in post-conflict reconstruction should
be part of the PCRU at headquarters, with the support of the NRCO at the
field level.21 Unless such a memory exists, the parties to peace agreements or
other political arrangements might find it to their advantage to wriggle out
of or distort previous economic and social commitments to which they may
have agreed only reluctantly. The problem of frequently changing staff and
lack of institutional memory mechanisms was evident in El Salvador—the
first UN multidisciplinary PKO—as it has been in every subsequent operation.
It would greatly facilitate reconstruction not only to ensure recruitment of
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qualified experts from the beginning of the operation, but also to have over-
lapping contracts to ensure that institutional memory is not lost.

Moreover, although the UN has conducted post-mortems of political and
military operations, systematic evaluations during and following completion
of economic reconstruction should be greatly encouraged. This would facil-
itate the formulation of lessons and best practices, as well as promote cross-
fertilization among different reconstruction experiences. The UN did not do
this in the case of El Salvador, even though such a post-mortem could have
facilitated later operations in Guatemala, Haiti, Kosovo, East Timor, and many
other places.

The international financial institutions (IFIs) and
the economic framework

The UN often mediates peace agreements that have serious economic con-
sequences and require large amounts of technical assistance and financing.
The IFIs, which include the Bretton Woods institutions–the IMF and the
World Bank—and the regional development banks, play a critical role in
establishing the economic and financial framework for the transition to peace.
These institutions become involved in post-conflict economic reconstruction
in different ways and at different stages. They assist countries in normal times,
and they, in general, cease operating in countries at war, renewing their rela-
tionship as soon as security conditions permit and a credible government is in
place.22

As the Asian Development Bank (ADB 2002b) puts it, economic recon-
struction is much more than building roads, bridges, and schools: it is largely
about building capacity for market-based recovery and sustainable growth.
This is where the IFIs and other development organizations play a major
supportive role. They carry out this role through four channels: policy advice,
technical assistance and capacity building, financing reconstruction, and cat-
alyzing financing from other donors. All of these activities are important since,
for the reasons I discussed earlier, financial stability and the reactivation of
growth and employment are decisive in the transition to peace.

There is abundant evidence that donors are not likely to be generous with
countries that are not putting their economies in order and doing their best to
help themselves. In general, donors will provide large flows of aid only if they
think that their financial resources will be used effectively and transparently
and that recipient government policies are consistent with financial stability.
Moreover, the IMF’s blessing through a formal or informal program to ensure
financial stability and the reactivation of growth has proved to be a de facto
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if not de jure requirement for assistance from the World Bank, the regional
development banks, and often even from bilateral donors.23 This, however, is
beginning to change, as discussed later.

Policy advice and technical assistance from the IFIs has proved particularly
important, because countries in the transition to peace need, as a general rule,
not only to stabilize their economies but also to establish or modernize their
macroeconomic institutions and to develop adequate policies to deal with the
challenges of reconstruction. The IMF’s role during the early post-conflict
transition is to help countries to reestablish macroeconomic stability and assist
with the building of national institutions, particularly in relation to the finance
ministry and the central bank. Typically, the IMF focuses technical assistance
on rebuilding capacity in the fiscal, monetary, exchange, and statistical areas.24

Policy advice focuses on budget preparation to ensure that it is consistent
with available national and international resources, that inflationary pressures
subside, that the external position is strengthened, that new quick-yielding
revenue measures are developed, and that the system of payments, credit,
and exchange operations is restored and functioning properly. The latter is
essential to ensure effective use of aid resources and facilitate payments to civil
servants, who in some cases have not received wages for long periods.

As the 2007 Report of the External Review Committee on Bank-Fund Collab-
oration, known as the Malan Report, notes, close collaboration between the
World Bank and the IMF is vital because, while they have separate mandates,
they are inherently linked. For example, the Fund’s efforts at macroeconomic
stabilization will not be sustained unless they are linked to supply-side mea-
sures to promote investment, growth, and improvement in the quality of pub-
lic spending, which is a major Bank concern (IMF and World Bank 2007: 6,
24–5).25 In other words, the reestablishment of a stable macroeconomic policy
framework supported primarily by the IMF is a necessary, but not sufficient,
condition for the reactivation of growth and the creation of employment. It
must be accompanied by a focus on the supply-side or micro-foundations of
investment and growth (rehabilitation of infrastructure and human resources,
improvement of the business climate, and poverty alleviation)—the domain
of the Bank and other development organizations, such as the UNDP, the
regional development banks, and other UN agencies. These institutions also
provide technical assistance and support for the development of specific sec-
tors, including energy, agriculture, industry, and the financial sector.26 Since
1994, following its first experience in Uganda, the World Bank has also been
increasingly involved in mine clearance and in demobilization and reintegra-
tion of former combatants and other groups affected by the conflict (World
Bank 1998a, 1998b).

In countries under normal development, the Fund and the Bank provide
assistance at the request of member states and with their consent. Their activ-
ities in UN and US protectorates in Kosovo, East Timor, and Iraq, as well as in
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countries with weak governments like Afghanistan, have been rather intrusive.
According to Boon (2007: 526–33), these institutions have assumed “quasi-
legislative functions.” Boon argues that the Security Council has become an
institutional enabler for the Bretton Woods institutions (through the issuance
of Chapter VII resolutions) and that these organizations had to undertake sig-
nificant interpretive leaps with regard to their Articles of Agreement, revealing
an important new expansion in their mandates.27

In 1997, the World Bank adopted a framework for its involvement in post-
conflict reconstruction (World Bank 1998a) to draw on best practices of their
operations up to that time and to sketch guidelines for their future operations.
The Bank also established a special Post-Conflict Unit to act as a focal point
to provide assistance to countries in the transition to peace.28 Member states
provided staff on secondment to this unit so that it could acquire talent and
expertise not available at the Bank at the time.29

Soon afterwards, the World Bank started collaborating with the UNDG in
preparing and carrying out Post-Conflict Needs Assessments (PCNA). The
UNDP and other UN agencies are often present in the country throughout
the war and thus can play a valuable role in this process. The PCNA involves
the technical assessment of initial conditions to ascertain the reconstruc-
tion needs as well as the national capabilities constraints that will jointly
determine the post-conflict reconstruction strategy. The process of analysis,
consultation, and negotiation that starts with the PCNA allows national and
international actors to discuss priorities, define commitments, and plan for
action.

Despite collaboration with the UNDG, difficulties with the PCNAs led
the Bank in 2001 to issue formal directives on Operational Policies and
Bank Procedures. Through this framework paper, the Bank formalized several
instruments for analyzing the problems of countries in conflict, including
the Watching Briefs and the Transitional Support Strategy (TSS).30 In late
2001, the Bank adopted the Low-Income Countries under Stress (LICUS)
Initiative.31

In 2003, the Bank finally accepted that “the main objective over the short-
to medium-term must be to consolidate peace” (Boyce 2004). This was indeed
a major change from its position a decade earlier in El Salvador, which is
discussed in the case study in Chapter 7. How this realization has affected
the Bank’s operational work since then remains an open question that it is
too early to evaluate. Events at the Bank over the last two years, leading to the
resignation of the President in May 2007, have thrown the Bank into disarray
and impaired its functions. New leadership in 2007, not only at the World
Bank under Robert B. Zoellick, but also at the IMF under Dominique Strauss-
Khan, would hopefully allow these institutions to play a renewed and more
effective overall role in post-conflict reconstruction. Member states should
ensure that this is the case.
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Although the IFIs provide some of their own resources to support economic
programs, countries are often not eligible for them in the immediate war-
to-peace transition because of debt arrears with these institutions. Moreover,
some post-conflict countries are not eligible to borrow at concessional (better
than normal) terms from these institutions, either. This is because, on the one
hand, they must have an income per capita that puts them below a maximum
level, and, on the other, they need to establish a track record before they
qualify.32 At the same time, most post-conflict countries are unable to afford
the normal lending terms of the IFIs. This catch-22 process will be discussed
separately below.

In cases in which post-conflict reconstruction takes place in provinces or
in countries that are not members, the IFIs cannot in principle lend to them
but can provide technical assistance. Serbia and Montenegro, a non-member,
and Kosovo, a province, were cases in point. Nevertheless, the IFIs have shown
flexibility in emergency situations.33 Both the Fund and the Bank have been
involved in countries that were yet to complete the financial normalization
and membership process. In 1996, the Bank, for example, approved sixteen
emergency infrastructure and social projects for Bosnia and Herzegovina
(World Bank 1998b: 11).

The World Bank—often in collaboration with the UNDP and the regional
development banks—has played the most important role as a catalyst for
financing in post-conflict situations. In this capacity, the Bank organizes and
leads consultative group meetings for countries, often even before the country
achieves peace. This was the case, for example, in El Salvador and in Bosnia
and Herzegovina. For other countries, the UNDP sponsors roundtables with
donors. This was the case, for example, in Angola, Rwanda, Sierra Leone, and
elsewhere.34

THE EVOLVING ROLE OF THE BRETTON WOODS INSTITUTIONS IN
FINANCING RECONSTRUCTION

In financing post-conflict countries, the Bretton Woods institutions initially
used the same facilities (financing mechanisms) that they used for coun-
tries undergoing normal development. Thus, countries like El Salvador and
Bosnia and Herzegovina negotiated stand-by arrangements (SBAs) of 12 to
18 months with the IMF at normal (non-concessional) terms. As a result,
post-conflict countries often did not draw funds, instead using the facility as
a “precautionary” arrangement. Having an SBA, however, facilitated access
to other types of financing, including from the World Bank. The Bank lent
under the Structural Adjustment Loan (SAL) facility, which allowed countries
to carry out reforms to increase their productive capacity. This facility was
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approved in 1980. Turkey was the first country to use it to finance high priority
imports to improve its capacity in agriculture and industry.

In 1994, the IMF Interim Committee recognized for the first time the spe-
cial needs and problems of countries emerging from conflict and requested the
Executive Board to make recommendations in this area. As a result, in 1995 the
Fund expanded the scope of its emergency assistance facility to include post-
conflict countries, in addition to those recovering from natural disasters. This
facility is supported by policy advice and in many cases by technical assistance
to rebuild the capacity for macroeconomic policymaking.

For a country to be eligible for Emergency Post-Conflict Assistance (EPCA),
certain conditions must be present: disruption of institutional and admin-
istrative capacity, sufficient capacity for planning and policy implementa-
tion, and urgent balance-of-payments needs. The country must also show a
commitment to carrying out an IMF-supported program under an SBA, or
extended fund facility (EFF). IMF financing would help the country directly
and by catalyzing support from other donors, since Fund support must be
part of a concerted international effort. These conditions limited eligibility for
EPCA to countries in the transition to peace.35

More importantly, a country can have access to EPCA only if it is current
with its obligations to the Fund (that is, it has no outstanding arrears). In some
cases, EPCA is used to repay bridge loans drawn to pay arrears to the Fund,
and in some countries, loans had to wait until the country’s membership
procedures were finalized.36

Given the tragic economic and social conditions that often prevail in post-
conflict countries, the terms of EPCA and its use to pay arrears to the Fund
seem odd and are topics that deserve urgent public debate. Although the EPCA
involves quick disbursement of funds and does not impose performance crite-
ria (conditionality), it does not offer concessional terms and it was originally
limited to only 25 percent of the member’s quota. As a result, this facility
has proved inadequate for the immediate needs of countries in the transition
to peace, because the percentage was too low and the logic of the assistance
mechanism is reversed. At a critical point when peace-related programs may
make the difference between giving peace a chance and reverting to war,
the country has to pay normal (non-concessional) rates to borrow from the
Fund and has to repay the emergency loan within 31/4 and 5 years. While
servicing the EPCA at these harsh terms, the country is expected simultane-
ously to establish “a good track record” to qualify for facilities at concessional
terms.

Furthermore, establishing a good track record often requires that the coun-
try “resist political pressure to increase spending ahead of . . . elections, and
to sustain and deepen the effort to contain the wage bill, given the large
share of public expenditure absorbed by salary payments.”37 The dogmatism
and the “development as usual” approach to policymaking that the IMF has
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often preached have not contributed to national reconciliation, and have even
endangered peace. Even in cases where it would be difficult for a country to
increase wages, it is the wrong approach for the IMF to say it. It is up to
governments to decide on their spending priorities for there is nothing as
important in the immediate post-conflict transition as to improve the well-
being of public servants and other groups that need to feel part of the peace
process and have a stake in it. If the population at large does not perceive
a “peace dividend” in terms of improved living conditions, the transition
will not be sustainable. Indeed, the EPCA facility’s lack of concessional terms
implies that it often takes a few years for countries in the transition to peace
to become beneficiaries of concessional terms, which often delays implemen-
tation of critical peace-related programs and poses an additional threat to the
transition.38

Not surprisingly, since the meetings of the Interim Committee and the
Development Committee in April 1998, there have been calls by member
states, including by the G-8 at their meeting in Birmingham in May of that
year, for additional and timely assistance to post-conflict countries. Despite
these calls, little has been done to improve the terms, conditions, and timing
of financing to post-conflict countries in the immediate transition to peace. In
fact, changes took place only with regard to facilities for which post-conflict
countries had to establish a track record. Thus, in early 2001, an administered
account was established at the Fund to subsidize the rate of charge on EPCA,
but only to members eligible for the Poverty Reduction and Growth Facility
(PRGF).39

Since the late 1990s, several post-conflict countries became potentially eli-
gible for debt reduction under the HIPC Initiative, but in order to qualify
they also needed to establish a track record under the IMF- and International
Development Association (IDA)-supported programs (IDA is the conces-
sional lending arm of the World Bank for the world’s poorest countries).40

Moreover, the EPCA facility remains inadequate for the needs of post-conflict
countries. In 2004, the IMF extended it for up to three years, with an increase
in resources up to 50 percent of quota, although with an annual limit of 25
percent as of end-2006.41

Since the mid-1990s, financing of post-conflict reconstruction has increas-
ingly taken place through the establishments of Trust Funds, often adminis-
tered by the World Bank.42 In addition to the regular performance-based IDA
allocations, the World Bank created a Post-Conflict Fund (PCF), the LICUS
Implementation Trust Fund, and a Multi-Donor Trust Fund to deal with post-
conflict and LICUS countries. Through different trusts, the World Bank has
channeled grants—as opposed to loans—for short-term budget support and
emergency projects. Nevertheless, UNDP and the UN agencies continue to
be a more important source of grants to these countries. These organizations
are funded by voluntary contributions from member states and, since they
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provide grants rather than loans, have a strong presence in failed states and
other low income countries.

The Trust Fund for Bosnia and Herzegovina created a precedent, since the
Bank did not wait for its membership and normalization of arrears. Given the
country’s needs and special circumstances in its transition to peace, a series
of emergency projects to help jump-start the reconstruction effort were to be
financed with a $150 million trust fund in February 1996.43

In March 2002, the Afghan Reconstruction Trust Fund (ARTF) was created
to provide a coordinated financing mechanism to enable Afghanistan’s interim
administration to finance budgetary and other priority expenditure, as well
as specific investment projects that are crucial for the country. The World
Bank administered this fund—which covered more than half of the funding
required for the operating budget—under the supervision of a management
committee comprising the ADB, the IsDB, and the UNDP.

In January 2004, the World Bank and the UNDP (representing the UNDG)
launched the International Reconstruction Fund Facility for Iraq (IRFFI) to
facilitate the channeling of donors’ funding and coordinate other support for
reconstruction and development. This was the first time that the two orga-
nizations administered a multi-donor reconstruction trust fund. However,
because of security and other problems, reconstruction has lagged in Iraq, so
experience with this fund does not allow us to draw any conclusion on whether
it is the right trust fund model for the future.

The development of trust funds under concessional terms has been a
welcome development, particularly since it has allowed financing of critical
recurrent expenses such as civil servants’ salaries and pensions. These expenses
were difficult to finance in the past, owing to donors’ reluctance to provide
budgetary support for recurrent expenditure.

Increased collaboration between the UN and the
Bretton Woods institutions

When de Soto and I wrote our Foreign Policy article in the early 1990s, our
objective was to call attention to the fact that separate, simultaneous political
and economic activities overseen by the UN and the Bretton Woods institu-
tions in El Salvador—the first comprehensive UN peacebuilding operation—
were on a collision course. We argued that the lack of operational integration
had put peace at risk soon after the signature of the peace agreement in Janu-
ary 1992. We favored Boutros-Ghali’s integrated approach to human security,
according to which military, political, economic, and social issues would be
addressed jointly and coherently rather than separately, as was the practice at
the time.44
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Since then, the situation has clearly changed for the better. In the sum-
mer of 1993, the Secretary-General and the Managing Director of the IMF
Michel Camdessus, agreed to promote a coordinated effort in post-conflict
peacebuilding on the basis of An Agenda for Peace, focusing on cases where
this was required imminently or in the near future. Cambodia, Haiti, and
Mozambique were specifically mentioned. A meeting between the UN and the
IMF took place in October to discuss the follow-up to the agreement between
the heads of the two organizations. In preparation for this, the Secretary-
General asked the head of the DESA to convene and chair an interdepart-
mental task force for the purpose of drawing up an Inventory of Post-Conflict
Peacebuilding Activities, identifying activities and techniques relevant to post-
conflict situations, as well as agencies with the required expertise. Despite
the importance of economic and social issues, the Inventory included other
peacebuilding activities in the political, legal, and institutional fields.

In 1995, after the Interim Committee recognized the special needs of post-
conflict countries, the G-7 Summit in Halifax called on the Bretton Woods
institutions and the UN to establish a new coordination procedure. This was
necessary to facilitate a smooth transition from the emergency to the rehabili-
tation phase of crises and to cooperate more effectively with donor countries.
After the poor experience in El Salvador, by mid-1995 the UN, the IMF, and
the World Bank were working closely in peace processes in Guatemala and
in Angola. In Guatemala, contrary to what had occurred earlier in El Sal-
vador, the IMF was involved in the peace process from the very beginning,
with its staff maintaining relationship with the Secretary-General’s envoy, the
UN Secretariat in New York, and the UNDP in the field. Consultations were
particularly intensive prior to the signing of the peace agreement in 1996.45

In the case of Angola in the mid-1990s, the IMF also collaborated closely
with the UN, both in New York and in the field. At the same time, the Fund and
the UNDP jointly financed technical assistance throughout a difficult period
to improve the country’s management of its economic and financial resources.
The IMF staff participated in the 1995 UNDP-sponsored roundtable con-
ference convened for Angola in Brussels, and in turn organized a follow-up
meeting during the IMF–World Bank Annual meetings in October 1995.

The more cooperative and integrated approach between the Bretton Woods
institutions and the UN in post-conflict situations has continued in matters
in which human security is at risk.46 Correspondence between successive
Secretary-Generals (first Boutros-Ghali and later Annan) and the heads of
the Bretton Woods institutions from 1994 to 1997 showed close collaboration
on Guatemala, Angola, and Haiti, which had been lacking in the case of
El Salvador.47

By the turn of the century, close collaboration was taking place in Kosovo
and East Timor, and even during peace negotiations, such as those in
Cyprus. This is as it should be, since peace-related programs have financial
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implications that must be considered early on in designing peace agreements
and reconstruction strategies. As a result of the problems faced in El Salvador,
the UN became more aware of this, and acknowledged that peace requires
macroeconomic stability.48 At the same time, the Fund explicitly recognized
the need for increased flexibility in setting economic objectives and targets to
allow for peace-related expenditure, including through access to some domes-
tic financing, despite its potentially inflationary impact.49

However, a truly integrated approach between these organizations has
remained difficult to achieve, despite the significant improvements in their
collaboration over the years. This was reflected in the position taken by World
Bank President James Wolfensohn when he participated for the first time in
the High-Level Segment of the ECOSOC in 1995. According to Wolfensohn,
he was all for cooperation, but not for being coordinated.50

Cooperation and coordination within the UN System

Many analysts have long argued that member states need to rethink concep-
tually and operationally the involvement of the UN system as a whole in the
humanitarian and development fields. Despite much talk about UN reform,
only changes at the margin have been achieved so far. Under normal devel-
opment conditions, most countries house several UN bodies—each with its
own program and budget—most of which respond to their own headquarters,
board, or governing council. Overall planning and coordination between these
bodies is often discussed, but very little of it actually occurs. Each institution
often designs its national programs following a general model, with little con-
cern for the particular nature or idiosyncrasy of the case at hand, or for what
other institutions are doing in the country. The problems that this creates have
been tremendous, both in the field and in competing for donors’ funding.51

The need to rethink conceptually and operationally the involvement of
the UN system is even more urgent in countries in transition from war to
peace, where the link between peace and development is critical. It is in these
countries where the international community’s involvement is at its highest
and, for that reason, the potential distortions and inefficiencies are greatest.
A large UN presence burdens the capacity of the national authorities to deal
separately with the different agencies, creates all kinds of distortions in the
national economy, and is a waste of taxpayers’ money due to duplication
and overlapping mandates. Moreover, endless turf battles and competition for
funding at donors’ meetings is the rule rather than the exception. The UN
system often spreads its resources so thinly that they hardly make a difference,
rather than pooling them strategically according to the specific comparative
advantages of the different programs and agencies. All this has contributed
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to the misallocation of resources in post-conflict countries—both human and
financial.

As a rule, the larger the international support for a peacebuilding operation,
the greater the distortions of the international presence in the post-conflict
economy. This is inevitable due to the presence, not only of officials from the
UN system, but also of expatriates from other multilateral agencies, bilateral
donors, and NGOs. These expatriates, with access to large foreign exchange
resources, bid for a limited number of qualified local professionals and other
workers, viable office space, and housing, food, and all types of services. In
doing so, they drive up prices, rents, and wages and deprive the national civil
service of their most qualified people. Just as worrisome, by not doing what
they were trained to do, qualified people would lose their skills and this would
affect the future productive capacity of the country. Engineers or doctors,
for example, working as drivers or translators for the UN for many years,
may find it difficult to go back to their professions. For the transition to be
effective, these distortions have to be kept to a minimum. Otherwise, nationals
in post-conflict countries will resent the international presence and make the
transition more difficult.52

Only an integrated approach to human security—as proposed by Secretary-
General Boutros-Ghali in his Agenda for Peace—can avoid the distortions and
inefficiencies that have plagued the UN system. In 1992, as a first step, the
Secretary-General created UN Interim Offices in seven former Soviet republics
to facilitate the transition to democracy and a market economy in those
countries by providing a unified UN presence. The idea behind integrated
offices was that the UN Resident Representative would be the only high-level
UN representative in the country. All other programs and agencies would be
represented within the same office, at a lower technical level. However, when
he tried to extend his policy of integrated offices to other countries, he failed,
in what one of his close advisors referred to as a “finger-burning experience.”53

Secretary-General Annan also made efforts to improve coordination at
the field level. His efforts included a much less ambitious model. In 1997,
the Secretary-General created the UNDG, bringing together the operational
agencies and UN departments working on development. Its purpose was to
establish, in a coordinated way, policies and procedures to allow the UN sys-
tem to work together and to support strategies and programs aimed at poverty
alleviation and other development goals. In particular, the UNDG is geared
towards the achievement of the Millennium Development Goals (MDGs), and
thus is not an appropriate coordination mechanism for post-conflict coun-
tries, which have special needs and face mostly political challenges. In fact,
the Secretary-General never clearly specified the mechanism for the UNDG
and the peacekeeping or peacebuilding missions in the field to collaborate in
matters of peace and development, leaving the seat of responsibility for post-
conflict reconstruction adrift.
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At the same time, some of the UN Interim Offices became UN Houses in
the new millennium, after agencies joined under a single roof. The Secretary-
General created a few new UN Houses as well. However, although physical
integration may improve the situation marginally, it does not eliminate the
other problems and distortions created by the large number of UN agencies
and programs in the field, which put tremendous strain on the capacity of
weak governments in developing countries to deal with them.

Ad hoc institutional structures were established in different post-conflict
countries when a peacekeeping or peacebuilding operation was put in place.
In some cases, one of the deputies SRSG was appointed from UNDP to also
carry out the Resident Coordinator’s functions. As I mentioned earlier this is
the case in Haiti and Liberia, among others. In other cases, as for example,
Sierra Leone (see Figure 1), the head of mission has the UNDG directly under
him, without someone with the right credentials making the link between the
political and economic objectives of the transition. Both structures promote a
“development as usual” approach to reconstruction rather than an integrated
approach to human security.

In November 2003, soon after the tragedy of the attack on the UN in
Baghdad, the Security Council brought UNAMI (UN Assistant Mission for
Iraq) to a minimum. At the same time, the UNDG started an integrated
team approach, “with the lightest footprint in Iraq” to avoid terrorist attacks.
The purpose was to minimize the UN presence in the country, by engaging
more closely with a network of Iraqi partners that UN agencies had built
over the years. By early 2004, the UN country team (UNCT) had prepared a
comprehensive Strategic Plan for Assistance to Iraq. Innovative aspects of this
plan included grouping areas of assistance into ten clusters for joint planning,
programming and implementation; sharing premises, transportation, com-
munications, procurement, and administration; and strengthening advice,
support, and assistance to the UN national staff members who continued to
work across the country. The so-called “UN cluster approach” was a way to
provide assistance to key Iraqi ministries such as the Ministry of Planning and
Development Cooperation. In the organizational chart of UNAMI, the SRSG
has two deputies, one for political matters and the other for humanitarian
coordination. No institutional arrangement exists, though, to deal with eco-
nomic reconstruction per se (UNAMI 2004).54

For Iraq and other governments in such situations, to be able to work with
the UNCT as one entity is indeed a welcome development. What is clearly
missing in UNAMI’s structure is a way to integrate the work of the UNCT with
the political work of UNAMI, all under the SRSG leadership. First, by having
a DSRSG for humanitarian affairs coordinate work on economic reconstruc-
tion, the UN is conflating activities that are clearly distinct, and should be
done by different actors. As I will discuss in detail in Chapter 6, humanitarian
assistance is for consumption purposes (and hence humanitarian) and only
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reconstruction activities can create sustainable investment and employment
in the country. This distinction is critical in avoiding aid dependency in the
future. Second, the SRSG will need to rule if the political and economic
objectives ever clash, as they often do. Since SRSGs are generally selected for
their political and diplomatic skills, they will need good advice on economic
reconstruction, which the current institutional organization does not contem-
plate. Unless the SRSG has this capacity, he or she will not be able to provide
effective support to the government in this area. At any rate, the capacity of
missions to deal with economic reconstruction should be institutionalized
rather than being dependent on the personal qualifications and experience
of the SRSG.

In November 2006, the newly established High-Level Panel on System-
Wide Coherence recommended that, in order to carry out its “development
functions,” the UN should “deliver as one” at country level, with one leader,
one program, one budget, and, where appropriate, one office, along the lines
proposed by Boutros-Ghali. According to this latest proposal, should the
country want it, all UN program activities are to be consolidated at the coun-
try level. An empowered Resident Coordinator should manage the “One UN”
country program. The proposal also contemplates restructuring the UNDP to
strengthen its operational work and focus it on policy coherence and position-
ing of the UN country team, while withdrawing from sector-focused policy
and capacity work carried out by other UN organizations.

A year later, in November 2007, the government and the UN system in
Rwanda signed the first “One UN” program. By signing this pact, sixteen
UN agencies operating in Rwanda will commit to creating a more efficient
and cost effective UN to speed up the work towards achieving the Millennium
Development Goals and improve the lives of Rwandans. Seven other countries
are likely to adopt the One UN soon. Although it is still too soon to be overly
optimistic, this new reform is certainly in the right direction to minimize the
UN presence and avoid the large distortions that it otherwise creates.

But, the One UN program is not enough for an integrated approach to
human security, as Boutros-Ghali proposed. Although this program would
allow minimization of the UN presence and the distortions it creates, it is
not, by itself, enough to enable the UN to integrate the political and eco-
nomic objectives of the transition from war to peace. The latter could only
be done effectively by giving the peacekeeping or peacebuilding mission in
the field, and its SRSG, the capacity to deal with the technical aspects of eco-
nomic reconstruction. Thus, my proposal to create a National Reconstruction
Coordination Office (NRCO) (see Figure 3) would provide the institutional
capacity through which the SRSG can follow an integrated strategy to human
security.



6 Issues for debate
on international
assistance

“Along with the great problem of maintaining the peace, we must
solve the problem of the pittance of food and coal and homes.
Neither of these problems can be solved alone.”

George C. Marshall, November 19451

As discussed in Chapter 2, the type of wide-ranging debate that took place
after the two world wars concerning economic reconstruction has been largely
absent following the Cold War. Given the large demand and the increasingly
troubling record with economic reconstruction, it is never too late to initiate
a serious public discussion about how to improve the international commu-
nity’s capacity in this regard. Stronger capacity for international assistance,
in conjunction with a sound strategy at the country level—the topic of Part
V of this book—would greatly improve the countries’ chances of success in
consolidating peace and fully devoting their resources and energies to the
normal challenges of development and poverty alleviation.

To be sure, the debate stimulated by our Foreign Policy article on the need
to integrate the political and economic aspects of peacebuilding, discussed
in Chapter 5, resulted in much-improved coordination between the United
Nations and the international financial institutions (IFIs). Some mechanisms
such as the creation of the UNDG and the One UN, discussed in Chapter 5,
have also sought to improve coordination among UN agencies. However,
coordination has proved to be a necessary but not a sufficient condition for
successful reconstruction. Two other factors are critical. On one hand, there is
a need for greater flexibility and more aid mechanisms on concessional terms
from the IFIs and other donors. On the other hand, post-conflict countries
must assume greater responsibility and accountability for dealing with aid and
reconstruction issues. Thus, the purpose of this chapter is to discuss issues
of aid, budgets, debt, conditionality, concessionality, and technical assistance
related to economic reconstruction and to propose measures to improve the
mechanisms and capabilities of the international system as a whole to carry
out effective reconstruction in the future.
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Official aid flows

Countries coming out of armed conflict or socio-political upheaval find it
particularly difficult to foster domestic savings or to attract private capital in
the short run. At the same time, the so-called “peace dividend”—which in
fiscal terms relates to the possibility of releasing resources for non-military
purposes resulting from the fall in military expenditure—is usually limited in
countries where conflict has been basically foreign-financed. This is because
financing will wither as the conflict winds down.

For this reason, post-conflict countries rely primarily on official aid flows,
from both bilateral and multilateral donors.2 Financing is unquestionably a
critical ingredient of, and constraint on, economic reconstruction. Foreign
governments often spend large amounts of money to support one side or
another during a conflict, or on their own military, if they lead an invasion and
occupation of the country, as with the United States in Afghanistan and Iraq.3

By contrast, financing for peacetime is often not so forthcoming. However,
financing reconstruction could be a good investment for the international
community if it helps the country avoid relapsing into conflict.

There is an increasingly high demand for official flows, mostly in the form
of grants, for development and environmental issues ranging from the fight
against HIV/AIDS to poverty alleviation to climate change.4 This, in conjunc-
tion with the fiscal constraints and the recessionary and inflationary pressures
faced by major donor countries, resulting from the 2007 banking and liquidity
crisis as well as the increase in the price of oil, makes them more likely than
ever to cut their financial and technical support and shift their attention
elsewhere as soon as the conflict winds down—and certainly before peace is
consolidated. Because foreign financing and technical assistance are such an
essential element of post-conflict economic reconstruction, the international
community should recognize that, by not supporting a country in this critical
transition, it may lose its investment of time and resources in ending the
conflict. Indeed, the cost of reconstruction is but a fraction of what would be
required for humanitarian assistance, military intervention, and peacekeeping
operations in case the country reverts to war. Nowhere has this been more
vividly demonstrated in recent years than in Timor-Leste, Iraq, and Lebanon.5

An emphasis on the role and responsibility of the international commu-
nity in supporting economic reconstruction, should not, however, detract
from the responsibility of governments and other domestic actors to use aid
effectively and transparently. Nor should it detract from the responsibility of
governments to provide appropriate legal, fiscal, judicial, and institutional
frameworks essential to fostering domestic savings and attracting private
capital inflows as soon as possible. Although such frameworks take time to
develop, without them a country will be unable permanently to reintegrate
large numbers of people into productive activities, let alone move onto a
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development path, regardless of how much foreign money is poured into
its economy. As discussed in the case of Kosovo, aid dependency should be
avoided, which implies that reactivation of growth and employment should
take priority.

“TIED” AID

Donors often require a quid pro quo for their assistance in the form of recruit-
ing their own people for the implementation of projects or requiring the pur-
chase of inputs from their own countries. This is known as “tied aid,” and it is
often motivated by political considerations, in addition to economic interests.
The case studies in the following chapters will discuss experiences in which
tied aid, not only slowed down and complicated post-conflict reconstruction,
but also led to programs that the country did not want and to employment of
foreign experts for tasks that nationals should have carried out.

The Marshall Plan offers interesting insights with respect to this and other
aid issues. In raising support for the Plan, Dulles (1993: 81–7) argued that
“outright gifts” were unwise. In his view, the US should not give away the
nation’s assets without obtaining in return what they could reasonably require
from the receiving governments. However, in addition to tying part of the
aid to goods and services provided by the United States, the Marshall Plan
included a monetary quid pro quo for part of recipient countries’ debt, which
is usually absent from current reconstruction assistance, as it is from develop-
ment aid.

The issue of a monetary quid pro quo was widely debated at the time. As
a result, the Foreign Aid Act of 1947 specified that countries that received aid
from the US and could not pay for the assistance in dollars should set aside
a “commensurate amount in local currency at the going rate of exchange of
the value of the goods delivered, irrespective of the price at which they may be
sold.” This special account would be used within the country, subject to United
States approval, for relief purposes, including American expenses related to the
provision of such aid, or other expenditure required by the US government
(embassies, educational grants). It would also be used for the production and
purchase of strategic raw materials (mostly from undeveloped resources in
colonial territories) that the US sought to stockpile, and to provide technical
assistance to support reconstruction efforts in the country. President Harry
Truman’s 1947 report to Congress on the Marshall Plan suggested that the
local currency funds could also be used to assist financial reform and currency
stabilization, retire national debt, and cover local currency costs of projects
sponsored by the World Bank.6

A quid pro quo in aid to post-conflict countries in the post-Cold War
era could improve its effectiveness and should be a matter for debate. While
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humanitarian aid could be provided through grants, a quid pro quo could be
demanded from reconstruction aid. This would give donors an incentive to
extend and sustain aid flows and would create a larger incentive among recip-
ient countries to use aid productively. It would also contribute to reactivating
the local economies, although this requires discipline to avoid excessive infla-
tionary pressures. Furthermore, many countries in reconstruction are rich
in natural resources, and donors could use domestic accounts to help them
explore and reactivate production of commodities and minerals in exchange
for long-term contracts to purchase such goods at international market prices,
as occurred in the context of the Marshall Plan. This could serve to enlarge the
donor community, particularly by including resource-hungry countries such
as China and India, into a more transparent and accountable system.

POST-CONFLICT AID VERSUS DEVELOPMENT AID

In a study that stands out from much of the IMF’s “development as usual”
research, Demekas, McHugh, and Kosma (2002b) correctly argue that “post-
conflict aid” is different from conventional “development aid” because of
these countries’ environment and circumstances. They also correctly argue
that conflict normally redirects economic activity towards rent-seeking and
criminality, while productive activity collapses and needs to be revived in the
post-conflict phase.

As they point out, there are two types of aid in post-conflict situations, each
with clear objectives. First, “humanitarian aid,” which provides for a mini-
mum level of basic consumption, is necessary to address the humanitarian
crisis that normally follows the aftermath of war. Second, “reconstruction aid”
is necessary to address the rehabilitation of basic infrastructure and services, to
improve security and law enforcement, as well as to implement other measures
aimed at strengthening the country’s institutional framework. Thus, the objec-
tives of these two types of aid are fundamentally different from the objective
of “development aid,” which is to supplement domestic savings, boost long-
term growth, and reduce poverty.7 As discussed in Chapter 3, development aid
also exhibits a stable pattern, with humanitarian and reconstruction assistance
often reaching a peak during or soon after the transition to peace, and falling
drastically soon after. As Demekas et al. (p. 4) starkly put it, post-conflict aid
comes in a large sudden burst, whereas development aid is a steady trickle.8

The authors also rightly argue that, for two reasons, post-conflict human-
itarian and reconstruction aid can be expected to have a different impact
on recipient countries. First, humanitarian aid, provided mostly at the early
stages of the transition to peace, is used to support basic consumption needs
(food, shelter, medical care). Thus, this type of aid should wither as soon
as the population reaches minimum levels of consumption. Second, because
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reconstruction aid is used to rehabilitate infrastructure (including public util-
ities) and establish the basic legal, regulatory, and institutional framework, it
contributes directly to improve productivity and hence increases the country’s
productive capacity.

These findings suggest important policy implications. First, while humani-
tarian aid improves welfare in the short run, it will not lead to investment and
capital accumulation in the long run, since it is consumed rather than saved.
Furthermore, by providing goods rather than helping countries to produce
them, humanitarian aid is likely to create distortions and dependencies, and
thus should be restricted in time. Second, the economic consequences of
reconstruction aid are more complex, and depend on how much of it is saved,
how productively it is invested, and the impact it has on labor supply and
on the exchange rate. In this regard, reconstruction aid should be targeted at
improving infrastructure and basic services, as well as creating employment.
Humanitarian aid should be provided up to the point where it does not create
a disincentive for people to work. Moreover, the so-called Dutch disease—the
impact that aid flows in foreign exchange have on the appreciation of national
currencies—needs to be managed to avoid a sharp decrease in countries’
export competitiveness. These issues, critical in the design of an effective post-
conflict reconstruction strategy, will be discussed in Parts IV and V.

Although Demekas et al. provide additional support for my argument that
post-conflict reconstruction is not normal development, their final conclu-
sion is not consistent with it. I fully share their conclusion that, under nor-
mal development conditions, aid should give high priority to investment in
infrastructure, institutions that boost international trade, and public services
that facilitate private-sector development. However, I argue that post-conflict
economic reconstruction and normal development are strikingly different
because, in addition to setting the framework for growth and development,
effective reconstruction must above all promote national reconciliation and
the consolidation of peace. Thus, I strongly question their recommendation
to give lower priority to projects that do not promote the production of
tradable goods, such as, for example, “sports, religious, or cultural facilities.”
In post-conflict countries, the rate of return of investing reconstruction aid in
social and cultural activities, as well as in strengthening civilian police forces,
disarmament, demobilization, and reintegration of former combatants, and
confidence-building measures among warring factions, is likely to be high.

Many analysts argue that, like development aid, reconstruction aid is more
effective once the country has improved its managerial and absorptive capac-
ity. In fact, some claim that aid is more effective after 3–5 years, at a time when
it is likely to fall.9 In post-conflict conditions, this would mean serious delays
that could have tragic consequences. Staines (2004: 6), for example, provides
evidence that the productivity of reconstruction aid can be high in the initial
post-conflict period, when the government is committed to following sound
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macroeconomic policies, particularly if assistance is provided to the budget
in support of stabilization. In his view, direct budgetary assistance could be
provided while meeting concerns over governance, through donor trust funds
to help pay for the civil service wage bill, debt servicing, and other recurrent
expenditures. As the case studies will show, although this can facilitate the
difficult immediate transition to peace, it is still resisted by donors. While aid
flows are normally largest in the first three years, the immediate transition is
often difficult to finance.10

CASH VERSUS IN-KIND AID, AND GRANTS VERSUS LOANS

The experience of the Marshall Plan is also relevant to the discussion of
different types of aid and their policy implications. Aid is often given not in
cash but in kind. If aid is in kind, transportation costs and logistics become an
important issue. Moreover, if aid is given in terms of basic grains, for example,
the impact on prices of local production will need to be considered so as not to
discourage it. Taking these considerations into account, donor and recipient
countries must decide what type of assistance is best, and whether it should be
through grants or loans.11

When the United States (as the main donor country) and the sixteen
European countries planned economic reconstruction of Europe after World
War II, it was decided that the “three F’s” (food, fuel, and fertilizer) were
critical “to keep body and soul together, so that there will be men and women
in Europe with the strength and the will to work.” But humanitarian aid
alone would have created long-term dependency on the United States. Thus,
the strategy financed by the Marshall Plan contemplated an initial aid phase
in which the three F’s were provided jointly with tools (farm implements,
mining machinery, trucks, and transportation equipment) so that Europeans
could increase their own production of these goods. Some commodities, such
as cotton, and some incentive goods, such as tobacco, were also judged to
be necessary imports (although many argued that this policy was merely an
excuse to support the tobacco interests in the United States).

In the reconstruction phase that followed, capital goods needed for rehabil-
itation of European industry and utilities (including power plants), transport
and other equipment, as well as some basic commodities had to be imported
as well. This is where the World Bank and the private sector were heavily
involved. The Marshall Plan provided incentives to private-sector involvement
by providing some guarantees for political risk, but imports in general were
financed through loans rather than grants.12

The current context is different from that of the Marshall Plan in one
important way. While the Plan contemplated the reconstruction of Europe
and eventually the creation of a large market for US goods, at the same
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time the Plan was building Europe’s competitiveness to the detriment of that
of the United States. This aid dilemma is nowhere present nowadays. Poor,
developing countries will not become competitive with donor countries in
world markets, or even in their own. On the contrary, post-conflict coun-
tries in the developing world often produce critical commodities that can be
exported to donor countries in exchange for capital and other goods. In fact,
by helping post-conflict countries develop their own natural resources, donors
could benefit in terms of the availability and cost of such resources. Thus,
except in a few cases, such as textiles, donor countries would not be building
competitiveness in these countries at the expense of their own. Indeed, as
these countries recover they will become new markets for donor countries’
exports.

AID DEPENDENCY

In the current context of post-conflict reconstruction in low-development
areas, countries are more prone to aid dependency than European countries
were at the time of the Marshall Plan. This reflects the significantly higher
amount of aid relative to GDP in the post-Cold War period than was the case
at the time of the Marshall Plan, when it amounted to slightly over 2 percent of
recipient countries’ GDPs.13 A large amount of aid, like in the case of Kosovo,
where grants amounted to 45 percent of GDP in 2001–2, normally leads to aid
dependency rather than sustained growth.

President Truman’s assessment that no aid can bring recovery unless coun-
tries take charge of their production and trade effectively remains valid today.
Aid dependency must be avoided, and aid should thus be discontinued where
countries do not use it responsibly. Only countries that are willing to do their
part can enlarge their post-conflict growth possibilities and improve their
prospects of resolving future conflicts peacefully. Corrupt and ineffective use
of aid will not be Pareto optimal (welfare-improving) for the country itself,
and may even lead to further conflict by increasing discontent and exacer-
bating the income gap, while at the same time depriving other countries of
resources.

Conditionality

Conditionality is often discussed in relation to the IFIs, but bilateral donors
have also imposed it over the years to ensure proper and productive use of their
aid. In the case of the Marshall Plan, each of the countries receiving aid was
required to enter into a contract with the United States. Recipients pledged to
increase industrial and agricultural production, stabilize currencies, establish
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proper exchange rates and restore confidence in the monetary system, reduce
trade barriers, and make efficient use of aid received within the framework
of a joint program for economic recovery in Europe. They also promised to
stimulate production and procurement of specified raw materials for stock-
piling purposes in the United States; set aside the local-currency equivalent
of aid furnished in the form of grants to be used in a manner agreed with
the United States; and inform the United States about how aid was used. The
report on the Marshall Plan that Truman sent to Congress enumerated these
points (Dulles, 1993: 79–80).

Dulles also noted that the United States was not telling the countries of
Europe what kind of government or social structure they should adopt. Nor
did the United States explicitly say what it would do if beneficiary countries
adopted a policy that the United States would not support, such as national-
izing an industry. To do either would have been construed as direct political
interference in the domestic affairs of these countries. However, the Foreign
Aid Act of 1947 gave the US president discretion to terminate aid whenever he
found that conditions had changed, that it was not being used effectively, or
that it was no longer consistent with national interests.

ECONOMIC CONDITIONALITY

Of course, the IFIs also impose conditionality. IMF conditionality refers to the
commitment that countries make to follow economic and financial policies—
specified in an IMF-sponsored economic program (a “policy program”)—if
they want to borrow from the Fund. The program is described in a Letter of
Intent, which often has a Memorandum of Economic and Financial Policies
attached to it, that accompanies the country’s request for IMF financing. Most
loans contemplate phased disbursements to ensure that countries comply
with their commitments. For monitoring purposes, the Fund relies on “prior
actions” (measures that the country agrees to take prior to the approval or
renewal of the IMF loan) and “performance criteria” (which have to be met for
the disbursement to take place). The performance criteria are either “quanti-
tative” (macroeconomic variables such as the level of international reserves,
monetary or credit aggregates, the fiscal balance, and external borrowing) or
“structural” measures that are critical to the program’s success. The latter
include, inter alia, financial sector reform, social security reform, and the
restructuring of critical sectors. Even if the country does not borrow from
the Fund, but only wants to use the program as a “precautionary” facility,
funds will be potentially available only as long as the country satisfies the
conditions.

The IMF argues that, given the revolving financing mechanism involved,
conditionality is needed to ensure that its loans are well used and that
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countries will be able to repay them, so that it can lend to other members in
need. At the same time, the Fund provides assurances to borrowers that if they
comply with the specified conditionality, the Fund will continue supporting
their programs, including through additional lending. However, critics of the
IMF, most notably Nobel Laureate Joseph Stiglitz, argue that conditionality is a
way for the Fund to impose its policies—often the wrong ones—on countries
in balance-of-payments crises.14

In response to criticism, the IMF established new conditionality guidelines
in 2002, replacing its guidelines from 1979. In the Fund’s view, the new
guidelines focus and streamline conditionality to promote national ownership
of economic and financial policies, limit it to the minimum necessary to
ensure the achievement of program objectives, and tailor policies more closely
to members’ circumstances. However, the new guidelines do not make any
reference to post-conflict countries, although it would seem reasonable that
conditionality for countries coming out of war should take this into account
and be more flexible.

World Bank conditionality has also evolved. Like the IMF, the Bank increas-
ingly recognizes the need for country ownership to carry out effective develop-
ment policies, and has streamlined conditionality to actions critical for achiev-
ing desired results. At the same time, the Bank’s focus has shifted from short-
term economic distortions to a medium-term institutional and social agenda,
thus de-emphasizing state-owned enterprise restructuring and privatization,
policies that the Bank pursued in the 1990s. World Bank conditionality also
depends on the level of country development, focusing on structural policies
in better performers and on basic public-sector variables in countries that
perform more poorly.

POLITICAL CONDITIONALITY

It is interesting that some analysts who have criticized Bretton Woods eco-
nomic conditionality as too harsh, and would have preferred stabilization to
proceed at a slower pace in post-conflict situations, have advocated empow-
ering these institutions further with political conditionality. In a study by
Boyce et al. (1995: 83–9) on El Salvador, the authors criticized the IFIs for not
conditioning their assistance specifically in support of the peace agreements—
what they labeled “peace conditionality”—through either formal performance
criteria and/or informal policy dialogue. They argued that the Bretton Woods
institutions could have pressed the government more aggressively to pursue
domestic resource mobilization and increases in the tax burden, as well as
shifts in the composition of public expenditures away from the military and
in favor of health, education, and peace-related programs.15
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The World Bank Operations Evaluation Department (2000) argued against
peace conditionality on the grounds that the Bank’s Articles of Agreement
specify that the proceeds of Bank financing are to be “without regard to
political or other non-economic influence or consideration.”16 However, it
also concluded that “if tax effort and the pattern of public expenditures have
a direct bearing on post-conflict reconstruction, as they did in El Salvador,
it is legitimate to include these parameters in the conditionality agenda.”17

Boyce (2004) reports evidence on peace conditionality by the Bretton Woods
institutions in the case of Croatia, where loans were withheld until the gov-
ernment surrendered ten war-crime suspects indicted by the International
Criminal Tribunal for the Former Yugoslavia (ICTY) in The Hague. In fact,
an ongoing EFF program, in which all economic conditions had been met,
was discontinued at the insistence of the United States.

There are two important factors, in my view, that militate against the gen-
eral imposition of peace conditionality. First, these institutions do not have
the political expertise to judge and monitor whether the government and
former guerrilla groups are complying with peace agreements in matters of
human rights, military behavior, police and judicial reform, and similar areas.
Second, if compliance is measured in terms of explicit economic targets (for
example, tax revenue or public expenditure) or political targets (for example,
extradition of war criminals), non-compliance may derail economic programs
necessary for a successful war-to-peace transition that the Bretton Woods
institutions would otherwise have been able to support.

In Guatemala, for example, where the peace agreements ended a war span-
ning close to four decades, the accords envisaged important political, social,
and economic changes, including substantial increases in tax collection that
would support higher public spending in the social sectors. The UN-brokered
agreement contemplated an increase in tax revenue from 8.5 percent of GDP
in 1996 to 12 percent by the year 2000 (later on extended to 2002). Because
the Fund insisted that the country comply with the tax revenue increase spec-
ified in the peace agreement (in fact imposing peace conditionality), and the
government failed to achieve this target, relations were strained in subsequent
years and an agreement with the Fund could not be reached until 2002. With-
out there being a viable economic program, donor countries and multilateral
institutions reduced financing commitments. As a result, financing for the
peace process was short, particularly given the high expectations that the peace
agreement had created.18

The agreement in Guatemala was much more ambitious than that of
El Salvador where benefits of the peace agreements had been restricted to
former combatants of both sides and their supporters who had occupied
land during the war. By contrast, the Guatemala agreement contemplated
major economic and social reform, encompassing not only the groups directly
affected by the war, but the overall indigenous population which accounted
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for about 60 percent of the total. This would have required huge resources.
Because an IMF-supported program was often a prerequisite for other inter-
national assistance, IMF-imposed peace conditionality made the implemen-
tation of the peace agreement more difficult without improving the chances
of achieving the revenue objectives necessary for economic and social devel-
opment. Even at the end of 2006, tax revenue remained below 10.5 percent of
GDP.

While in the next chapter I will discuss in detail how stringent economic
conditionality imposed by the IFIs in the early part of the Salvadoran transi-
tion to peace endangered the peace process, economic conditionality imposed
by the UN in the Guatemalan peace agreement endangered its implementa-
tion. Thus, although it is unquestionably desirable that the Bretton Woods
institutions support the peace process, explicit peace conditionality may
impede their normal policy dialogue with the authorities and their support for
economic programs. Because, as discussed earlier, an IMF-supported program
has so far been an implicit condition for other assistance, failure to conclude
a program has often had a negative impact on the population, creating an
additional burden in post-conflict situations, in which reactivation of growth
and employment creation are imperative.

A better proposal might be to adopt a mechanism like the one that the
new IMF conditionality guidelines contemplate with regard to coordination
between the Fund and the World Bank. This mechanism is based on the
concept of “lead agency,” according to which each agency takes the analytical
lead within its core areas. When conditions in Fund-supported programs
apply to areas of World Bank competence, the design and monitoring of such
conditions are to be based on the Bank’s advice as much as possible.

Along the same lines, Bretton Woods peace conditionality could be coor-
dinated with the UN—perhaps through the Security Council. Thus, any such
conditionality that the Bretton Woods institutions would want to impose on
post-conflict countries would have to be coordinated with the UN as the lead
agency. According to this system, the UN would advise these institutions on
whether the country is complying with specific political commitments and
peace-related programs.19 This system would have two advantages. First, the
Fund and the Bank would not have to make decisions on issues well beyond
their competence and capabilities. Second, it would increase collaboration and
help integrate the activities of the UN and the Bretton Woods institutions in
post-conflict situations.

Following the same logic, the UN should not impose economic condition-
ality, as it did in Guatemala, even if it is in favor of the peace process. The
IFIs are in a much better position to judge what is feasible from an economic
point of view. Under their leadership—and in consultation with the UN—
economic conditionality could be targeted towards building a healthy fiscal
position, which would allow financial support for the peace process.
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AN END TO PROGRAM CONDITIONALITY?

Although an IMF-supported program has so far been a precondition for
financing from other institutions, developments in the world economy related
to financial crises in the new millenium and increased globalization are chang-
ing the character of financing mechanisms, including conditionality. The
pattern—closely analyzed in the case study on El Salvador—where countries
had to enter into an IMF-sponsored program, even if they were going to use
it for precautionary purposes only, seems to be changing a decade and a half
later. The reason for this was that IMF-sponsored programs were a precon-
dition for financing from the World Bank, the regional development banks,
and often even from bilateral donors (including the Paris Club).20 Although
countries in general have been repaying the Fund and moving away from IMF
programs21 (with serious consequences for IMF finances as the organization
ran a deficit in 2006 for the first time in its history), it remains to be seen what
longer-term impact this may have on post-conflict countries. While there is
not a repetition of the financial crises of the early 2000s, the IMF could well
allocate more financing to post-conflict reconstruction in countries that have
no access to the international capital markets.22

Changes in program conditionality can also affect the issue of debt relief
from the Paris Club. Conditionality in the form of an IMF-supported pro-
gram demonstrating the need for debt relief and measures to deal with debt
problems has been attached to all Paris Club reschedulings since 1956, when
Argentina agreed to meet its official creditors in Paris. Argentina has always
been at the vanguard of debt default and restructuring issues and it might be
setting a new precedent soon. After defaulting on its debt to private creditors
in 2002, Argentina pre-paid all debts to the IMF in 2005, thus effectively
concluding its IMF-supported economic program. In late 2006, Paris Club
members agreed to negotiate debt restructuring with Argentina without an
IMF program in place.23 This has created precedent and is likely to be a
harbinger for the future. This would be a welcome development in the case of
post-conflict countries, which operate under more stringent constraints and
need additional flexibility to deal with their debt problems.

Foreign debt, debt arrears, and debt relief

Countries at war usually stop paying their debt obligations and run into
arrears24 with the IFIs as well as with other creditors. The situation, how-
ever, is quite different with regard to the IFIs than it is in regard to other
creditors. While other creditors—including Paris Club members and other
bilateral donors and the NGOs—can decide to start lending to countries in
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the transition to peace, even if such countries are in arrears on outstanding
debt, the IFIs cannot do so. In fact, countries need to eliminate arrears before
these institutions can start lending back to them. In cases of protracted arrears,
the IFIs even suspend the country’s voting and related rights.25

Although they cannot lend in arrears, these institutions can, however,
provide technical assistance, particularly in regard to solving arrears and
other economic and financial problems post-conflict countries may have.
The international community often gets together in solving the arrears prob-
lems of countries in the war-to-peace transitions. This happened in Haiti,
Afghanistan, and many other such transitions. The IFIs are “preferred cred-
itors” which means that, when countries start clearing arrears, they should do
so with the IFIs first.

Even after the country solves the arrears problem with the IFIs, these orga-
nizations continue to support an overall solution to this problem. Despite
the fact that bilateral donors may choose to finance countries in arrears, an
eventual solution to the arrears problem has proved important if post-conflict
reconstruction is to proceed successfully. Countries that are in arrears do not
have easy access to commercial flows (suppliers’ credits, other trade flows, and
foreign investment). Though this may not be important in the short run when
private flows are not likely at any rate, it will make reactivation of the economy
difficult and unsustainable, particularly in cases where the country will have to
bear in large part the cost of reconstruction. This, it could be argued, is the case
in Angola, Iraq, and the DRC, resource-rich countries, with large populations
and large demands for reconstruction.26

With respect to the solution to the arrears problem, scholars and practi-
tioners need to debate a number of issues to determine what should be “best
practice”. First, the issue of timing is important. Is the immediate transition to
peace the best time to find a solution to the arrears problem? On the one hand,
countries undergoing reconstruction can expect to have a goodwill response
from the international community to debt restructuring at this time. On the
other hand, because the economy may be in a weak political and security
situation, and peace-related activities may be so critical and expensive, any
debt payments and fees paid to legal and financial advisors would most likely
divert key resources from other most important activities. This could, and
would probably, be interpreted by the population at large as a poor choice
of resource allocation—as it is indeed likely to be—at such a critical point in
the country’s life.

Furthermore, in cases where a particular donor is leading reconstruction,
such as is the case in Iraq, debt restructuring at this time might be seen as
serving the donor’s self interest (and that of its private companies or banks),
even if that donor contributes to debt forgiveness. Because the case of Iraq
illustrates the policy alternatives and the dilemmas of resolving debt arrears
with the Paris Club members—which will have implications for future debt
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restructuring and write-offs in countries such as the DRC and other resource-
rich countries—it will be discussed in Chapter 10.

Another issue to be debated is whether post-conflict countries should repay
their debts at all as they move from war to peace. Many argue in favor of
the application of the doctrine of “odious debt,” developed in relation to
the Spanish-American war in the late 19th century.27 Others, like myself,
are more inclined to find some innovative approaches to facilitate the war-
to-peace transition, rather than the full elimination of previous debt which
would have moral hazard implications. In this sense, a grace period and a
partial forgiveness could be more effective. Countries should not get a blank
check.

One possibility would be to put the debt issue (both relating to the stock
of debt as well as debt arrears) on hold, for say, three years. If during those
three years the country makes progress in economic reconstruction and uses
new financing effectively and transparently, creditors could agree to condone,
say, 65–80 percent of outstanding debt, depending on the conditions, needs,
resources, and performance of the country. The rest the country could pay
in domestic currency into an account under the creditors’ names in one of
the local banks, as was the case with aid during the Marshall Plan. Creditors
could then use those funds to pay for their activities in the country (embassies,
local staff salaries, purchases of local goods and services) or to support local
institutions (schools, hospitals, human rights organizations, civilian police
forces).

If, on the other hand, countries failed to advance the peace process, dis-
regarded governance, and/or allowed corruption, new financing would be
seriously restricted to humanitarian purposes and the country would still
be liable for past outstanding debts as well as arrears. Thus, there would be
incentives to good performance in the future without the moral hazard of debt
forgiveness.

A third issue that needs to be debated is what countries should do if their
creditors are not willing to grant some form of debt forgiveness. This is pre-
cisely the situation Iraq has with its non-Paris Club creditors. Could countries
simply selectively default on their debts? In the past, countries have avoided
debt default in an effort to maintain access to capital and commodity flows.
However, the recent experience of Argentina has shown that creditors have a
short memory. Despite the 2002 default and a so-called haircut of $80 billion
(representing a debt reduction of about 75 percent), the country is not only
back in the international capital markets but the spread the country has to pay
to borrow reached a historical low in early 2007.28 The Argentinian spread was
not only below 200 basis points but it was only slightly higher than countries
that restructured their debt without the haircut. Argentina is once again likely
to set a precedent in this regard and be a harbinger of more defaults in the
future.
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Changing the IFI’s aid and debt logic

Despite increasing efforts by the IMF to support post-conflict countries by
establishing emergency assistance loans, which are usually quick disbursing
and do not involve adherence to performance criteria, Fund conditions remain
too tough. In particular, the need to solve in the early transition to peace
arrears that have been accumulated for a long time seems unreasonable. Fur-
thermore, there seems to be a reverse logic to their lending practices in post-
conflict countries. Rather than giving concessional assistance to countries that
have made the difficult decision to end the war, the Fund’s Emergency Post-
Conflict Assistance (EPCA) resources rely on regular financing rather than
on concessional terms. Concessionality would facilitate the disarming and
demobilization of former combatants and rehabilitation of basic services and
infrastructure at this critical juncture.

At the present time, countries in a fragile phase as the immediate transition
from war to peace is, need first to solve the question of arrears to the Fund and
second, to negotiate an IMF-supported program to have access to emergency
loans on non-concessional terms. From there, countries need to build up a
track record and credibility in policymaking to have access to concessional
resources under the Poverty Reduction and Growth Facility (PRGF). Once
they do that, the countries may use the PRGF resources to repay the non-
concessional emergency loan. Countries also need to build up a track record
before they have access to debt relief under the Highly Indebted Poor Coun-
tries (HIPC) Initiative.29 This puts unnecessary pressure on governments at a
critical breaking- or making-point in their transition from war.

Not only is the EPCA facility expensive but countries use its resources
largely to normalize relations with other creditors and remain current on
external debt service. This means that positive net transfers from the Fund to
post-conflict countries can be very low in the immediate aftermath of conflict.
Besides the inadequacy of resources and their high cost, the whole process is
burdensome for countries coming out of conflict with limited administrative
and negotiating capacity.

World Bank assistance in the form of grants from the Post-Conflict Fund
(PCF) and the LICUS Fund (rather than from regular Bank resources) is
very limited in the immediate post-conflict period. In countries in arrears,
these grants are only provided for analytical and technical assistance purposes.
Furthermore, Bank disbursement is slow, both because of complex internal
procedures and because of consultation with national governments. Although
the issue of ownership is critical in “normal development,” in “post-conflict”
such a consultative process may allow the government to drag its feet in
implementing certain projects. This may be the case in relation to projects that
the government agreed to only reluctantly in the peace accords, and which the
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UN has to monitor to ensure that other adherents to the peace accords get
what they bargained for.

Thus, the whole system of IFI’s aid to post-conflict countries needs to
be rethought and debated. Although it is unquestionably true that aid will
be more effective after governments build up capacity and the institutional
framework for its utilization, aid in the immediate transition to peace may be
essential for peace to have a chance.
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Part IV

Lessons from Case Studies

“Access to a career and to a livelihood in society’s mainstream
economy is again a topic of discussion among economists and
sociologists. Great value is placed on working-age people having
the opportunity to obtain rewarding work in the formal economy
and to earn enough in such jobs to be self-sufficient. These are the
twin conditions for what is sometimes termed social inclusion, or,
more aptly, economic inclusion.”

Edmund S. Phelps, 2006 Nobel Laureate in Economics, in his
Introduction to Designing Inclusion (2003)

Justification for case selection

The selection of case studies is based on the special characteristics of the
post-conflict transition and how they determined policy choices for economic
reconstruction. The selection was influenced by personal involvement, and
the number of cases was restricted in order to isolate experiences that were
strikingly different from each other, while at the same time covering all rel-
evant issues. All case studies focus on the issue of job creation and social
inclusion, a sine qua non for effective economic reconstruction. Table 2 shows
the important differences among the selected cases with respect to a number
of variables.

The case studies aim to illustrate the variety of operational, institutional,
administrative, managerial, and financial challenges that countries and the
international community face in reconstruction, as well as to provide impor-
tant policy lessons, derive best practices, and establish policy guidelines for
countries, such as Lebanon, the Palestinian territories, Sudan, or Colombia,
that are or may soon be starting economic reconstruction. The analysis will



Table 2. Comparison of Post-Conflict Economic Reconstruction (PER) in case studies

Characteristics El Salvador Kosovo Afghanistan Iraq

Nature of the conflict Cold war ideological and class
confrontation

Ethnic rivalries Tribal rivalries and foreign
intervention

Religious, sectarian

Length of conflict Longest formal, high intensity
civil war in Latin America

Short and intensive war following
long-term internal and regional conflict

Short US military intervention
after 30 years of internal and
external conflict

Short US military invasion after
years of war, sanctions,
internal and external conflict

Sanctions None UN arms embargo and on remittances to
pay for arms

None Comprehensive US-imposed
sanctions

Destruction Localized infrastructural damage
(estimated at $1.5 billion to
$2.0 billion)

Large infrastructural and housing damage
from Serb attacks, NATO bombing and
years of underinvestment

Caused by foreign occupation,
years of war and lack of
investment

Caused by years of sanctions and
lack of investment

Ceasefire/security CF fully respected throughout
the country; high common
crime

Ethnic violence at various points broke
ceasefire

Large parts of the territory
lacking security and under the
control of warlords or Taliban

Basically fell into civil war in
mid-2006; some improvement
at end-2007

State/Province Sovereign State Province of Serbia; Interim
UN-protectorate

Sovereign State: strong
involvement of donors, weak
government

Occupied state (Mar. 2003–Jun.
2004); Elected government
(May. 2006)

Post-Conflict Economic
Reconstruction (PER)

UN-led following UN-led Peace
Agreement (Jan. 1992)

UN-led following NATO bombing to stop
Serb aggression (Mar. 1999), not
approved but condoned by Security
Council

UN-led following US-led military
intervention in search of
Taliban regime change

US-led following US-led military
intervention in search of
Hussein regime change and
occupation by the Coalition
Provisional Authority (CPA)

Executive/legislative decisions
with regard to PER

Government of El Salvador and
Congress–strong ownership.
UN supportive role

UNMIK(Jul. 1999–present) exercised all
PER decisions in the early transition. UN
intrusive role

Government (led by few
officials)–weak ownership. UN
light footprint

CPA exercised all PER decisions in
the early transition. UN
marginal role

Government Government (GOES) Free
elections: 1990, 1994, 1998,
2002 (Arena party)

Joint Interim Administrative Structure
(JIAS): Dec. 1999 to share in provisional
administration with UNMIK

Interim (AIA): Dec. 2001
Transitional (ATA): Jun. 2003
Elections: Oct. 2004

CPA: May 2003–Jun. 2004
Interim: Jun. 2004
Transitional: May 2005
Elected government: Jan. 2006

Main donor/Aid channel US/GOES EU/UNMIK Several/UN agencies, NGOs US/foreign contractors
GDP per capita $1,100 NA $200 $800
Natural resources/crops Coffee Lead and zinc Poppies Oil
Human Development Index 110th out of 173 countries NA 169th out of 174 countries 126th place of 175 countries
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also be relevant to countries such as Afghanistan, Iraq, the DRC, Timor-Leste,
Sierra Leone, and many others that need to revise their strategy to create
employment and social inclusion if economic reconstruction is to succeed at
all. Finally, a number of issues are also raised with the purpose of creating
debate among policymakers, academics, and other practitioners on possible
options and solutions.

EL SALVADOR

The political science literature and different organizations have widely ana-
lyzed and researched El Salvador’s experience with UN-led reconstruction,
following UN-led peace negotiations. Its inclusion in Chapter 7 for analyzing
economic reconstruction issues throughout the implementation of the peace
agreements is justified for several reasons.

First, many analysts consider El Salvador’s war-to-peace transition as per-
haps the most successful in the post-Cold War period, owing mainly to its
emphasis on efforts to reintegrate former combatants, their supporters, and
other war-affected people into productive activities. El Salvador was consid-
ered a success story in the 1990s, and it appears in an even more favor-
able light today, following more recent experiences in Kosovo, Timor-Leste,
Afghanistan, and Iraq.

Second, for the first time, the UN mediated the peace agreements and
played a major supporting role throughout the peacebuilding phase, including
verification of agreements and the provision of good offices relating to polit-
ical, humanitarian, military, police, human rights, and economic and social
issues.

Third, after having been a signatory to the peace agreements, El Salvador’s
elected government made all executive decisions and set priorities for eco-
nomic reconstruction and all other peace-related issues, many of which an
elected congress had to approve. At the same time, the agreements contem-
plated consultation with the other signatory to the agreements, the FMLN,
and with civil society.

Fourth, the UN Security Council’s mandate for ONUSAL (UN Observer
Mission in El Salvador) had a clear exit strategy. ONUSAL would end as soon
as the UN could certify compliance with all peace agreements. The Security
Council, acting under Chapter VI of the UN Charter, established ONUSAL by
Security Council Resolution (SCR) 693 of July 1991. ONUSAL was directed
and supported by the Department of Peacekeeping Operations (DPKO). In
contrast to Chapter VII operations, Chapter VI operations do not contemplate
“enforcement” and are only carried out at the request of member states.

Fifth, El Salvador is one of the few countries in the post-Cold War period
that, five years after the signature of the Peace Agreement of 1992, had
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successfully completed its implementation and had moved onto a path of
normal development. An analysis of this new transition—from post-conflict
reconstruction to normal development—will allow us to draw some impor-
tant lessons for future experiences.

Sixth, most previous studies of the Salvadoran peace transition have
focused largely on its political, police, human rights, and military aspects, with
only cursory analysis of the economic and financial aspects, particularly how
the interrelation between the IMF-sponsored economic program and the UN-
sponsored peace agreement affected economic reconstruction.

Seventh, while most countries enter the war-to-peace transition amid large-
scale economic mismanagement and disequilibria that need to be addressed
right away, El Salvador was unusual insofar as economic stabilization and
structural reform had started two years earlier, while war was still raging.

Finally, the Salvadoran experience is illustrative of the many coordination
problems faced by the UN system, particularly between the UN and the inter-
national financial institutions (IFIs). These difficulties led to a broad-based
debate and created a precedent that influenced future relations between these
organizations.

KOSOVO

The UN-led reconstruction that followed the NATO-led military intervention
in Kosovo in 1999, which is analyzed in Chapter 8, provides not only a striking
contrast to the case of El Salvador, but also exhibits important similarities and
differences with Afghanistan and Iraq.

First, Kosovo was a province of Serbia rather than an independent country,
and the Security Council asked the UN to govern it as an interim open-ended
protectorate. Thus, in Kosovo, the UN would for the first time perform civil
administration functions that are normally the sole prerogative of a sovereign
government. The fact that Kosovo was not a sovereign country led to special
challenges in policymaking for economic reconstruction, particularly con-
cerning tax and customs revenue collection, financing from the IFIs, money
creation, debt, as well as in many other areas. In this sense, Kosovo set a prece-
dent for East Timor (which later became independent using its Portuguese
name: Timor-Leste).

Second, the Security Council, acting under Chapter VII of the UN Charter,
established UNMIK (UN Interim Administration Mission in Kosovo) by SCR
1244 of June 1999. UNMIK was directed and supported by the DPKO. The
Resolution gave UNMIK an open-ended mandate, since the path to a political
solution was not clear. In fact, nine years after UNMIK’s establishment, the
political status of Kosovo is still unresolved. This created further policymaking
challenges that were not present in the later case of East Timor, where the
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political path to independence was clear from the start. These challenges
related mainly to issues of legitimacy, which affected property rights and
created uncertainty about policies for privatization of publicly and socially
owned enterprises, negatively affecting investment and growth. Legitimacy
issues were also present in Iraq following the US-led invasion and occupation.

Third, as a result of the overwhelming Security Council mandate, the UN
established, for the first time, an integrated operation with four different
functional pillars. Some of these pillars where led by stronger organizations—
most notably the EU in the pillar for economic reconstruction—which created
a new challenge for UN leadership, and clearly brought up its weaknesses.

Fourth, the fact that Kosovo is in Europe led to large-scale economic assis-
tance, both financial and technical. At the same time, the large international
presence in Kosovo led to severe distortions that need to be avoided in future
transitions.

Finally, the case of Kosovo illustrates the danger of aid dependency and the
problem of “development as usual” policies that impede the quick reactivation
of employment, with unrealistic and misconceived economic policies failing
to put the province on a sound economic footing, even many years after the
transition began.

Despite all these sharp differences, Kosovo and El Salvador were similar in
two aspects. First, in both operations, the UN’s shortcomings in leading or
coordinating the economic and financial aspects of post-conflict economic
reconstruction became clear from the very beginning.

Second, in both cases economic conditions were positively affected by the
large inflows of remittances from the diaspora—in the case of El Salvador from
Salvadorans in the United States and in the case of Kosovo from Kosovars in
Germany and other European countries. In both cases, remittances enlarged
the consumption possibilities of families during economic reconstruction and
were an important factor in poverty alleviation, both during and particularly
after the war.

AFGHANISTAN AND IRAQ

In Afghanistan and in Iraq, the US-led invasion pursued regime change,
which was framed as part of the broader “war on terror.” Contrary to the
case of Afghanistan, where the international community at large was fully
involved in humanitarian and reconstruction activities following the US-led
invasion, post-conflict economic reconstruction in Iraq was clearly led by
the US government, including the US Agency for International Development
(USAID) and the US Treasury. Both countries’ reconstruction experiences
have been quite different from those of the UN-led efforts of El Salvador and
Kosovo.
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In Afghanistan, the Security Council established, under Chapter VI of the
Charter, UNAMA (Assistance Mission in Afghanistan) by SCR 1244 of June
1999. UNAMA was established as a Political Mission directed and supported
by the DPKO. In Iraq, the Security Council established under SCR 1500 of
August 2003 UNAMI (Assistance Mission for Iraq), to carry out a mandate
specified, under Chapter VII, in SCR 1483 of May 2003. Contrary to UNAMA,
UNAMI is directed and supported by the Department of Political Affairs
(DPA).

Afghanistan and Iraq are roughly the same size in terms of population
(about 22 million to 26 million) and hence had much larger needs than
El Salvador and Kosovo. Afghanistan and Iraq differ, however, in terms of
natural resources. While oil is a major factor in the reactivation of the legal
economy in Iraq, poppy production and cannabis are the main factors in the
reactivation of Afghanistan’s economy, albeit illegal and hence excluded from
the country’s official statistics.1

Since the experiences of both Afghanistan and Iraq have been extensively
analyzed in the recent literature by researchers with close involvement in these
countries, I will not follow the step-by-step approach used for El Salvador
and Kosovo. Rather, after a cursory discussion of the political and security
issues under which post-conflict economic reconstruction has taken place in
each country, I will focus on particular issues that need to be considered for
successful reconstruction and those that need to be avoided or rethought in
future cases.

In the case of Afghanistan, several issues for debate will be identified. First,
the Afghan case highlights the question of whether a reconstruction strategy
in a country with such limited human resources, weak institutions, and low
capacity to absorb aid requires a sophisticated legal, institutional, and regu-
latory framework. I will argue that the international community, particularly
the IFIs, USAID, and the US Treasury, spent a lot of time and money designing
overly complicated frameworks. On one hand, the design of such frameworks
did not take sufficient account of national preferences or cultural and local
idiosyncrasies; on the other hand, it detracted from efforts at rehabilitation
and social policies that would have facilitated peace consolidation in the short
run by improving the welfare of the population.

Second, the issue of aid to Afghanistan contrasts sharply with that of
Kosovo. Whether aid was scant, as many analysts argue, is a debatable issue
since the low capacity of the country to absorb it might have been a constraint
to larger assistance. However, the utilization of aid was indeed an issue, since
it was used to a large extent to finance foreign experts. Despite this, there
was not enough emphasis on capacity building as there should have been.
Furthermore, aid was channeled through a large number of different trust
funds, which created serious administrative problems and led to inefficiencies.
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By bypassing the government in many areas, aid also failed to strengthen and
legitimize the government.

Third, the increase in drug production has become a serious problem for
effective reconstruction. Eliminating poppy plantations without a viable eco-
nomic alternative has been a source of conflict rather than a peace-supporting
strategy. Efforts by the US government to eradicate drug plantations without
viable alternatives for local livelihoods have led to a resurgence of the Taliban
which is back in control of large parts of the territory.

Given the serious deterioration in political and security conditions in Iraq
in 2006 and increasingly in Afghanistan, and little progress on economic
reconstruction in either country, it could be argued that these countries are
no longer post-conflict countries, and hence they do not belong in this book.
However, an analysis of what went wrong is needed if the international com-
munity is to make progress on reconstruction in the future. Furthermore,
an improved security situation and the willingness of the US government
to revise its policies in Iraq in late 2007 may give reconstruction a new
impetus. At the same time, there has been discussion that the government of
Afghanistan and the government of the United Kingdom are thinking about
revising their strategy in Afghanistan and the G-7 have made new pledges to
increase troops and equipment to improve security. This, in conjunction with
concrete proposals for helping Afghanistan stand on its own feet by promoting
alternatives to drug production (Phelps and del Castillo 2008), may also lead
to renewed efforts at economic reconstruction in the country.

With regard to Iraq, while the political issues related to the US invasion itself
will be left aside, the country will be used to highlight several issues. First,
the absence of legitimacy associated with US occupation and the Coalition
Provisional Authority (CPA) policymaking in the early period led to uncer-
tainty about property rights and other shortcomings. USAID’s early strategy
for economic governance and reconstruction—including proposals for priva-
tization of the oil industry—was a major factor in the reaction against US-led
occupation.

Second, the involvement of the UN in reconstruction as an afterthought
did not resolve the legitimacy problem, particularly since reconstruction was
clearly led by USAID. Furthermore, in a country where the UN had imposed
comprehensive sanctions for twelve years, with a dramatic impact on large
segments of the population—it was naive to think that the UN would be
received with open arms.

Third, because of the importance of debt arrears in post-conflict recon-
struction, the Iraqi case should stimulate debate on whether debt arrears are
best resolved in the immediate transition from war. The alternative is to leave
debt restructuring for later, as the national authorities gain legitimacy, the
living conditions of the population improve, and peace and security get better.
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Finally, the case of Iraq provides a platform to discuss the significance of
corruption and inefficiencies in procurement, construction, and other areas,
as well as the need to use domestic companies for reconstruction purposes
as much as possible to create domestic employment. This may be particularly
true in countries such as Iraq, which over the years has proved its resourceful-
ness in overcoming the technological and manufacturing challenges posed by
sanctions, especially in the oil sector.



7 UN-led reconstruction
following UN-led
negotiations:
El Salvador2

Introduction3

After a decade-long war, with over 100,000 estimated dead and serious damage
to human capital and physical infrastructure, a Peace Agreement between the
government of El Salvador and the Frente Farabundo Martí para la Liberación
Nacional (FMLN), signed on January 16, 1992, in the Chapultepec Castle in
Mexico City, created high expectations.4 While El Salvador is considered, by
any standard, to be one of the most successful UN peace-keeping operations,5

the implementation of post-conflict economic reconstruction was plagued
with difficulties and complex challenges from the start. With economic recon-
struction over and with the country having moved to a path of normal devel-
opment a decade ago, now is a good time to re-evaluate the strengths and
weaknesses of its reconstruction experience, particularly in relation to later
experiences elsewhere. This will facilitate the design of future reconstruction
strategies by highlighting policy measures that worked, as well as the mistakes
to be avoided.

A discussion of El Salvador is relevant and timely in light of both the inter-
national community’s increasing involvement and disappointing performance
in post-conflict reconstruction efforts and the realization that purely military-
police peacekeeping operations can be costly and ineffective without a solution
to the non-military issues, which are often root causes of conflict. In this
regard, an improvement of the economic and social conditions of those who
played an active role in the war, as well as the strengthening of national insti-
tutions to facilitate peaceful resolution of future problems, proved particularly
important in fostering peace in El Salvador.

Although conflict is not likely to recur, and the war-to-peace transition
can, on these grounds, be considered a “success story,” many of the prob-
lems and inefficiencies that were identified during the Salvadoran recon-
struction process, particularly in relation to UN participation and leadership,
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have not been addressed. Because of the lack of UN action in many
areas—particularly human resources and institutional arrangements—the
opportunity was missed to provide a truly “integrated approach to human
security,” as advocated in Secretary-General Boutros-Ghali’s An Agenda for
Peace.

In particular, the UN failed to provide sustained support to former com-
batants and other groups affected by the conflict. As a result, many of the
peace-related programs were not sustainable. This contributed to the growing
insecurity that has existed in El Salvador during the last decade, and that has
been a major deterrent to investment in the country. More importantly for
the large number of countries that have achieved a tenuous peace and need to
embark on post-conflict economic reconstruction, the high cost and unsus-
tainability of these programs made donors increasingly reluctant to support
such programs elsewhere.

After the conclusion of the peace agreements, El Salvador embarked on a
complex war-to-peace transition. At the time, El Salvador, like Mozambique
and Angola, belonged to a new breed of UN operations that were multidis-
ciplinary in nature and sought to address the root causes of conflict in a
comprehensive and integrated manner.

The country moved a long way in this transition. Although successive
Salvadoran presidents have continued to be elected from the Alianza Repub-
licana Nacionalista (ARENA), in the March 2000 elections, the FMLN won
31 of 84 seats in the unicameral legislative assembly. This was a remarkable
achievement for the FMLN, barely eight years after becoming a political party,
allowing it to block bills requiring a two-thirds majority. This moved the
country further ahead in the political transition. In the municipal elections of
1997, the opposition had won about 80 percent of the largest cities, including
the capital.

In an evaluation of the 1992–2004 period, the Inter-American Development
Bank (IADB 2005) concluded that Salvadoran society had made a successful
transition to peacetime and has gained considerable ground in terms of sta-
bility, economic modernization, and poverty reduction. In the IADB’s view,
it would be hard to find another country that provides such an outstanding
example of speedy action and success in addressing a very difficult and com-
plex initial situation. However, in terms of the Human Development Index
(HDI), El Salvador has progressed at a snail’s pace, from 110th place (out
of 173 countries) in 1990, at the peak of the conflict, to 101st place (out of
177 countries) in 2006, 14 years after the Peace Agreement was signed.6 This
pace would have probably been much faster had the international financial
institutions (IFIs) and other development organizations been more involved
in providing technical assistance to reintegration programs, and had the UN
ensured effective and continued support for these and other peace-related
programs.
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Economic and political background

ROOT CAUSES OF THE CONFLICT

The roots of El Salvador’s decade-long civil war extended deep into the nine-
teenth century. As Torres-Rivas (1997) has pointed out, Salvadoran society
systematically generated economic marginalization, social segregation, and
political repression. Land tenure was as much a root cause of the conflict
that raged throughout the 1980s as was the overbearing power of the armed
forces.7 The two problems were not unrelated: scholars of El Salvador pointed
to the armed forces as an instrument created and nurtured by the powerful
landed class to protect and preserve its position. Torres-Rivas explains how
this alliance arose as a tacit accord following the 1932 peasant uprising and the
corresponding massacre, or Matanza. In his view, the oligarchic landowners,
afraid of another peasant insurrection, allowed the military to retain the reins
of government while they maintained their economic and social power.

THE ECONOMY BEFORE THE CONFLICT

Despite political tensions and socio-economic injustice, El Salvador experi-
enced significant economic progress in the 1960s and 1970s. Annual real GDP
grew by close to 6 percent in the 1970s, reflecting a stable macroeconomic
environment with fiscal discipline and low inflation, an improvement in the
terms of trade, and, following the creation of the Central American Common
Market (CACM), an expansion of the regional market for manufactured prod-
ucts. Domestic investment increased from 13 percent of GDP in 1967–9 to 22
percent of GDP in 1977–9, just before the conflict started in 1980. This was
financed mostly out of national savings, which reached 18 percent of GDP in
1977–9.8

Despite healthy economic growth, social progress lagged. Although some
gains were achieved in life expectancy, literacy rates, and primary education
enrollment, by the time civil war erupted, life expectancy continued to be
below 60 and infant mortality rates remained high. At the same time, only
20 percent of the school-age population attended secondary education, and
illiteracy was as high as 45 percent of the population (age 15+). Per capita GDP
remained low, at slightly over $600, with one of the worst income distributions
in the world.

By 1980, in an economy widely perceived as agricultural, this sector
accounted for only 28 percent of GDP, compared with 21 percent for industry
and 52 percent for services. Agriculture was much more important, how-
ever, in terms of employment (over 40 percent) and export revenues (well
over 60 percent). Coffee was of primary importance, accounting for about
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8 percent of GDP, 37 percent of real value-added in agriculture, and 50 percent
of exports.

THE CONFLICT

During the decade-long civil war in El Salvador, in addition to those who died
from armed conflict and massacres of civilians, about a half-million persons
were displaced, approximately 45,000 became refugees, and more than one
million (roughly one-fifth of the population) emigrated, mostly to the United
States.9 Many of the displaced were settled in communities, some of them on
abandoned land, creating serious property rights controversies. It was under
these conditions that the United States used the carrot-and-stick mechanism:
on one hand, it threatened to stop aid if the war continued, and, on the other,
it offered generous financial support if a peace accord was reached. Starting in
1990, the parties agreed to negotiate under UN auspices.

THE ECONOMIC CONSEQUENCES OF CIVIL WAR

As in other conflicts, the civil war in El Salvador diverted public resources
from investment and the social sectors to military expenditure. The figures
are telling.10 Military expenditure averaged more than 4 percent of GDP in
1988–90 and represented 20 percent of central government expenditure—
the highest level in Latin America with the exception of Nicaragua. Central
government expenditure on education dropped from 4 percent of GDP in
1980 to less than 2 percent in 1990 (as compared with an average of more
than 4 percent for Latin America in both years). By 1990, total health expen-
diture had fallen to less than 1 percent of GDP (from 2 percent in 1980),
which, in per capita terms, represented less than one-third of the average for
Latin America.

At the same time, inappropriate economic policies and a deteriorating
external environment due to falling terms of trade, high real rates of interest,
and world recession, weakened public finances in 1989. As a result, gov-
ernment revenue proportionate to GDP fell sharply. In addition, the colón
remained overvalued. The external deficit on goods, services, and income (that
is, the current account excluding transfers) widened from less than 4 percent
of GDP in 1977–9 to more than 12 percent in 1987–9.11 By 1989, domestic
investment and national savings were down to 15 percent and 6 percent of
GDP, from the high pre-war levels reported above. Net international reserves
had declined to the equivalent of three months of imports and sizable exter-
nal payments arrears had accumulated. The situation deteriorated further at
the turn of the decade, owing to the intensification of the armed conflict,
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reconstruction following the devastating earthquake in 1986, a severe drought,
and the economic downturn in other Central American countries. As a result,
domestic investment and national savings bottomed out in 1990 at 12 and 5
percent, respectively.

Damage to the country’s infrastructure as a result of the civil war was
estimated at $1.5 billion to $2.0 billion (more than 30 percent of 1990 GDP).
War destruction and grinding poverty caused serious environmental problems
as well. Real GDP declined by 12 percent during the 1980s, and real per capita
income dropped by 25 percent, with 56 percent of the population falling
below the poverty level. In a country historically known for its price stability,
inflation reached 24 percent at the end of the decade.

Despite some improvement in social indicators, by 1990 El Salvador was in
110th place out of 173 countries in terms of the HDI—just below Nicaragua—
a country with an income per capita of about $275, one fourth of that of
El Salvador. Infant mortality remained high, at 56 per thousand (compared
with an average of 44 per thousand for Latin America), while the daily calorie
intake per capita, at 2,155, was about four-fifths of the Latin American aver-
age. Furthermore, the adult illiteracy rate of 27 percent was almost twice the
average for Latin America, and the average of 4 years of schooling remained
extremely low, even by Latin American standards.

One factor that sustained El Salvador’s economy during the war years and
helped contain the spread of poverty was remittances by migrant workers
abroad, particularly from the close to one million Salvadorans who had emi-
grated to the United States during the war. At the end of the 1980s, remittances
represented 5 percent of GDP, growing rapidly in subsequent years, to 12
percent of GDP in 1992–5.

IMF and UN involvement in El Salvador before the
end of the conflict

Upon taking office in June 1989, President Alfredo Cristiani set three main
goals for his Administration (1989–94): end the civil war and initiate a
national reconstruction and reconciliation effort; carry out stabilization and
structural reforms necessary to put the economy back on a path of sustainable
growth and development; and reduce poverty.

The Cristiani administration decided to adopt a new macroeconomic
framework, despite the raging war. The new framework relied on macro-
economic stability and market-based reforms, including liberalization of the
domestic economy and of foreign trade and investment. At the same time,
the government would focus on providing the regulatory, legal, institutional,
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and infrastructural framework necessary to foster an environment conducive
to investment and growth, and rely on the private sector for the provision of
most services.12

Negotiations with the IMF on an economic program, to be supported by a
12-month stand-by arrangement (SBA), began in November 1989, but were
interrupted by a major FMLN offensive in San Salvador. In addition, a series
of external shocks, particularly the dramatic fall in coffee prices after the
breakdown of the International Coffee Agreement in June 1989, aggravated
the financial situation. Notwithstanding these adverse developments, Presi-
dent Cristiani reached an agreement with the Fund on an economic program
in August 1990, at the peak of the armed conflict.13 Economic activity was
disrupted by acts of sabotage of electric power and other infrastructure, and
disruption of harvests. During this period, official transfers (grants) began
to decline (from close to 6 percent of GDP in 1989 to 3 percent in 1991),
though private transfers (remittances from Salvadorans abroad) increased
(from about 5 percent of GDP in 1987–9 to more than 7 percent in 1990–1).

While the Fund supported stabilization amid civil war (1989–92), the UN
negotiated a Peace Agreement (1990–2), oblivious of the economic conse-
quences of peacetime. The FMLN offensive in November 1989 was the largest
of the civil war, affecting large parts of San Salvador and other major cities for
the first time. Six Jesuit priests thought to be connected to the guerrillas were
murdered, and the killers were widely believed to be closely associated with
the military. Domestic and international pressure on the government and the
FMLN to end their hostilities grew. The violence of 1989 not only claimed
hundreds of lives and caused severe physical damage; it also demonstrated
the impossibility of military victory by either side, and set the stage for a
negotiated solution.

By early 1990, the FMLN and the government had separately requested
UN Secretary-General Javier Pérez de Cuéllar to help negotiate a solution to
the military conflict. The agenda agreed for the negotiations made clear that
ending the conflict required addressing its root causes. After two years of long,
complex, and painstaking negotiations, and a series of partial agreements, the
formal signing of the El Salvador Peace Accord took place on January 16,
1992, at Chapultepec Castle, marking the beginning of the long, ambitious,
and arduous war-to-peace transition in El Salvador.

A synopsis of the peace agreements14

The parties set themselves a fourfold goal for the political transition: end-
ing the armed conflict by political means as speedily as possible, promot-
ing democratization, guaranteeing respect for human rights, and reunifying
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Salvadoran society. A key aim of the UN-led peace negotiations was to reinte-
grate members of the armed forces, the FMLN, and their political supporters
into productive activities. The peace agreements would establish the necessary
guarantees and conditions for reintegrating these groups, within a framework
of full legality, into the civil, institutional, and political life of the country. The
reintegration of the FMLN would take place through three main economic
and political channels: agricultural production, the new National Civil Police
(known by its Spanish initials PNC), and political activities.15

The Peace Agreement (also known as the “Chapultepec Agreement”) was
the culmination of a series of accords encompassing a wide-ranging agenda—
human rights, the armed forces, the judicial system, the electoral system, eco-
nomic and social questions, and constitutional reform. The first substantive
agreement, the San José Agreement, signed in Costa Rica on July 21, 1990,
concerned human rights.

On April 27, 1991, the parties agreed to a number of constitutional reforms
that became known as the Mexico Agreements. The most radical reforms, and
the most difficult to negotiate, strengthened civilian authority and circum-
scribed the armed forces’ role, almost completely eliminating their responsi-
bility for the maintenance of public order. The constitutional reform provided
for the disbanding of several military-dominated police bodies, replacing
them with a single, nationwide corps, strictly civilian in character, structure,
management, and doctrine. The parties also agreed to overhaul the judiciary,
making it more independent; to liberalize the electoral system to include a
broader spectrum of political parties; to create a national human rights pros-
ecutor, and to establish a Truth Commission. The purpose of the Truth Com-
mission, composed of three eminent persons (all non-Salvadoran) appointed
by the Secretary-General, was to examine the most notorious cases of violence
from the decade-long war and to make recommendations to prevent their
recurrence.

The New York Agreement, signed on September 25, 1991, created the
multiparty National Commission for the Consolidation of Peace (COPAZ)
as a mechanism for enabling key groups, including the still illegal FMLN, to
monitor and participate in the peace process. COPAZ was composed of two
representatives of the government, including a member of the armed forces,
two representatives of the FMLN, and one representative of each of the parties
or coalitions represented in the Legislative Assembly.

The final agreement signed at Chapultepec provided for broad reforms
of the armed forces, including a purge (“depuración”) of the officer corps
based on recommendations by an independent civilian panel, known as the
Ad Hoc Commission, and detailed provisions for a ceasefire and separation
of forces. The agreement also included an intricate calendar to synchronize
the dismantling of the FMLN military structure with the implementation of
the economic and social reforms agreed to by the government. Except for
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the human rights agreement, which entered into force before the signing of
the Chapultepec Agreement, the calendar’s approval would trigger implemen-
tation of the whole package of agreements, as well as economic and social
measures to facilitate the reintegration of ex-combatants into the productive
life of the country.

Two of the most prominent measures of the Peace Agreement were the
creation of the PNC and the provision of credit for land purchases to former
combatants on both sides, and supporters of the FMLN who had occupied
land in the war zones. There are several reasons for singling out the PNC
and the land program. First, these programs were among the most innovative
features of a pioneering foray into a new generation of UN peace ventures.
Second, the entire peace process and its long-term sustainability depended
on their success. Third, both programs encountered serious difficulties and
suffered distortions that at times endangered the peace process.

The war-to-peace transition

El Salvador illustrates the experience of a country entering the complexities of
a war-to-peace transition after the conclusion of UN-sponsored peace accords
between the government and guerrilla or rebel groups, as was later the case
in Guatemala. The agreements negotiated through 1990 and 1991 brought
the decade-long civil war in El Salvador to an end in an impeccably observed
ceasefire. In light of their extraordinary breadth and scope, the reforms were
aptly described by Secretary-General Boutros-Ghali as a “revolution achieved
by negotiation,” since they aimed at nothing less than eliminating the causes
of the conflict: a militarized society, profound economic and social injustice,
and a closed, non-participatory political system.16 The implementation of the
agreements took a long-suffering nation a great distance: El Salvador became
a democratic society capable of solving its own problems through civilized
discourse. Previously unthinkable transformations occurred, including far-
reaching constitutional reforms, attained for the first time in El Salvador’s
history through peaceful means. Moreover, former guerrillas were elected in
significant numbers to public office.

The economic consequences of peacetime: 1992–7

El Salvador’s civil war was costly, but so were the economic consequences of
peace. Moreover, the latter were difficult to finance owing to the fact that
foreign financing dried up after the end of the Cold War. Since the war in
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El Salvador was largely foreign-financed, there was hardly any peace dividend
in fiscal terms—that is, resources that could be released from military to non-
military purposes—during the transition to peace.17

Peace could be sustained only at a relatively high cost. Rebuilding damaged
infrastructure, restoring basic social services, reintegrating former combat-
ants, and reactivating growth entailed financial costs that far exceeded the
country’s resources and thus required generous assistance from the interna-
tional community. As part of the peace negotiations, a number of programs
were to be implemented in the financial framework of the National Recon-
struction Plan (NRP) for the period 1992–7, at an estimated cost of about
$2 billion, or roughly one-third of 1992 GDP. At the same time, the financial
implications of the NRP had to be incorporated into and reconciled with
the fiscal restrictions imposed by the IMF-supported economic stabilization
program. This, as discussed below, imposed a serious constraint on the peace
process.

The main objective of the NRP was the satisfaction of the immediate needs
of those sectors of the population hardest hit by the conflict, the reconstruc-
tion of damaged infrastructure, and the reactivation of economic activity in
the former conflict zones. The two most important programs within the NRP
were the creation of the PNC, separate and distinct from the armed forces,
and the land program to former combatants on both sides and for supporters
of the FMLN who had occupied land during the war years. Given that land
had been a root cause of the conflict, the land program was the main vehicle
for reintegrating those most closely involved in the conflict into productive
life.

Other peace-related programs focused on resettlement of displaced per-
sons; reintegration through micro-enterprise development; reduction of the
armed forces; creation of a police academy to train the PNC; strengthening
the country’s democratic institutions (including the judiciary and the elec-
toral system); and rebuilding social and physical infrastructure. In order to
facilitate the allocation of resources and the implementation of peace-related
programs, the NRP was to be carried out through consensus-building among
the government, the FMLN, and other sectors of society.

With the signing of the Chapultepec Agreement, the challenge of attend-
ing to the unsatisfied demands of the participants in the conflict, and the
fulfillment of basic needs for large segments of the population that had
suffered significant declines in their living standards, required the resump-
tion of stability and economic growth. The government was committed to
ensuring that reconstruction efforts would be conducted in a framework
of macroeconomic stability. Underlying the government’s actions was the
belief that stability and economic growth could not be sustainable with-
out a lasting peace, and that peace was not durable without high-quality
growth.
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Post-conflict economic reconstruction: 1992–7

Reconstruction in El Salvador presented a number of challenges to the UN
and the IMF, both of which played a critical role in the implementation of the
peace agreements. Other international organizations such as the World Bank,
the IADB, the UNDP, and a large number of NGOs were involved in specific
development programs in the country at the time, some of them dating from
before the Peace Agreement. However, their policies had more limited impact
on the overall implementation of the agreements, which was clearly led by
ONUSAL. Despite their support through donors’ coordination, neither the
UNDP nor the World Bank played the technical assistance role in support of
peace-related programs—particularly those focusing on reintegration—that
they could have played.18

REORIENTATION OF ECONOMIC POLICY

As mentioned earlier, even before peace was attained, the government decided
on a major reorientation of economic policy to improve economic perfor-
mance, including a greater reliance on market forces and a major reform
of the exchange and trade system. The multiple exchange-rate regime was
replaced by a unified market-determined system, import tariffs were reduced
and unified, and exchange restrictions were eliminated. Price controls were
reduced and state monopolies in the marketing of agricultural commodities
were eliminated. The strengthening of fiscal policy was based on a major tax
reform, which included the introduction of a value-added tax (VAT). Greater
flexibility in adjusting public-sector prices and improvements in the operating
efficiency of state enterprises were also implemented. Credit policy was tight-
ened in the context of dismantling the complex system of credit allocation and
a move toward market-determined interest rates.

The medium-term adjustment strategy included a social-sector program
aimed at reducing poverty and raising the standards of living, education,
and health of the population through investment in social infrastructure.
The strategy also provided for temporary employment, income, and food
supplements, and expansion of social services. The government developed
a social safety net through the development of community projects, sup-
ported by the Social Investment Fund (known by its Spanish acronym FIS),
designed to channel donors’ financing to poverty alleviation projects. Efforts
were also made to improve the effectiveness of social expenditure, with
health and community school programs designed to expand the coverage
and increase the quality of health care and pre-primary and primary edu-
cation in the poorest areas through community participation. Moreover,



UN-LED THROUGHOUT: EL SALVADOR 113

remittances from Salvadorans abroad remained a critical factor in poverty
alleviation.

Because social progress lagged and the poverty situation remained dismal,
there was no room for complacency. In the government’s view, social devel-
opment and poverty alleviation were, however, to be tackled on a longer-term
basis. Putting the economy on a sound footing through fiscal discipline was a
prerequisite in this endeavor.

ECONOMIC ASSISTANCE19

International assistance to El Salvador was strengthened by the govern-
ment’s own effort at increasing domestic savings. Non-financial public sector
(NFPS)20 savings rose from an average of −0.8 percent of GDP (implying pub-
lic expenditure larger than revenue) in 1989–93 to 2 percent of GDP by 1994–
7. At the same time, the deficit of the NFPS (excluding grants), which reflects
the borrowing requirements of the government, was reduced from 5 percent
to 2 percent of GDP. The improvement was due to an increase in current
revenue, which resulted from the introduction of a VAT at a rate of 10 percent,
the approval in early-1993 of the Fiscal Crime Law to reduce tax evasion,
and the execution of a fiscal package yielding revenue equivalent to 2 percent
of GDP. This increase in revenues was accompanied by a shortfall in capital
expenditure (including under the NRP) due to implementation problems.

With the achievement of peace, remittances from Salvadoran workers
abroad continued on a large scale, averaging over 12 percent of GDP in
1992–5, as mentioned earlier. The government also requested $2 billion specif-
ically for its peace-related programs during the 1992–7 period, mainly in the
form of external grants and long-term concessional loans from bilateral and
multilateral creditors. The World Bank played an active role as a catalyst for
financial support for the country, even while peace negotiations were ongoing.
Although no pledges were made at the time, the World Bank, in collaboration
with the UNDP, organized a consultative group meeting in May 1991 to
familiarize donors with events in El Salvador and the financing and technical
assistance needs that the country would face after peace was achieved. Three
consultative group meetings, attended by donors, the national authorities, the
FMLN, and the UN took place in March 1992, April 1993, and June 1995.
The international community provided grants averaging more than 3 percent
of GDP in 1992–5. Although donors were supportive of El Salvador’s peace
efforts, they showed a clear preference for financing specific projects, mostly in
infrastructure and the environment. Thus, quick-disbursing external financ-
ing for peace-related expenditure such as the reintegration of former combat-
ants, the creation of the PNC, and the promotion of democratic institutions
was in short supply.21
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Challenges to the UN and the IMF in El Salvador

“BUSINESS AS USUAL”

Six days after the signature of the Chapultepec Peace Agreement, the IMF’s
Executive Board concluded the 1991 Article IV consultations and approved a
14-month stand-by SBA worth SDR42 million.22 The arrangement called for
a mid-term review, to be completed by August 31, 1992, that would provide
an opportunity for the incorporation in the program of the NRP’s financial
requirements. The Salvadoran authorities expected that the Peace Agreement
would allow for a reduction in military outlays and make room for an increase
in social expenditure. To be able to keep the program on track, however, the
government had an understanding with the Fund that peace-related expendi-
ture would have to be financed by additional public savings, reallocation of
other public expenditure, or external resources.

A severe slump in international coffee prices, a drought, and the large
financial requirements of the NRP complicated macroeconomic management
in 1992. While real GDP grew by close to 8 percent, there was a consider-
able deterioration in the overall deficit of the NFPS (of over 2 percentage
points of GDP), in the current account, and in the rate of inflation. At the
same time, the accumulation of reserves was lower than contemplated in the
IMF program. The review of the program called for under the SBA was not
completed, because an agreement could not be reached on policies to return
the program to an appropriate path. In light of the shortfalls in external
assistance in 1992, the Fund’s view was that the government “should take
additional fiscal measures or postpone some of the peace-related expenditure”
if shortfalls in external assistance recurred in 1993 (IMF 1993). This was a
clear violation of my Premise 2 that the political objective should prevail at
all times and that peace-related expenditure should have priority in budget
allocations.

As discussed earlier, the government of El Salvador had been implement-
ing an IMF-supported economic program since 1990. The signing of the
UN-brokered Peace Agreement in early 1992 paved the way for accelerated
economic reconstruction and improved social welfare for the entire pop-
ulation. As de Soto and I pointed out in our 1994 Foreign Policy article,
despite the UN’s involvement in the search for peace and the inclusion
of the NRP in the agreement, the economic program was formulated and
implemented without the UN being informed about either its progress or its
constraints.23

In the same vein, we noted that the UN did not inform the Bretton Woods
institutions about progress in the peace negotiating process, nor did it consult
them on the financial implications of the NRP and other programs under
negotiation. These institutions were notoriously absent during the negotiation
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of the economic and social portion (Chapter V) of the Peace Agreement in
December 1991, as well as during the negotiations that led to a revised agree-
ment on the land program in October 13, 1992.24 However, some indirect
early collaboration took place in catalyzing foreign assistance. The Fund and
the Bank lent full support to the consultative group meeting held in Washing-
ton in March 1992, in an effort to secure external assistance to cover outlays
under the NRP.25

The business-as-usual approach led to misunderstandings and confronta-
tions as the separate economic and peace processes moved forward. In a
speech in Bangkok in April 1993, Secretary-General Boutros-Ghali expressed
strong concern that the Fund and the UN did not seem to work on a fully
coordinated and transparent basis toward the overriding goal of consolidating
peace and human security. In his view, implementation of the agreements
could not be made conditional on the availability of foreign financing, as
the Fund insisted. The Secretary-General argued that it was the government’s
responsibility to define fiscal policies and public expenditure priorities that
would enable it to fulfill its commitment to full implementation of the
agreements.26 The IMF later acknowledged its business-as-usual approach
by recognizing that, while cooperation between the UN, the Fund, and the
Bank had been instrumental in planning technical assistance and a macroeco-
nomic framework for Rwanda, such coordination had initially not occurred
in the negotiation of El Salvador’s NRP. As a result, the fiscal impact of the
NRP had not been fully assessed when the Peace Agreement was drawn up
(IMF 1995g).

INCREASED COOPERATION AND FLEXIBILITY WITHIN A MORE
INTEGRATED APPROACH

As pointed out earlier, the IMF’s initial reaction to the NRP had been that,
in order to keep the 1992 program on track, peace-related expenditure would
have to be financed by additional public savings, reallocation of expenditure,
or external resources. Beginning in early 1993, however, the Fund worked
closely with the government to develop an economic program that would
allow for annual NRP expenditure of $250 million in 1993–4 (more than 3
percent of GDP per year). This would cover the indemnity payments related
to the demobilization of the military, the establishment of the PNC, health
and education facilities in the former conflict areas, and the acquisition of
land for ex-combatants. Thus, a compromise scenario was incorporated into
the 1993 economic program; by cutting certain expenditure categories and
reallocating others, room was made for a significant increase in peace-related
expenditure.27
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As discussions between the Fund and the UN began on a regular basis
and a more cooperative and integrated approach was developed, methods
were explored to support financing of the higher peace-related expenditure
required under the NRP from external resources, higher domestic revenue,
expenditure switching, increased bond emissions, and money creation.28

Despite an uneven pattern in the availability of grants and net external financ-
ing, the central government was able to increase nonmilitary expenditure by
more than 3 percentage points of GDP in 1992–7 as compared with 1989–91.
This can be explained by a decrease in military expenditure of 2 percentage
points of GDP, together with an increase in tax revenue of 2.5 percentage
points of GDP,29 which enabled a reduction in the central government fiscal
deficit from close to 5 percent of GDP to below 3 percent between these
periods.30

THE GOVERNMENT’S FISCAL OVER-PERFORMANCE

The performance of the Salvadoran government in managing the economy
under a succession of IMF-supported programs and in carrying out peace-
related expenditure during the 1989–97 period was remarkable. However, the
Salvadoran government often achieved fiscal and other targets under its 1993
and 1994 programs with the Fund with a margin. This means that there was
room under fiscal targets and domestic financing ceilings to spend more on
peace-related programs, especially on capital expenditure (including under
the NRP). By spending less than the program allowed, it could be argued that
the Salvadoran authorities were being more royalist than the king. Uncertainty
about external financing was one of the reasons for caution on the part of
national authorities.

The situation in 1992, however, had been different. Because the expenditure
requirements of the NRP had not been incorporated into the 1992 program
(they were unknown at the time the program was designed), the NFPS deficit
was much higher than programmed (close to 7 percent of GDP, compared
with the 2 percent ceiling required by the program). In 1993, with the incor-
poration of the NRP into the economic program, the NFPS deficit was pro-
grammed to reach 6 percent of GDP. This deficit, however, was less than
4 percent in 1993, significantly lower than programmed, reflecting a shortfall
in capital expenditure by the central government (including under the NRP)
and somewhat higher than expected current revenue. Furthermore, despite a
sizable shortfall in programmed net external financing, the net indebtedness
of the NFPS was unchanged in 1993, compared with a program limit of close
to 1 percent of GDP.

At the same time, current expenditure by the central government was
higher than programmed, with lower expenditure on goods and services
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more than offset by higher than anticipated transfers to local governments
for expenditure on health, education, and the reintegration of ex-combatants.
However, capital expenditure was about 3 percent of GDP, compared with
more than 4 percent allowed under the program. Capital expenditure in 1994
was also lower than programmed (less than 3 percent of GDP, compared with
more than 4 percent allowed by the program).

Reintegration of former combatants into civilian life

Perhaps the most daunting challenge of post-conflict economic recons-
truction—and the one for which national governments and the international
community still lack adequate mechanisms and proven strategies—is the rein-
tegration of groups marginalized during years of conflict into the productive,
civil, and institutional life of the country. These groups include not only
former combatants and war-disabled people, but often a large number of
returning refugees and displaced persons.

The Peace Agreement provided for reintegration to take place through three
channels: participation in political life, admission to the PNC, and access to
productive activities. As envisaged in the agreement, the agricultural sector
would absorb not only the bulk of ex-combatants on both sides, but also a
large number of civilian supporters of the FMLN—the so-called landholders
(tenedores in Salvadoran parlance)—who had taken over and worked the land
in conflict areas throughout the war years.31

Although the Peace Agreement made references to this program as a simple
“land transfer,” it was much more complex than that. It involved provid-
ing credit (and hence creating indebtedness) to former combatants on both
sides and to tenedores to provide them with a viable livelihood and a stake,
however tiny, in the country’s wealth. Because it involved “disarmament and
demobilization” of combatants as a precondition for eligibility, this program
was characterized as an “arms-for-land” exchange (de Soto and del Castillo
1994).

It is not surprising that land became the main vehicle for reintegration.
Because of the dismally inequitable distribution of land in El Salvador and its
importance to the overall economy, land had been one of the root causes of
the conflict. However, the agreement stopped short of attempting to solve the
overall problem of land tenure or distribution as such. Though it was quite
restricted in its objective, the land program proved to be the most difficult
of all the peace agreements to implement, owing to its short-run cost and the
complex technical, administrative, and legal issues involved. Another difficulty
reflected the reluctance of many, including public employees, to—as they saw
it—increase the economic and political power of the FMLN. Moreover, the
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FMLN faced its own difficulties in satisfying many of the requirements of
the program, and in converting former young combatants into agricultural
producers overnight, especially given the overall trend for young people to
move from rural areas to urban centers.

The land problem32

El Salvador, the smallest country in the continental Americas, has a geograph-
ical area of barely 8,620 square miles (roughly 22,000 square kilometers), with
agricultural land accounting for about 40 percent of the total. Its population
more than doubled in 30 years, to close to 5.5 million in the early 1990s,
making the country by far the most densely populated in all of Latin America,
with about 260 inhabitants per square kiliometer. With a GDP of about $6
billion in 1991, average income per capita was around $1,100. This made
El Salvador ineligible for most concessional programs of the IFIs involved in
the country, mainly the Bretton Woods institutions and the IADB.33 However,
the country’s income and wealth were highly concentrated. It was often heard
that about 85 percent of the land belonged to 14 families. Despite an agrarian
reform program that started in 1980, in the early 1990s it was estimated that
there were about 300,000 families of campesinos (small farmers) who still had
no land.

Rapid economic recovery followed the implementation of a rigorous eco-
nomic stabilization and structural reform program adopted at the inception
of the Cristiani administration, but agricultural production lagged. The most
important external shock affecting the country during this period was the
dramatic fall in the price of coffee, particularly after the breakdown of the
International Coffee Agreement in June 1989. This imposed serious con-
straints on government finances. Moreover, with the country having one of the
most diminished natural resource bases in Latin America, serious ecological
problems aggravated the effects of the fall in coffee prices. According to a 1993
IADB report, almost half of El Salvador’s agricultural land was worked in a
manner that downgraded its productive capacity, owing to misallocation and
overuse.

The land situation in the conflict zones was very complex. Production
had been virtually paralyzed during the war and infrastructure was seriously
damaged. As landowners abandoned or were forced off their land, landless
peasants had moved in. During the peace negotiations, the FMLN had insisted
on the legalization of the landholders’ precarious tenure as a reward for their
crucial support to the FMLN’s largely rural-based guerrilla movement. The
landholders were also expected to provide electoral support for the FMLN’s
post-conflict political ambitions. Moreover, the problem had to be addressed
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in any case, regardless of the FMLN position, lest it remain as a potential
source of instability as landowners tried to recover their land.

The “arms-for-land” program34

The objective of the “arms-for-land” program—which was of central impor-
tance to the maintenance of the ceasefire—was to provide demobilizing com-
batants with the means for reintegration into the productive economy by
providing credit to potential beneficiaries to purchase land. The agreement
also contemplated supplementary short-term programs (agricultural train-
ing, distribution of agricultural tools, basic household goods, and academic
instruction) and medium-term programs (credit for production purposes,
housing, and technical assistance).

Curiously, provisions of the Chapultepec Agreement itself complicated the
implementation of these initiatives. While the chapters dealing with legal and
institutional reforms were negotiated in detail, negotiations on economic and
social issues, of which reintegration was a crucial part, took place literally at
the last minute. Negotiators came under pressure to strike a deal before the
expiration of UN Secretary-General Javier Pérez de Cuéllar’s term in office
at midnight on December 31, 1991. The inadequacy of the agreement also
reflected the lack of technical expertise on the part of the FMLN—and even on
the part of the UN negotiating team—concerning economic reconstruction
issues, as well as the government’s reluctance to offer major socio-economic
concessions.

The important differences between the arms-for-land program and that
of the 1980 agrarian reform escaped many serious analysts throughout the
process, creating chronic confusion and misunderstanding. On certain land
transfer issues, Chapter V of the Peace Agreement was excessively precise,
posing severe constraints on its implementation. It stipulated that private land
to be transferred had to be “voluntarily offered for sale by its owners” and that
transactions had to be concluded at “market prices.” It also stipulated that
beneficiaries would repay government loans in accordance with the agrarian
reform’s terms of payment (over 30 years, with a 4-year grace period for
principal and interest, and a fixed annual interest rate of 6 percent). At the
same time, preference would be given to ex-combatants on both sides, while
landholders would not be evicted until a satisfactory legal solution for their
land-tenure problem was found.

Under agrarian reform programs in the early 1980s, land in El Salvador
had been expropriated and owners had been paid with government bonds.
Furthermore, the Agrarian Reform Law of 1980 established that landowners
would be paid for their land at the value they had declared for tax purposes,
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which allowed the government to obtain land at a significant discount on
market prices. Thus, the fact that the 1992 Peace Agreement stipulated that
owners had to offer their land “voluntarily” for sale at “market prices” cre-
ated tremendous difficulties for both the acquisition and financing of land
purchases. Difficulties also resulted from repayment terms, which were com-
parable to those of the agrarian reform program. The situation was aggravated
by the fact that the government had not honored most of the bonds issued to
finance agrarian reform in the past; hence bond financing for the arms-for-
land program was impossible.

The Agreement stipulated further that the FMLN would submit an inven-
tory of affected lands in the conflict zones within 30 days of the signing of the
Agreement.35 Legalization of land tenure in these zones was to be completed
within six months, that is, by July 31, 1992 (this date was later put off until
August 31 in the context of an overall recalendarization). Before starting the
program, COPAZ would set up a special unit to verify the inventory of lands
presented by the FMLN to determine, among other things, the number of
landholders occupying them.

However, despite the precision of Chapter V (Section 3) on certain issues,
it completely ignored crucial parameters such as the total number of potential
beneficiaries; the size of the plots to which they would be entitled; and the
amount of credit that the government would make available to them. Nor did
the agreement determine the practical arrangements under which the transfer
of land would take place.

Return to the brink of war

The vagueness of the Chapultepec Agreement regarding economic and social
issues gave rise to differing expectations on the part of the many players. By
the end of September 1992, these differences were so acute that land transfer
had become one of the most contentious issues in the implementation of the
Agreement, and had actually led the FMLN to suspend its military demobiliza-
tion. In early October, the FMLN, holding the government responsible for not
having started the arms-for-land program, unilaterally halted the third phase
of its five-phase demobilization (each phase was to demobilize 20 percent
of its forces). The FMLN’s negotiating position in resolving this controversy
was quite strong, since its supporters occupied the land in question and the
Chapultepec Agreement protected them from eviction.36

As days went by, positions hardened and the gap between the FMLN’s
demands and the government’s offers widened. The government insisted that
the acreage to be transferred should be determined by the availability of land
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and financing, and that a ceiling in domestic currency (colón) was to be
imposed on the amount of credit that it would provide to ex-combatants and
landholders. This implied that if the colón depreciated or the price of land
rose during the implementation of the program, beneficiaries would be able
to afford only smaller-size plots. Predictably, the land-owning class resisted
the transfer of land to the FMLN and its supporters. Many viewed it as a way
of increasing the FMLN’s political appeal, which was certainly the FMLN’s
intention.

The FMLN contended that arguments about the availability of land and
financing were irrelevant, and that both could be found if the government
had the political will. In the FMLN’s view, the government, having agreed
to facilitate the transfer of land in exchange for demobilization, was simply
obliged to deliver.

The positions taken by the FMLN and the government jeopardized the
entire peace process, since the reduction and purge of the armed forces and
the disbanding of strategic military units were contingent on the FMLN’s
demobilization. Removing the obstacles to the land program therefore took
on great urgency with the belligerents cantoned, fully armed, and massed in
an archipelago of concentration areas in the tiny country.

The October 13, 1992, Land Agreement

After intensive consultations with the two parties, the Secretary-General pre-
sented a land program that he knew would not fully satisfy either side, but
that he asked them to accept, as a package and without amendment, as a fair
and reasonable compromise.37 With its acceptance by the parties a few days
later, the so-called October 13, 1992, Land Agreement became, in effect, a
supplement to the Chapultepec Agreement.38 The Land Agreement removed
a major roadblock to the demobilization of the FMLN and hence to the
reform of the armed forces and the implementation of the agreements as a
whole.39

Under the terms of the Secretary-General’s compromise land proposal, as
accepted by the parties, while the size of plots to which beneficiaries could
aspire was smaller than the FMLN expected, the government agreed not to
press for a ceiling on the amount of credit to be granted to beneficiaries
for land acquisition. In practical terms, this meant that the government was
assuming both the foreign exchange risk and the risk of land price speculation.
The bottom line was that under this Agreement, beneficiaries were guaranteed
a fixed amount of a particular type of land, irrespective of its price or possible
foreign exchange fluctuation.
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The program was designed to ensure the early and rapid transfer of substan-
tial quantities of land to ex-combatants of the FMLN and the armed forces and
the legalization of tenure or, if necessary, the relocation of landholders in the
conflict zones. It provided for a maximum number of 47,500 beneficiaries,
consisting of 7,500 ex-combatants from the FMLN, 15,000 from the armed
forces, and 25,000 landholders in the former conflict zones. The amount of
land to which each ex-combatant was entitled was determined by the agrarian
reform criteria of the Land Institute (Instituto Salvadoreño de Transformación
Agraria, ISTA) according to the different types of soil.

If owners of occupied land were willing to sell, the landholders would
remain on their plots with a maximum size of land equal to that of ex-
combatants and a minimum size of half that amount. If owners did not sell,
relocation of landholders to land under comparable conditions would await
the end of the program. Since the government could not evict landholders,
relocation was necessarily to be left for the end. Landowners thus faced the
following dilemma: sell their occupied land for cash at current market prices
(obviously below the market price of unoccupied land) or hold out and wait
until the government could relocate landholders currently occupying their
land. Given the government’s lack of financing to complete the land program
and the existing land constraints, relocation could well take a long time. Thus,
putting off relocation was intended to encourage owners to sell and thereby to
put downward pressure on prices.40

Assuming that beneficiaries would receive on average 5 mz of an average
type of land at an average cost of $600 per mz, it was estimated that 175,000–
235,000 mz would be required for the arms-for-land program. In total, the
program would cost between $105 million and $143 million (equivalent to
1.8–2.4 percent of GDP).41

The program was divided into three phases, reflecting the availability of
land and financing. For the first emergency phase, resources would be made
available between October 1992 and January 1993, when the government
would provide state lands and USAID would donate financial resources to
cover the needs of more than 15,000 beneficiaries. In this phase, priority was
to be given to former FMLN combatants as they demobilized and to land-
holders on the transferred lands. We anticipated that, although the required
resources would be available, the implementation of this phase would take
significantly longer because of the practical, legal, and logistical difficulties
involved.

In a second phase (February–March 1993), the EU would provide addi-
tional resources. Bilateral donors often have different conditionalities for
their assistance. According to EU conditionality, this phase would benefit
former combatants from the FMLN and the armed forces in equal numbers.
Since it excluded landholders, this phase was to take place simultaneously
with the first phase, so that landholders could also be legalized. It would
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be completed only when enough land could be negotiated for about 4,000
beneficiaries.

The timing of the third phase, which was to cover the needs of about
60 percent of the beneficiaries (roughly 28,000 people), was open-ended,
since there were neither financial resources nor enough available land to
satisfy the requirements for them. Nor was it possible to predict with
any degree of certainty when sufficient land and resources would become
available.42

Interestingly, a national survey conducted in October 1992 by the University
of Central America—at a time when the purification of the armed forces and
the demobilization of the FMLN were still pending—revealed that almost 40
percent of Salvadorans considered the land program to be the most difficult
agreement to implement.43 Only 20 percent thought that the most difficult
requirement to meet was demobilization of the FMLN.

Implementation of the “arms-for-land” program

The agonizing difficulties and frustrations in implementing the arms-for-land
program have been well documented elsewhere.44 The serious delays in its
implementation, for which both the government and the FMLN were respon-
sible, created much tension. Many of the delays stemmed from administrative,
bureaucratic, and technical difficulties. Others were due simply to the unwill-
ingness of lower-ranking government officials to facilitate the transfer of land
to FMLN ex-combatants and their supporters, and the reluctance of FMLN
supporters to comply faithfully with the undertaking of their leaders. In the
meantime, for many potential beneficiaries, the lack of land titles precluded
access to credit for housing and agricultural production, thus impeding their
effective reintegration into productive activities. Because of the delays, farmers
missed the planting seasons in 1993 and 1994, which meant that El Salvador
required more international food assistance than originally planned.

Although the October 13 Agreement was considered a breakthrough at
the time, the land program remained at a virtual standstill until late 1993.
Given the pace of progress reported up to that time (slightly more than eight
beneficiaries a day), I calculated that it would take 91/2 years to complete the
program. This led to an Acceleration Plan in August 1993. By the end of 1994,
however, only 17,200 titles had been issued, covering slightly more than 40
percent of potential beneficiaries.

By the end of ONUSAL’s mandate in April 1995, only 45 percent of poten-
tial beneficiaries had received land titles. Slow progress in the land program
continued throughout 1995. Although the Chapultepec Agreement contem-
plated that the legalization of land tenure in the former conflict zones would
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be completed by July 31, 1995, by September 1995, only 74 percent of the
potential beneficiaries had received land titles. At that time, however, the UN
was surprised to learn that only 25 percent of these beneficiaries had had their
titles filed with the land registry (UN A/50/517, October 6).

Three years of post-conflict economic
reconstruction: 1992–4

While problems with reintegration had brought the peace process to the verge
of collapse in September 1992, stabilization and structural reform under IMF
and World Bank leadership proceeded smoothly, lowering inflation and reac-
tivating economic growth. The improved economic performance reflected a
strengthening of public finances. It was facilitated by the implementation of
structural reforms that increased market allocation of resources, laying the
basis for medium-term balance of payments viability and sustained growth. By
mid-1990, the government had unified the exchange rate and had introduced
a flexible exchange rate system, with the value of the colón depreciating in
real effective terms by close to 20 percent. A more realistic exchange rate
and structural reform, in conjunction with the peace agreements, improved
investor confidence, which in turn underpinned an inflow of private capital
(mostly a return of capital flight during the war). This, together with official
transfers and debt rescheduling with bilateral creditors, including the Paris
Club, allowed for a decrease in external debt arrears.

In evaluating both the obstacles and the achievements of post-conflict eco-
nomic reconstruction, it is important to distinguish between the short- and
long-run developments. By the time of the general election during the first
half of 1994—the first in peacetime in decades—most observers, and certainly
public opinion, had already filed away El Salvador as a success story.45 The
election was viewed as an important test of El Salvador’s political maturity
following a long war and decades of violence, but it was never expected to
represent the end of the peace process. On the contrary, important portions
of the peace accords remained to be implemented before the peace could
be deemed irreversible. Regrettably, however, UN Secretary-General Boutros-
Ghali’s proclamation of success in mid-1994 was premature and removed
pressure needed to complete important “unfinished business.”46 In addition
to the problems related to the arms-for-land program, nagging problems
continued to afflict the new PNC. These two programs were crucial to the
success of the entire process.

The election both diverted attention from the peace process and politicized
it, giving rise to a false analogy with Cambodia, where, in accordance with
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the Paris agreement, the holding of elections and the establishment of a new
government largely concluded the UN’s peacekeeping involvement.47 Such a
schedule was never intended for El Salvador. Even under the original schedule,
the implementation of the El Salvador peace agreements would have lasted
through 1994. Furthermore, with the waning of the Cristiani administration,
the second half of 1993 saw a loss of momentum in the implementation of the
agreements, on which the reintegration of impatient former combatants and
their supporters depended.

The fact that elections were held peacefully and on schedule led to com-
placency in the international community about the state of affairs in El Sal-
vador, and discussion began about establishing a sunset clause for ONUSAL.
The Security Council wisely decided against this course when it renewed
ONUSAL’s mandate for six months in May 1994, thereby choosing to main-
tain pressure for the full implementation of the agreements. One more such
extension took place in November.

Because of delays in the land and other programs and the need for the UN to
complete verification of compliance with pending peace-related programs, a
small team would still be necessary after ONUSAL’s Security Council mandate
finally concluded at the end of April 1995. At the time, the parties to the
Chapultepec Peace Accord signed a protocol for the completion of all remain-
ing programs (UN S/1995/407). On the following day, the Security Council
adopted SCR 991 (1995), formally putting an end to ONUSAL and initiating
a new mission, appropriately called MINUSAL (United Nations Mission in
El Salvador) because of its reduced form. The new mission, which enabled the
Secretary-General to report to the General Assembly and keep the Security
Council informed, was created to continue to provide good offices and verify
the implementation of remaining programs. However, it was considerably less
visible than its predecessor, given that it was not under the magnifying glass of
the Security Council.48

“Exit” from reconstruction into normal
development: 1995–7

LOSS OF SECURITY COUNCIL CLOUT

The question that arose in mid-1995 was how to “exit” from post-conflict
reconstruction amid a peacekeeping operation strictu sensu (with military and
police personnel), to an operation in which the UN continued discharging
its verification and good offices responsibilities and the economy could start
the transition toward normal development. The challenge for the UN was
to continue implementing its mandate under the peace agreements without
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losing the momentum provided by pressure from the international commu-
nity through the Security Council. This had given ONUSAL a strong leader-
ship role, as well as leverage with the programs and agencies of the UN system,
in working towards the goal of peace consolidation. This was particularly true
vis-à-vis the UNDP, whose local representative, under normal development
situations, acts in the dual role of UNDP Resident Representative and Resident
Coordinator of the UN System.

OVEREXTENSION OF THE UN

No other UN organ or body has the Security Council’s clout. It can keep
pressure on the implementation of peace agreements. The Council, however,
is normally reluctant to take on or renew open-ended peacekeeping commit-
ments that are financed through assessed contributions, in which permanent
members pay a larger share than under the regular budget in order to give
poor countries a discount in such financing.49 One has to reckon with this
reality, as well as with the growing pressure to set time limits on peacekeeping
operations that goes with it. But, at the time, scarce financial resources were
only part of the problem; there was a broader and understandable concern
about overextension in general. This led to terminating operations very shortly
after the mandate, as originally conceived, had been discharged.

This approach had worked well in Namibia. But the situation in El Salvador
was conceptually and practically different from that of Namibia, and even
that of Cambodia or Mozambique, where UN peacekeeping operations were
ongoing at the time. In El Salvador, the UN was committed to verifying the
implementation of all agreements signed by the two parties, a mandate that
made no distinction between the military and police portions of the agree-
ments and economic reconstruction.

The question of how the UN would continue to discharge its verification
responsibilities was a matter of great debate. Many thought that verification
required that the UN have a political office, and that no blue helmets, blue
berets, or police monitors were necessary any longer. Instead, what was needed
were political observers and good officers with sufficient technical capability—
economic, legal, and otherwise—to follow and encourage implementation of
complex accords and, above all, to enable the UN to keep a watchful eye
trained on the process of consolidation of peace and prevention of future
conflict.

Others thought that responsibilities of this nature could be transferred to
field missions of development agencies. This is what eventually happened, and
the UNDP’s office assumed responsibility for all “unfinished business.”
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FAILURE TO ACHIEVE AN “INTEGRATED APPROACH
TO HUMAN SECURITY”

By early 1995, the experience in El Salvador had had its positive impact on
relations between the UN and the IMF. Furthermore, the UN had finally seen
the need for a coordinated approach with the IFIs in peacebuilding. In his Sup-
plement to An Agenda for Peace (January 1995), Secretary-General Boutros-
Ghali acknowledged that “in putting together the peacebuilding elements in a
comprehensive settlement plan, the UN should consult the IFIs in good time
to ensure that the cost of implementing the plan is taken into account in the
design of the economic plans of the government concerned.” This had never
been done before and, in my view, it represented a landmark in the history of
the UN.

Ironically—and sadly—the intellectual father of the “integrated approach
to human security” failed to take a small practical step to start putting
the approach into practice. Despite Boutros-Ghali’s earlier contention in his
Agenda for Peace that the Secretary-General should be able to “mobilize the
resources needed for . . . positive leverage and engage the collective efforts of
the UN system for the peaceful resolution of a conflict,” he did not follow
through with action aimed at achieving this goal. In fact, he rejected the
Salvadoran President’s request to appoint a UN staff member who had the
necessary expertise, and had been fully involved in the agreements’ implemen-
tation, to serve as the UNDP’s interim head until the UN could certify that the
land program and other socio-economic programs were completed.50

Had Boutros-Ghali believed that the person proposed by the government
was not right for the job, or that he needed this person at Headquarters for
some particular reason, he could still have discussed the government’s valid
request with his advisers to propose an alternative candidate. Doing so would
have avoided placing a new obstacle in the path of implementation of the Peace
Agreement. Instead, by ignoring the recommendation of his close advisers
and dissociating the UN from the UNDP’s recruiting process at this critical
stage, he did a disservice to the successful completion of the process. This
became particularly true ex post, when there was plenty of evidence that the
UNDP’s “business-as-usual” selection process was wrong for the purpose of
peace consolidation in El Salvador.

The peace process in general, and the implementation of economic recon-
struction in particular, withered from the end of 1995 to 1997, when the
NRP came to an end. Lack of financial and technical support for the bene-
ficiaries of the land and other reintegration programs forced many of them
to abandon their newly acquired stake in the Salvadoran economy, with
tragic security consequences. At the same time, the strong support of some
of the critical donors waned as well. This is perhaps best documented in a
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report by Gunnarsson et al. (2004) evaluating the relationship of the Swedish
International Development Cooperation Agency (SIDA) with El Salvador
in 1979–2001. Sweden, one of the donors that most consistently supported
El Salvador throughout this period, had, since the Peace Agreement in 1992,
channeled about 80 percent of its aid through the UNDP, but stopped doing so
in 1996.

The SIDA study documents how UNDP selection procedures had miserably
failed to recruit the right person to lead in a critical phase of the implemen-
tation of the agreements, when support for the completion of peace-related
programs was needed to ensure their sustainability. The study described how
relations with the UNDP deteriorated after the new UNDP Resident Represen-
tative and Coordinator of the UN System was appointed in late 1995. The UN
gave the UNDP responsibility for dealing with “unfinished business” related to
the peace process. According to the authors, the new Representative, who came
from a post in Africa and had long experience in countries where the UNDP’s
main work was to collaborate with governments in relatively uncontroversial
projects, was not flexible or able to assume the more “political role” required
to support the peace process. In their opinion, the UNDP stopped acting in
support of the peace process. Thus, when Sweden’s efforts to avoid this shift
failed, SIDA decided to stop financing the UNDP.51

MISSING THE APRIL 30, 1996, DEADLINE

The UNDP’s “development as usual” attitude, the reduced involvement of
critical donors, and the inadequate resources of MINUSAL all acted to the
detriment of the peace process and its sustainability. After missing a half-
dozen successive deadlines for the final completion of the Peace Agreement,
missing the April 30, 1996, deadline implied a new extension for MINUSAL.
In his letter of January 25, 1996, on the Status of the Implementation of the
Peace Accord, the Secretary-General gave a grim assessment, not only on the
economic and social issues, but on the police and judiciary reforms as well.

Prospects for completion of the land and other reintegration programs in
1996 were, in the words of the Secretary-General “dim.” Although about 87
percent of the potential beneficiaries had received title to their land, only about
one-third of those titles had been registered.52 More worryingly, he noted,

It is a growing concern that the integration of former combatants and their supporters
into productive activities . . . may not be viable in the medium and long term. . . . The
inadequacy and harshness of the terms of credit, as well as scarcity of technical assis-
tance, is threatening most beneficiaries’ ability to service their debt. Inability to service
their debt excludes potential beneficiaries from further access to credit necessary for
agricultural products and other basic needs. The transfer of these settlements’ produc-
tive and social infrastructure, as well as housing, to their current occupants remains a



UN-LED THROUGHOUT: EL SALVADOR 129

particularly sensitive issue which could exacerbate social turmoil in the regions where
they are located.53

Only in 2000, Secretary-General Annan reported to the General Assembly that
issues related to land had been resolved to the point where the responsible
institution, the Land Bank, had been dissolved and residual responsibilities
transferred to the ISTA. The Secretary-General also noted that working with
peasant associations and UNDP staff, the ISTA had shepherded the process
nearly to completion.

THE END OF THE NRP

By the end of the NRP in 1997, the UN had certified compliance with most
commitments of the peace agreements, and the expenditure associated with
the required institutional reforms had been incorporated into the consolidated
government budget.54

The performance of the economy and the structural reforms adopted dur-
ing the NRP were impressive. Only five years after the Peace Agreement was
signed, El Salvador received an investment grade rating from Moody’s and
a rating only one notch below investment grade (BB+) from Standard &
Poor’s (which, in Latin America, gave investment grade ratings at the time
only to Chile and Uruguay). This meant that the country had made significant
improvements in its debt situation and could start tapping international mar-
kets for funding. Real GDP growth averaged about 6 percent during 1992–7,
and the rate of inflation fell to 10 percent. There was a marked strengthening
of the balance of payments, which permitted the accumulation of reserves
equivalent to six months of imports. The improvement in economic perfor-
mance reflected a major reorientation of economic policy, including a greater
reliance on market forces and a major reform of the exchange and trade
systems.55

“NORMAL DEVELOPMENT”: 1997 ONWARDS

With the full implementation of the NRP at the end of 1997, and with the
expenditure associated with the institutional and other peace-related reforms
incorporated into the consolidated government budget, it can be argued that
by 1998 El Salvador had started a new transition towards normal development.
Although this is well beyond the topic of this book, since the other countries
studied here have not reached this stage, a few comments are useful in order
to understand how it is different from the war-to-peace transition.

During this period, El Salvador had to continue carrying out necessary
reforms and maintaining macroeconomic stability. Weak public finances, with
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a narrow tax base of about 11 percent of GDP, were a serious constraint for
a country with El Salvador’s social and infrastructure needs. An inadequate
revenue base and extra expenditure, owing to the two devastating earthquakes
in early 2001, put further pressure on the fiscal accounts. This took place
soon after the dollar became legal tender and the use of the colón was phased
out, a policy known as “dollarization.” The new reconstruction budget—
this time for expenditure related to disaster relief rather than post-conflict
measures—increased the fiscal deficit by about 1 percent of GDP.56 Rapid and
sustained growth has also been impaired by low levels of domestic savings and
investment, as well as weak competitiveness, related mostly to a poor business
climate, including low levels of education and other human development indi-
cators, complex bureaucratic procedures, and other factors that discourage
investment.57

Despite the many problems, basic economic and political reform during
post-conflict reconstruction, as well as reconciliation and reintegration into
society of groups most affected by the war, facilitated the pursuit of long-
term development goals, significantly reducing the probability that El Sal-
vador will revert to war. However, many development challenges remain to
be addressed.58 Although El Salvador’s government is committed to achieving
the UN’s Millennium Development Goals—some of which have already been
achieved or are achievable—many remain elusive. The development chal-
lenge is how to make all of them achievable in a reasonable period, taking
into account the fact that grants and other concessionary financing will be
much restricted during this period, in comparison with the reconstruction
one.59

An evaluation of the UN and ONUSAL

STAFFING ISSUES

One of the most exciting experiences for me in moving from the office of the
Director-General for International Economic Development and Cooperation
to that of the Secretary-General was involvement in peacebuilding operations.
I was amazed upon visiting ONUSAL at the staff ’s expertise and commitment.
Although conditions were not as harsh as they were in subsequent peacebuild-
ing missions in Kosovo, East Timor, Afghanistan, Iraq, and many countries
in Africa, it was a no-family post and hence staff members lived away from
their families for long periods. Weekends were just as work-intensive as any
other day. Conditions in the local offices throughout the former war zones
were precarious. There was a sense of purpose and dedication among the
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staff that—despite the large number of exceptions—were generally lacking at
Headquarters in New York.

As the father of the peace process, Assistant Secretary-General de Soto, who
had become Boutros-Ghali’s political adviser in the Cabinet, was involved
in all aspects of the operation and had managed to entice top people to
ONUSAL in the areas of human rights, the military, and the police. Under the
leadership of the special representative, these experts performed exceptionally
well.60 Iqbal Riza, the veteran UN official who played a critical role in setting
up ONUSAL, was later replaced by Augusto Ramírez-Ocampo and Enrique
ter Horst, two impressive and well respected Latin Americans who helped
maintain interest in and support for the operation. Periodic intervention and
frequent visits by Under-Secretary-General for Peacekeeping Operations—
and later for Political Affairs—Marrack Goulding was critical in moving the
peace process forward.

The UN had major staffing problems, however, in carrying out anything
related to economic reconstruction and coordination with the IFIs. In my
view, this had to do with the fact that analytical economists at the UN were
writing reports for the Economic and Social Council (ECOSOC), oblivious to
the political work of the Organization. The Director-General’s Office, which
had been best placed to link the economic and political sides of the organiza-
tion, had been dismantled at the time Boutros-Ghali came into office. Before
this happened, under the superb leadership of Enrique ter Horst, who was
the second in command in that office, we had carried out activities where the
link with the IFIs was strong. These included the promotion and coordination
of support for the Commonwealth of Independent States (CIS) countries
after the fall of the Berlin Wall, as well as analytical work on compensation
and sanctions related to Iraq’s invasion of Kuwait. Since January 1992, the
newly created Department of Economic and Social Information and Policy
Analysis (DESIPA, now DESA) had been headed by the previous head of
technical assistance, and had lost the political clout, expertise, or interest in
this link that the Director General’s office had. Despite a change of leadership
a few years later, this Department did not regain any of these capacities or
responsibilities.

The UN, both at headquarters and at the field level, found it difficult to
attract economists able to deal with economic reconstruction issues. At the
time, being a UN economist working on political economy issues was not
highly regarded by fellow economists, who did not consider such issues as
intellectually or empirically interesting as they do today, following years of
constant coverage by the Financial Times, Le Monde, the Wall Street Journal,
The Economist, and other leading publications.61

The lack of the right expertise made implementation of some complex
programs, particularly the land program, difficult. ONUSAL had neither a
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permanent team of economists to deal with reconstruction, nor a special unit
to deal with these issues.62 Instead, it relied on staff who were appointed on
short-term secondment from the Economic Commission for Latin America
and the Caribbean (ECLAC/CEPAL). Regrettably, the UN never explored the
possibility of longer-term secondment from the IFIs or from donor countries.
As ONUSAL moved along, it became clear that neither the DPA nor the DPKO
departments possessed the expertise to deal with these issues, which both
departments viewed as somewhat beyond their mandate. At the same time, the
DESIPA was never even consulted.63 Under these circumstances, most of the
important issues, particularly those for the Security Council, were dealt with
in the Secretary-General’s Office, which created problems with the functional
departments.64 Furthermore, there was an unclear division of responsibilities
between ONUSAL and UN Headquarters, creating another source of chronic
friction.

THE UN AND THE BRETTON WOODS INSTITUTIONS

As I showed earlier, the relationship between the UN and the IMF improved
after a rocky start. “Rapprochement” led to regular consultations and
exchange of information starting late in 1993. This proved useful in the later
cases of Angola and Guatemala, where the UN began including the Fund
and the World Bank in their consultations from the inception and kept them
regularly informed about progress toward peace. The Bretton Woods insti-
tutions reciprocated by keeping the UN informed of economic and social
developments, and particularly about financing prospects for the respective
peace processes. Given this experience, staff on secondment from these insti-
tutions, particularly from the World Bank, clearly could have helped in the
implementation of economic and social programs in El Salvador.

ONUSAL’S RELATIONS WITH UN AGENCIES

While ONUSAL existed, its relationship with the UN agencies was relatively
good. Nevertheless, there was constant infighting for scarce resources, par-
ticularly at the consultative group meetings. Furthermore, it was not always
easy to involve the programs and agencies of the UN system in the specific
projects to which the UN gave top priority from a political point of view,
namely those related to land and the police. The UNDP and the specialized
agencies had their own country agenda and went along independently, making
an integrated approach elusive in practical terms, although many often played
lip service to the concept. Most notoriously, the UNDP, like the World Bank,
was always reluctant to get involved in facilitating the land program. Both
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institutions were uniquely qualified to provide credit and technical assistance
to beneficiaries of this program, but failed to do so, which seriously affected
its sustainability.65

UN PERSONNEL POLICIES

UN recruitment contrasts sharply with that of institutions, such as the IMF,
which are recognized as having staff who are competent in their fields. At the
IMF, the human resources staff comprises qualified economists with many
years of experience in both the functional and regional departments. Fur-
thermore, the selection of new personnel involves day-long panel interviews
with heads of departments and other staff from the relevant regional and
functional departments. At the UN, however, recruiting officers have often
been administrative staff who passed a General Services to Professional exam
(known as the “G to P” exam). Thus, such officers in general lack substantive
or technical expertise and often even a relevant academic degree. This made
it impossible for them to identify “talent,” let alone recognize “expertise” or
“educational background.”66 In no area has this been more notorious than in
the economic field, since political experts were better known or recognized
at the UN. Recruiting officers at the UN often compare candidates based on
the degree they have (irrespective of the university they attended) and on
the number of years they have worked (irrespective of the relevance of the
experience). This has seriously affected the recruitment of economists and
other financial experts at the UN over the years.67

In addition to incompetence, there were serious governance issues that
also affected the capacity of the UN to deal with peacebuilding. This is clear
from Good Intentions Corrupted: The Oil-for-Food Scandal and the Threat to
the UN (Meyer and Califano 2006: 235), which summarizes the findings and
recommendations of the Independent Inquiry Committee chaired by Paul
Volcker. In recording the performance of UN staff, the Committee concluded
that the organization appears to be pervaded by a culture of resistance to
accountability. Reform of personnel recruitment policies, as well as technical
and governance training for staff will be critical in ensuring that UN staff

are competent and accountable, and can improve their performance in post-
conflict reconstruction.

Lessons from El Salvador

Post-conflict reconstruction in El Salvador highlights five lessons that could
help national governments and the international community create and
implement strategies for facing similar challenges in the future.
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DESIGNING PEACE AGREEMENTS AND RECONSTRUCTION
STRATEGIES CAREFULLY

An important lesson from the Salvadoran experience is that the design of the
economic and social sections of a peace agreement is critical to its successful
implementation. For this reason, careful thought and appropriate professional
and technical expertise at the UN, as well as on negotiating teams, are needed
in order to facilitate the elaboration of realistic peace agreements. In cases
where peace does not follow a peace agreement, the same considerations
should apply to the elaboration of the post-conflict economic reconstruction
strategy.

Both in the design of peace agreements and in the design of the strategy for
post-conflict economic reconstruction, the pros and cons of specificity versus
vagueness must be weighed. The letter of the agreement and of the strategy
itself, particularly concerning the national reconstruction plan, can determine
the ease or difficulty with which the resulting programs will be implemented.
The operational difficulties encountered in the implementation of the land
program in El Salvador, for example, stemmed from both the specificity and
the vagueness of the Chapultepec Peace Agreement.68

Moreover, peace agreements or reconstruction strategies should not create
unrealistic expectations about what peace will bring. Unfulfilled expectations
of disgruntled groups can seriously endanger a war-to-peace transition. As
a result, policymakers and the international community that support post-
conflict economic reconstruction must make an effort at communicating
to the population what can be expected in the short, medium, and long
term.69

ADOPTING AN INTEGRATED APPROACH TO ECONOMIC
RECONSTRUCTION

The UN and the IMF, in conjunction with other national and international
actors, must work together closely to provide an integrated approach (as
opposed to a merely coordinated one) to matters of peace and economic
stability. Each organization should use its own comparative advantage while
taking into consideration and contemplating the needs of the others. By their
doing so, many mistakes that led to parallel but largely unconnected and
sometimes conflicting operations in the early stages of the Salvadoran tran-
sition, as well as to unfinished business in the implementation of many of its
programs, could well have been avoided.

The experience of El Salvador demonstrates the importance of a combina-
tion of factors in creating an integrated approach to economic reconstruction.
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First, the UN must design peace agreements that accord with the country’s
financial and technical capacity to implement them. Second, the different
organizations must have the right kind and mix of multidisciplinary expertise
to carry out economic reconstruction. Third, the programs critical to the suc-
cessful implementation of the peace process must be adequately funded early
on in the process. Finally, the government must not use conditions imposed by
an IMF-sponsored economic program as an excuse to avoid making difficult
political decisions that are essential to a successful transition.

ENSURING THE REINTEGRATION OF FORMER COMBATANTS AND
THEIR SUPPORTERS

The war between Israel and Hezbollah in the summer of 2006 was a stark
reminder that the disarmament, demobilization, and reintegration (DDR) of
former combatants and militia groups is a sine qua non for making a war-
to-peace transition irreversible. El Salvador’s experience with reintegration—
particularly with the arms-for-land deal—was successful in the sense that
it helped maintain the ceasefire and lock in the peace process. However,
the lack of sustained support through technical assistance and credit to the
beneficiaries of the land program was a serious flaw that resulted in con-
siderable public insecurity, as many beneficiaries abandoned the land and
lacked a viable source of income.70 The international community should not
underestimate the importance of supporting post-conflict economic recon-
struction in a sustained manner. As Secretary-General Boutros-Ghali noted
in a March 1995 report, the Plan 600 for medium-level FMLN former com-
manders, who received more training, orientation, and technical assistance,
showed much better results than the land program in terms of investment and
repayment.

FOCUSING ON ECONOMIC RECOVERY AND JOB CREATION
TO AVOID AID DEPENDENCY

The success of reintegration and other reconstruction programs is often
dependent on post-conflict economic recovery. Reintegration becomes par-
ticularly difficult in stagnant economies and in countries undergoing nec-
essary but rigorous economic stabilization and structural reforms programs
that follow a “development as usual” approach. This is because the financial
implications of peace-related programs often conflict with the objectives of
economic stabilization. In this regard, it is particularly important that the UN,
the IFIs, and bilateral donors work together closely in support of the economic
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program, particularly to ensure domestic and foreign financing for all peace-
related programs. Efforts by the Cristiani and Calderón Sol administrations,
aimed at macroeconomic management and at financing part of the peace-
related programs domestically through expenditure reallocation, facilitated
foreign financing. The lesson from this experience is that donors are much
more likely to support countries that do their best to help themselves. If
countries do not do enough to adopt sound economic and financial policies,
aid dependency will likely impede the course of their reconstruction and
development.

ENSURING SUPPORT FOR THE TRANSITION TO NORMAL
DEVELOPMENT

In its effort to get out of El Salvador in a speedy fashion—and to end its
permanent members’ assessed contributions—the Security Council neglected
“unfinished business” concerning reintegration and other economic and
social programs for former combatants. A modus operandi should have been
worked out between the UN and the UNDP to ensure sustained support of
beneficiaries of the peace process so that the programs could succeed over the
medium and long term. Instead, programs that served the short-term purpose
of supporting peace did not lead to longer-term development. In future oper-
ations, particularly those in which national authorities have relied so heavily
on UN support for peace consolidation, such backing should be long-lasting.
This does not mean that peacebuilding operations should remain indefinitely.
It means that a working relationship—and the right kind of expertise—should
be established with the UNDP and other UN programs and agencies to ensure
that the political objectives are not overlooked, and that support for peace-
related programs is not prematurely withdrawn by moving to a “development
as usual” approach too quickly.



8 UN-led reconstruction
following NATO-led
military intervention:
Kosovo

Economic and political background1

Post-conflict economic reconstruction in Kosovo has been determined largely
by the conflict in the early 1990s between the majority ethnic Albanians
(K-Albanians) and the ruling minority Serbs (K-Serbs), supported by Ser-
bia. This conflict eventually evolved into a violent secessionist offensive in
1998–9, following the disintegration of the Socialist Federal Republic of
Yugoslavia (SFRY).2 In the spring of 1999, NATO launched air strikes—which
the UN Security Council had not authorized but in practice condoned—
against Serbia and its forces in Kosovo.3 Following the military intervention,
a Security Council resolution (SCR 1244) of June 1999 paved the way for
economic reconstruction in Kosovo. While the UN led the transition to peace,
K-Albanians saw the United States as “their great liberator.”

BEFORE THE CONFLICT

Soon after he became President of Serbia, Slobodan Milosevic started a cam-
paign to revoke the autonomy granted by the 1974 SFRY constitution to the
provinces of Kosovo and Vojvodina.4 In response, the K-Albanians called for
Kosovo’s secession from Serbia, with the aim of becoming an independent
republic of Yugoslavia. In July 1990, the Serbian parliament dissolved Kosovo’s
predominantly K-Albanian legislature and government. Two months later, a
newly adopted Serbian constitution revoked Kosovo’s autonomy and provided
for its direct rule from Belgrade, replacing the vast majority of K-Albanians
in public service with K-Serbs. This led to the establishment of the shadow
“Kosovo Republic,” a parallel government under the leadership of Ibrahim
Rugova.

With an area of less than 11,000 square kilometers (about half the size of
El Salvador) and a mountainous landscape, the landlocked province of Kosovo
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was home to about 2.2 million people before the 1998–9 events. Of these,
about 85 percent were ethnic Albanians and 10 percent were Serbs. Smaller
groups included Roma (Gypsies), Bosniaks (Muslim Slavs), and Turks.

In the 1960s and 1970s, a string of factories were built in Kosovo in an
effort to industrialize and diversify the mainly agricultural economy and
provide downstream outlets for the large Trepca mining and metallurgical
complex.5 This strategy, however, neither created a strong industrial export
base nor increased foreign exchange reserves. It did, however, lead to national
bankruptcy and a large foreign debt, estimated at about $20 billion in the
1980s.

Economic data on Kosovo before the conflict are scant and unreliable. An
estimated 60 percent of pre-1998 employment was created by agricultural
activities (including forestry and agro-business). The means of production
were predominantly socially owned. As part of the process of centraliza-
tion, Milosevic dispossessed the K-Albanians of their equity in most socially
owned enterprises “through a rigged process of privatization” (Dobbins et al.
2003: 111).

Indeed, while Kosovo was always the SFRY’s poorest province, the Milo-
sevic regime’s policies of systematic discrimination and exclusion deepened
Kosovo’s socioeconomic underdevelopment, massive unemployment, and
widening inter-ethnic inequalities. It has been estimated that Kosovo’s eco-
nomic activity contracted by about 50 percent in the five years following
the imposition of Milosevic’s rule, and a further 20 percent following the
violent events of 1998–9.6 Throughout this period, the brain drain accelerated,
with many K-Albanians emigrating to other European countries, particularly
Germany and Switzerland, thus establishing a large diaspora, which would
play an important role in political and economic developments in Kosovo
through the large amount of remittances they sent home.

Advocating peaceful resistance to the regime in Belgrade and economi-
cally sustained by the widespread informal economy and significant dias-
pora remittances, Rugova’s shadow government carried out basic services
for the K-Albanians and provided a considerable measure of order and
restraint until the mid-1990s. According to Yannis (2003), the decision of
the Kosovo Liberation Army (KLA), the underground paramilitary structure
of K-Albanians, to mobilize against the Serbian state was triggered by the
Dayton Accord of 1995 and by state collapse in neighboring Albania. In his
view, the Dayton Accord rewarded those who had forcibly redrawn the ethnic
and political map of neighboring Bosnia and Herzegovina. Thus, remittances,
which had been used productively by the “Kosovo Republic” to provide ser-
vices and had supposedly played a “conflict-averting” role, were increasingly
captured by the KLA as their popular support increased. This allowed the
KLA to purchase arms from neighboring Albania as that country sank into
chaos. The KLA’s military power grew pari passu with its control of the shadow
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economy, remittances, and a growing cross-border smuggling and drugs
network.7

THE CONFLICT

Following the failure of diplomatic efforts aimed at putting pressure on Milo-
sevic to cease repression and restore autonomy to Kosovo, the UN Secu-
rity Council (UNSC) imposed an arms embargo on the Federal Republic
of Yugoslavia (FRY), comprising Montenegro and Serbia, including Kosovo
(SCR 1160 of March 31, 1998). A subsequent resolution in September 1998
(SCR 1199) requested states to pursue all means to stop remittances from their
countries that could be used to contravene SCR 1160.

The increasing deterioration of the situation on the ground led the interna-
tional Contact Group to agree on a draft peace plan for Kosovo.8 In February
1999, the Contact Group invited the two sides to Rambouillet, near Paris, to
start peace talks based on the draft plan. Moreover, a day after the Contact
Group agreed on the draft plan in January, the North Atlantic Council autho-
rized NATO to launch air strikes against targets in Serbia, in case the Serbs
rejected it. The plan called for a three-year interim settlement in which Kosovo
would have greater autonomy within Yugoslavia, as it had under Tito. It also
contemplated the deployment of a NATO-led international military force. The
draft plan was signed by the K-Albanian delegation on March 18, but the Serb
delegation rejected it. On March 24, NATO began air strikes on the FRY.9

Yugoslav forces moved rapidly to expel K-Albanians from their homes and
atrocities were committed in the process.

The human and economic consequences of the 1998–9 conflict were over-
whelming. An estimated 50 to 75 percent of houses were either looted and
burned or destroyed by Yugoslav forces and NATO’s air strikes. The OSCE
estimated that about 900,000 K-Albanians, almost half the prewar population
of Kosovo, fled to Albania, the Former Yugoslav Republic of Macedonia,
and Bosnia, in an effort to avoid being abused, tortured, raped, or killed by
Yugoslav forces.

THE WAR-TO-PEACE TRANSITION

On June 3, 1999, after 78 days of increasingly intense air strikes that inflicted
damage on Yugoslavia’s infrastructure and armed forces, in conjunction
with a serious threat of a ground offensive to follow, Milosevic agreed to
a peace plan based on NATO demands and a proposal from the Group
of Eight.10 The plan called for the withdrawal of all Yugoslav forces from
Kosovo; the deployment of an international peacekeeping force with NATO
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at its core; and an open-ended UN administration of Kosovo, leading first to
elected interim institutions and eventually to negotiations on Kosovo’s final
status.

On June 10, SCR 1244 opened the way to Kosovo’s complex multi-pronged
transition to peace: from war to public security; from Belgrade’s politi-
cal control to a UN-administered interim protectorate; from ethnic exclu-
sion to national reconciliation; and from a state-controlled to a market-
oriented economy.11 Difficulties in this transition as well as uncertainty about
a future political settlement for Kosovo have constrained economic policy-
making and deterred investment. The very tense and volatile political and
security situation in the ethnically divided city of Mitrovica and other Serb
enclaves has, at various times since 1999, fuelled speculation about a pos-
sible partition of the territory, thus adding to the uncertainty. The non-
participation of members of the K-Serb minority in municipal and parlia-
mentary elections has also undermined security and destabilized the political
situation.

According to SCR 1244, negotiations on Kosovo’s “final status” must
involve Belgrade. The talks only started on February 2006 and concluded
in December 2007 without resolving the issue. On February 17, 2008, K-
Albanians declared unilateral independence, with support from the United
States and the larger members of the EU, but with strong opposition of Serbia,
Russia, and several members of the EU.

AN INTERIM OPEN-ENDED UN PROTECTORATE

Because Kosovo remained a province of Serbia—with the political transi-
tion leading to national sovereignty or some other arrangement indefinitely
delayed—its eight-year post-conflict transition has been unique and partic-
ularly troublesome.12 As per SCR 1244, the UN Interim Administration in
Kosovo (UNMIK) has had to perform civil administration functions that
are usually the sole prerogative of a sovereign government. All legislative
and executive powers to carry out such a mandate were vested in UNMIK
and exercised by the Special Representative of the Secretary-General (SRSG)
through the issuance of “Regulations” until Kosovo’s final status could be
determined. This was the first time that the UN was given such broad govern-
ment responsibilities.13 To perform these functions, the UN led, for the first
time, “an integrated operation” as advocated by Boutros-Ghali in the early
1990s, in which the UN set priorities and coordinated humanitarian, civil
administration, democratization, and economic reconstruction activities. A
senior official of a different organization headed each of these four functional
“pillars.”14
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UN UNPREPAREDNESS

The fact that K-Albanians had been used to running educational, health,
and other services was a critical element in their readiness to perform civil
functions after the NATO war ended. Thus, while the international commu-
nity got organized—which required considerable time, reflecting the UN’s
organizational capacity and the lack of human and financial resources—the
K-Albanians took it upon themselves to carry out a number of activities.15

This was an important factor behind the difficulties encountered by UNMIK
to perform the functions mandated by the Security Council, particularly
early on in the transition. Not only did the KLA carry out civil functions in
the period immediately following NATO’s bombing, but they financed them
through increasing involvement in illicit and criminal activities. As a result,
it was difficult to eradicate these activities—which should be a priority of
every war-to-peace transition—and lawlessness became a permanent feature
of economic reconstruction in Kosovo.

GOVERNANCE

By August 1999, UNMIK slowly started adopting “Resolutions” and carrying
out economic reconstruction functions. Security Council Resolution 1244 had
tasked UNMIK with gradually transferring its administrative responsibilities
to elected, interim autonomous government institutions, while retaining an
oversight role. Ultimately, UNMIK would oversee the transfer of authority
from the interim autonomous institutions to permanent institutions, after
Kosovo’s final status was determined.

By February 2000, UNMIK had established the Joint Interim Administra-
tive Structure (JIAS) to allow Kosovars to share in the provisional administra-
tion of Kosovo with UNMIK. The JIAS included K-Albanians and K-Serbian
leaders, but Kosovars did not yet exercise decision-making authority in them.
Kosovars took the first steps in establishing their own elected institutions on
October 26, 2000, when OSCE-supervised municipal elections were held.

In May 2001, UNMIK issued a “Constitutional Framework” for Kosovo,
providing for an elected legislature and an autonomous government with
limited powers. The framework established that UNMIK would share respon-
sibility for administering Kosovo with the Provisional Institutions of Self Gov-
ernment (PISG).16 Elections to the Kosovo assembly were held on November
17, 2001. Slightly less than half of eligible Serb voters participated in the
vote.17 The formation of the government was delayed for months due to
political infighting. Three leading ethnic Albanian parties were represented
in the PISG, which finally took office in April 2002.18 Serbs gained control of
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one ministry, while another represented non-Serb minorities (mostly Roma,
Bosniaks, and Turks).

While the final status of Kosovo remained in limbo, SRSG Michael Steiner
announced in April 2002 a policy of “standards before status,” with a number
of benchmarks needed to be satisfied before any negotiation on final status
took place.19 The Security Council endorsed these benchmarks and a progress
report was presented at the end of 2005. At that time, the Secretary-General
appointed former President of Finland Martti Ahtisaari as his Special Envoy.
During a trip throughout Kosovo and the region in December, Ahtisaari
argued that final status presupposed meeting the standards, and that more
concrete progress was needed in implementing them (UNMIK 2005).

In February 2006, Serbs and K-Albanians started UN-mediated talks on
the future status of Kosovo in Vienna. In July, the President and Prime
Minister of Serbia met Kosovo’s authorities for the first time.20 Talks were
complicated in August 2006, as the Serbs accused Ahtisaari of being biased
against them. In the following months, there was little progress or compro-
mise, and independence did not come about before the end of the year, as
some expected. Violent clashes in mid-February 2007 between the police and
demonstrators, in which at least two people died, were a harbinger of the dif-
ficulties ahead. In March 2007, Athisaari put forward a UN plan that granted
Kosovo “supervised independence” under EU tutelage and NATO protection.
Although K-Albanians accepted the plan, Serbia rejected it, leading to renewed
violence.

The UN mandated the Troika (the EU, Russia, and the United States)
to mediate a negotiated agreement between Serbia and the K-Albanians by
December 10, 2007. The K-Albanians had said that if no agreement was
reached, they would declare unilateral independence, with the US informally
signaling its subsequent official recognition, although the degree of supervi-
sion, if any, remained unclear (Financial Times Editorial 2007a). Slovenian
Prime Minister Janez Janca, whose country was going to assume the EU’s
rotating presidency in January 2008, indicated three weeks before the dead-
line that the EU would accept conditional independence, provided the K-
Albanians accepted international supervision and guarantees for the Serb
minority. As Janca envisaged it, this proposal would include tougher limits
on Kosovo’s independence than were contained in Ahtisaari’s Plan (Wagstyl
and Studemann 2007). Despite Janca’s declaration, members of the EU, most
clearly Cyprus, have opposed an independent Kosovo. Other members of the
EU like Spain, Romania, Slovakia, and Greece have also expressed concerns
about Kosovo’s independence because of the boost it would give to their
minorities (Blitz 2007a; Wagstyl 2007).

The December 10th deadline passed without an agreement. On the positive
side, the K-Albanians declared that they would not press ahead with a decla-
ration of independence without coordinating the move with the EU and the
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United States, and were prepared to delay the move until early 2008. Given
that the EU is their main donor, Hashim Thaci, former KLA leader declared
that for them recognition was as important as independence (MacDonald and
Blitz 2007; Bilefsky 2007).

On January 9, 2008, Thaci was elected Prime Minister and on February
17 Kosovo declared unilateral independence from Serbia. At the same time,
Kosovo’s authorities have accepted EU supervision along the basic lines envis-
aged in the Ahtisaari Plan for a phased process, including devolution and
protection for minorities and historic buildings. As the book goes to print, it is
not clear what will be the legal basis for the transfer of power from UNMIK’s
protectorate to EU-supervised sovereignty in Kosovo since SCR 1244 is still in
force.21

Some fear that the move toward “supervised sovereignty” may lead to
secession of the Mitrovica region in the north and to fighting over what Serbs
consider their cultural heartland, which includes the most sacred sites of the
Serbian Orthodox Church (Wood 2006a; Smith 2007; MacDonald and Blitz
2007). As the EU’s representative to the Troika has pointed out, unilateral
independence would not heal the wounds of post-Yugoslav conflict, but would
instead create a huge new burden for the international community. NATO
is prepared to avoid the violence that afflicted Kosovo in 2004, which ended
with 19 people dead and 30 churches and monasteries destroyed or damaged.
UNHCR and other aid agencies have already made contingency plans for an
exodus of 5,000 to 100,000 refugees which would account for most Serbs in
Kosovo (Blitz 2007; Kulish 2007; Wood 2007).

Three months after Kosovo’s unilateral declaration of independence, the
exodus has not yet happened and violence has been contained. It is too early,
however, to rule them out. In Serbia, the repudiation of Kosovo’s decision is
widespread. Despite threatening to impose sanctions on Kosovo, Serbia has
not done so yet. While an interruption of trade with Serbia will not be specially
damaging on Kosovo since most trade is with the Former Yugoslav Republic
of Macedonia, UN officials worry that sanctions could disrupt the supply of
electricity. This is because Kosovo’s main power plant, providing 75 percent
of total electricity, runs on water supplied from the north, where Serbia still
retains substantial control. Furthermore, Serbia could also interrupt other
sources of electricity by stopping transmission from Europe, which runs on
power lines through Serbia. Disruptions of this sort would cause additional
problems in the already poor and lagging Kosovo economy where electricity is
normally unreliable to start with (Wood 2007; Bilefsky 2008b).

In addition to 16,000 NATO-led troops in Kosovo, the EU leaders agreed
to send up to 3,000 police, judges, prosecutors, and customs officials to stabi-
lize Kosovo after its declaration of independence. After a 120-day period for
transfer of power from the UN, Kosovo’s operation would become the largest
civilian crisis management mission of the EU.
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Serbia has said that it would consider the EU mission illegal unless it is
sanctioned by the Security Council. Given Russia’s veto power, this will not
probably happen. As a carrot, the EU is offering Serbia an accelerated path to
EU membership, assuming that its leaders cooperate with the UN war crimes
tribunal in The Hague (Barber 2007; Wagstyl and MacDonald 2008).

Challenges to the UN in Kosovo

The war-to-peace transition in Kosovo posed several challenges for the inter-
national community in general and for the UN in particular.

BROAD RESPONSIBILITY IN GOVERNMENT

The first and foremost challenge for the UN was the need to exercise gov-
ernment functions that are normally the responsibility of national authori-
ties. Having such broad responsibility of government was indeed the main
challenge for the UN, particularly since it had neither the executive nor the
managerial capacity to exercise it.22

LEADING AN INTEGRATED OPERATION

The second challenge stemmed from UNMIK’s establishment as an integrated
operation. Although this was certainly a welcome innovation, it was a risky
one for the UN. In the process of setting priorities and coordinating all activ-
ities, the UN had to take a leading role over organizations such as the EU and
the OSCE which are considered to have better resources and management.
Not surprisingly, working harmoniously with these organizations, as well as
with UNHCR and other UN agencies, was particularly difficult at the early
stages. Each institution had its own charter, budget, and governing body to
which it had to respond. Furthermore, maintenance and enforcement of law
and order was under the control of KFOR, with NATO the only organization
not subordinated to the UN. NATO would also provide support for civilian
operations (particularly in the humanitarian and reconstruction areas) in the
early transition; hence the issue of cooperation and coordination between
UNMIK and NATO also became quite a challenge early on.

KOSOVAR INVOLVEMENT IN GOVERNMENT

It was clear from the beginning that to be able to govern effectively, the UN
had to have the support of Kosovo’s people and had to build a consensus
for reconstruction. To succeed, the civil administration system that UNMIK
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established had to conform as much as possible to what Kosovo’s people
wanted in the medium and long term.

The debate about economic and political reconstruction in the summer of
1999 was clearly dominated by K-Albanians, given that fewer than 100,000 of
the pre-war Serb community of approximately 200,000 remained in Kosovo.23

Furthermore, there were deep divisions between those who wanted to return
to the pre-1990 situation, before Kosovo’s autonomy was eliminated and social
ownership of the means of production was the rule, and those who wanted
to establish a modern, market-oriented economy, closely integrated with the
rest of Europe, as UNMIK had in mind. Despite the sharp contrast between
these positions, K-Albanians were united in rejecting an economic policy
framework and the establishment of a civil administration conforming to FRY
laws.

The third challenge for UNMIK was thus to build a consensus among K-
Albanians and gradually to involve them in government, while incorporat-
ing the K-Serbs as much as possible. This process was particularly difficult
throughout, because K-Albanians tried to go as far as they could in the direc-
tion of full independence.

THE CHALLENGE OF FINANCING

The fourth challenge was to finance an operation without the involvement of
a sovereign country. Given its status as a province, Kosovo was not burdened
at the time by repayment of foreign debt, but, at the same time, it has not been
able to issue its own currency or borrow money. In particular, Kosovo could
not borrow from the IFIs in its transition to peace, as most countries do. Thus,
foreign assistance to Kosovo had to take the form of bilateral and multilateral
grants.24

As soon as SCR 1244 was adopted on June 10, 1999, interim SRSG Sergio
Viera de Mello announced his intention of establishing a “quick impact
projects trust fund” that would enable the UN mission to respond imme-
diately to emergency needs in a broad spectrum of areas affecting the local
population.25 This was particularly needed in the case of Kosovo, since dis-
bursement of international assistance through normal channels takes time,
and Kosovo could not self-finance programs to meet the basic needs of the
population. As discussed earlier, Kosovo benefited from the World Bank
Post-Conflict Facility (PCF) and the Trust Fund for Kosovo that the Bank
created in November 1999.

DESIGNING THE STRATEGY FOR ECONOMIC RECONSTRUCTION

Designing the overall economic reconstruction strategy itself was the fifth
challenge. As in other war-to-peace transitions, donors have shown a clear
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reluctance to finance current expenditure (wages and pensions), except in
the very short term.26 Moreover, bureaucratic restrictions and complicated
bidding procedures in the EU, the main donor, added to the problem. These
factors negatively affected the design and implementation of the reconstruc-
tion strategy, particularly in its early period. On the positive side, however,
its strategic position in Europe gave Kosovo access to large financial and
technical resources as well as to regional markets for its exports, and resulted in
remittances that would be unavailable to other countries in the war-to-peace
transition.

Economic reconstruction of Kosovo

Together with the challenges posed by the UN’s broad responsibility in gov-
ernment and its weak executive and managerial capabilities, the devastation
of the war and lack of investment during a decade of conflict had severely
degraded housing, public utilities, and other services. By the time UNMIK
was established in June 1999, there was hardly any electrical power or water
supply, telephones did not work, schools were closed, food and medicines
were in very short supply, and hospitals functioned under very precarious
conditions.

RESTORING SERVICES AND HOUSING

Water and electricity supplies were restored on an emergency basis, initially
functioning for a few hours each day on an unreliable basis.27 UN agencies and
NGOs, led by UNHCR, were busy throughout the summer and fall providing
food assistance and winterizing basic housing. To increase awareness of the
housing problems in light of the fast-approaching winter, UNMIK and KFOR
organized a helicopter trip for donors in late summer to visit destroyed houses
and villages in the Trepre region, in northeast Kosovo (Podujevo), which is
900–1100 meters above sea level. Although housing in this area was insuffi-
cient to accommodate people during the winter, inhabitants refused to move
to shelters in Mitrovica, a pattern repeated in other villages. We visited the
house of a recent war widow with 10 children under 12, including a baby.
This situation was not uncommon in Kosovo, providing a window on the
demographics of K-Albanians and their bleak prospects for the immediate
future. UNHCR and NGOs were already active in the area but much more
needed to be done.

There was widespread agreement among UNHCR and other UN staff that
distributing local construction materials to villagers was the most efficient way
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to increase housing quickly. One of the most interesting proposals was to use
galvanized steel, which could be produced locally at a nearby Vucitrin factory,
to build houses or other buildings. A Swedish/Danish firm that manufactured
the machines was offering them at $125,000.28 It was estimated that eight
machines would have sufficed to build what was necessary for the winter.
With 10 tons of steel (at $7,500 a ton), it was possible to build four houses
of 50 square meters each. Unfortunately, this and other such quick-impact
projects were put aside because of EU donors’ long bidding processes and
restrictions on involving companies from outside their region. This situation
led to a short-term solution that provided kits to winterize houses, but that did
not address the longer-term housing problem—an example of the distortions,
discussed in Chapter 3, often associated with emergency programs that follow
different types of crises.

Garbage and rubble were the characteristic feature of Pristina in the early
post-war period. One of the most vivid memories of the time I spent there
immediately after the war was the yowling of abandoned and starving dogs
throughout the night as they searched the garbage dumps for food. Although
not a serious problem as in Cambodia, unexploded ordnance, including
cluster bombs and mines were nevertheless a lethal threat. Driving through
Kosovo, I could once see how these were triggered by cattle roving through
fields and forests. The International Committee of the Red Cross (2000) noted
that the conflict left behind a severe problem of unexploded remnants of war
which would take time to address. De-mining was an issue right after the war
since the reactivation of agriculture, a key economic activity, depended on
it. Furthermore, these devices made it dangerous for people to move around
freely in certain areas.29

REACTIVATION OF THE PRIVATE SECTOR

Basic economic activity in the informal sector resumed quickly with the return
of about 800,000 refugees. Food, medicine, fuel, and other essential goods
that had been scarce in the weeks immediately following the end of NATO
bombing were gradually reintroduced into the stores through private-sector
initiatives, facilitated by remittances from the diaspora. Pizza shops soon
mushroomed—the Italian influence on K-Albanians was indeed strong—and
were a mandatory meeting place for expatriates and the few Kosovars who
could afford them. Coffee shops, serving good Italian cappuccino, were not
only a respite from hard conditions, but also a place to observe how the
exchange rate evolved. If you paid in Deutsche Marks (DM), the change
normally came in dinars. Although a different amount of change from the
previous day often simply meant that the waiter did not have more coins (or
so he said), it was also a function of events or news that, in practice, affected



148 LESSONS FROM CASE STUDIES

the exchange rate. Until banks opened, this was as close to an exchange rate
indicator as one could get.

ELIMINATING EXTORTION AND ILLEGAL ACTIVITIES

Without waiting for UNMIK to get firmly established, the KLA appointed its
own parallel government and started developing its own legislative frame-
work. More worryingly, exploiting the vacuum created by inevitable delays
in the implementation of UNMIK’s customs policy, the KLA imposed a sys-
tem of tax collection, more properly described as extortion, on imports, fuel
distribution, and other goods. User fees were also collected on a number of
services. The collection of unlawful taxes and fees built up a power base for
the KLA, undermined UNMIK’s authority, and called into question UNMIK’s
and KFOR’s integrity, because they did not stop it. All this made economic
reconstruction more difficult. Although not totally new to Kosovars, extortion
and other illegal activities have become deeply ingrained in Kosovo’s economy
and have been difficult to control.30

DEVELOPMENT OF A “MINIMALIST” INSTITUTIONAL
AND POLICY FRAMEWORK

Despite the desperate need for resumption of basic services, UNMIK was
slow to develop a minimalist institutional and policy framework to start the
implementation of its civil administration mandate as soon as possible. This
was partly due to difficulties in recruiting personnel and moving decisions
through complicated and inefficient bureaucracies.31

UNMIK’s top priority during the summer of 1999 was the establishment of
a policy framework that would allow for vital reconstruction of basic services
and the establishment of a sound, operative, and efficient economy. A simple
budget, setting spending priorities for the remaining months of 1999, was
presented to donor countries in July, in search of financing. But Kosovars
eventually needed to be responsible for their own current spending. There-
fore, the basis for revenue collection became an urgent matter. As there were
practically no production, income, and services to tax, imports had to provide
the tax base at an earlier stage.

Since Kosovo could not administer its own customs because of its status
as a “province of Serbia”, UNMIK had to establish a system of its own—the
first UN customs administration ever—with revenue collection earmarked to
finance the province’s budget. Starting on September 1, a simple system was
established with ad valorem tariffs imposed at a flat 10 percent rate. The system
was supplemented with excise duties and sales taxes levied on all imports. A
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better and fairer tax system was established within the first year, with excise
taxes levied on domestic consumption and a service tax on hotels, food, and
beverages, thereby covering the large number of expatriates while not relying
exclusively on imports.32

To restart the economy and to address another significant source of corrup-
tion and distortions, the import, distribution, and sale of petroleum products
had to be legalized and regulated as well. Use of the Deutsche Mark, the de
facto currency in circulation, was legalized in August, as was the use of all other
currencies. The euro replaced the DM in early 2002. Compulsory payments
in Yugoslav dinars, which remained legal tender, were discouraged through
transaction fees.

Because of the absence of a banking system, Kosovo became a purely cash-
based economy as of June 1999. UNMIK, through Pillar IV, and with the
assistance of the IMF, worked throughout the summer to develop a mod-
ern, market-based payments and banking system. In early September a Cash
Payment Office (CPO) provided a safe facility for cash deposits from taxes
collected at the border and for handling payments made from the Kosovo
budget, including those to public sector employees. UNMIK also established
the Banking and Payments Authority of Kosovo (BPK) in November 1999
to supervise all financial institutions and operate close to thirty branches
throughout the province. Also in the fall of 1999, with the assistance of the
IMF, UNMIK established the Central Fiscal Authority (CFA) to exercise firm
control over all aspects of the budget.33

To promote the development of the private sector, micro-financing was
offered from the very beginning. This was promising, since investment in
small and medium-sized enterprises was not confronted with the “property
rights” problem that would bog down larger socially owned and publicly
owned enterprises, as we shall see below. UNMIK (Pillar IV) started work-
ing with the European Bank for Reconstruction and Development (EBRD)
in August 1999 to craft a well-formulated proposal for the promotion and
financing of micro-enterprises.34 The EBRD had the technical expertise and
the money to implement the program, which was similar to its successful
and ongoing micro-financing operations in Russia, Albania, and Bosnia. As
soon as UNMIK could provide a minimum legal and regulatory framework
for the financial sector, the provision of micro-financing started, using banks
in the region, since the EBRD, like other IFIs, could not lend to Kosovo
directly.

KOSOVO’S BUDGET

Two budgets were prepared for fiscal year 2000 (FY-2000). The regular budget
covered only recurrent expenditures such as the provision of basic goods
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and services, a minimal social safety net, and rehabilitation of utilities. As
Corker, Rehm, and Costial (2001: 9) explain, because defense and debt ser-
vicing were not included, recurrent expenditure was kept low, at about 14
percent of GDP. Welfare and social security spending was also low relative to
comparable economies, because the government made no payments for public
pensions (which were liabilities of the FRY), and because social spending
at the time was augmented by sizable off-budget humanitarian assistance.
The wage bill, too, was modest, reflecting low public employment levels and
the underdevelopment of some functions (for example, military, police, and
judicial ones). Spending on health care and education, where employment
levels were relatively high, was broadly in line with other countries in the
region.

The reconstruction budget was drawn up separately and fully financed
by donors. Given that Kosovo would be highly dependent on foreign
financing, transparency and good governance in the preparation and exe-
cution of its budget was essential. For this reason, UNMIK, supported by
the IMF, devoted great effort to establishing the appropriate institutional
framework.

STIPENDS TO PUBLIC SECTOR EMPLOYEES

In August, UNMIK paid a small “stipend” (subsistence payments) to health,
education, and other public workers who had not had any income for the two
months since they had gone back to work. The stipend was financed from the
UN Trust Fund, which had been established to support civil administration
in Kosovo in 1999, and was paid in a most unusual way. When the Serbs fled
Kosovo, they took with them all banking assets, including banks’ safe deposit
boxes. At the same time, there was no way to change large-denomination DM
bills. Hence, a commercial plane chartered by UNMIK arrived from Frankfurt
full of 10 and 20 DM bills and 1 and 5 DM coins. Since there were no safe
deposits available, the money had to be transferred to a room and guarded by
KFOR officers.35

The arrival of the money was well known to the population and created
great expectations. Pristina’s airport was closed and the commercial plane
carrying the money was one of the few planes arriving. With the news that
the UN would pay stipends, schools and hospitals were filled with people,
supposedly working there. There was no way of knowing who was employed
and who was not, since records had disappeared. In any case, since the main
objective was to restore security and move the political transition forward,
everyone present received the small stipend—whether they were entitled to it
or not.



UN-LED AFTER NATO INTERVENTION: KOSOVO 151

DISTORTIONS CREATED BY THE LARGE INTERNATIONAL PRESENCE

From the very beginning, wages paid by the international community as
a whole created wage distortions that put serious pressure on budgetary
decisions and made it difficult to recruit qualified Kosovars to fill posts in
the civil administration. Although this was the case in other post-conflict
transitions, it was particularly serious in Kosovo, given the large number of
agencies and NGOs involved and the fact that they had more resources than
is usually the case in developing countries. Demand by international workers
for food, lodging, and other commodities also put upward pressure on prices
of non-tradable goods and services and increased the need for humanitarian
assistance. The difficulty in setting up an efficient civil service concerned not
only the relatively low wages paid, but also the fact that, as in other war-to-
peace transitions, the best educated and most able had often been the first to
emigrate (and were more likely to stay abroad) or work for the international
community for a larger salary.

Thorny issues in Kosovo’s reconstruction

The thorny issues in Kosovo’s reconstruction were rather distinct from those
encountered in other post-conflict situations. While this is, in part, related to
its special status as a province, rather than as a sovereign country, as well as to
the legacy of socialism in its productive structure, some of the challenges were
the result of bad choices in policymaking.

INVESTMENT AND PROPERTY RIGHTS

Early in the transition, UNMIK had to deal with critical and complicated
issues. Some of those relating to property rights, for example, were too polit-
ical and complex to be solved by the UN interim civil administration. Never-
theless, UNMIK established the Housing and Property Directorate to provide
overall direction on property rights in Kosovo. The Housing and Property
Claims Commission was launched at the same time as an independent organ
of the Directorate, and was entrusted with resolving private non-commercial
disputes concerning residential property.

Property-rights issues involving commercial property were more complex.
This was particularly true of large (in terms of employment and capital) pub-
licly owned enterprises such as Kosovo Electricity Company (KEK), Post and
Telecommunications Company (PTK), water, waste, and heating companies,
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the Pristina airport, as well as larger companies that developed under socialism
into socially owned enterprises.

After a decade of neglect and under-investment, property-rights issues
became a serious deterrent to investment in many critical areas, and
precluded an overall investment strategy for Kosovo. An important com-
ponent of the patchy investment strategy that was implemented was the
long-term reconstruction of the housing stock, more than half of which
was estimated to have been destroyed in the 1999 war. Other priority areas
included the rehabilitation of infrastructure and the reactivation of agricul-
ture and agro-business activities, particularly through the promotion of small
enterprises.

THE TREPCA MINING AND METALLURGICAL COMPLEX

The most notorious socially owned enterprise was the Trepca mining and
metallurgical complex, a producer of lead and zinc that had been a source
of pride, income, employment, and ethnic conflict in the Mitrovica area for
many years. Indeed, many say that control of the complex was the main
economic reason for Serbian opposition to Kosovo’s independence. UNMIK
had to decide whether it made sense to restart its activities, and, if so, how and
where to find the financing to do so. Some European companies approached
UNMIK in August 1999 with documents showing that the Milosevic gov-
ernment had privatized the complex in the mid-1990s and that they held
equity in it. Furthermore, there was uncertainty about future property rights.
Would prospective investors be interested in the Trepca complex when it was
not clear what would happen to property rights after the UN transitional
administration left and Kosovo attained final status?

As in other cases where property rights are unclear, privatization in Kosovo
has been a difficult and uncertain option. Investors—except the very risk-
prone who often rely on dubious or illicit sources of capital (and as such are
undesirable)—are not normally willing to take the risk that a new legitimate
government will reverse the policy. This could well be done on the premise
that the UN, an interim administration, or an occupying country such as the
US in the case of Iraq, for example, had no right to divest of local government
assets, or even to lease them.36

In the case of the Trepca mines, whether and how to restart operations was
not, in itself, a simple matter, because the question could not be decided on
simple profit-maximizing criteria. The complex was controlled by some of
the few remaining Serbs in Kosovo and was, at the same time, very much a
political target of K-Albanians, particularly those who had been fired from
the complex in the early 1990s, when Kosovo lost its autonomy from Serbia.
Another consideration to take into account in deciding on Trepca’s future was
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that the exploitation of the complex would have serious financing implica-
tions. It would require hiring a large number of foreign mining and man-
agement experts, as well as substantial back-payment of salaries and pensions
to local workers. Environmental considerations needed also to be taken into
account, since Trepca had been, and continued to be, a serious environmental
threat.37

Despite the low mineral prices at the time, operations at Trepca restarted
in the summer of 2000. In August, claiming concern about rising levels of
atmospheric lead in northern Mitrovica, UNMIK assumed control of the
Zvecan smelter, after 3,000 KFOR soldiers stormed and took over the plant
at dawn. The same day, UNMIK announced that a contract with ITT Kosovo
Consortium Ltd., a consortium of US, French, and Swedish companies, was
formed to assess and initiate rehabilitation of the Trepca complex. UNMIK
expected that, by employing 2,000 workers from all communities, reviving the
Trepca complex could alleviate tensions and promote peaceful coexistence in
the Mitrovica area. The move, however, was interpreted by residents of the
area and many others as the first step toward handing the most valuable piece
of real estate in the Balkans to foreign companies.38

UNMIK based its action on SCR 1244 and Regulation 1999/1, which speci-
fied that “UNMIK shall administer movable or immovable property, including
monies, bank accounts, and other property of, or registered in the name of the
Federal Republic of Yugoslavia or the Republic of Serbia or any of its organs,
which is in the territory of Kosovo.” When the agreement with the Consortium
was concluded, UNMIK stated that it was not in a position to determine
the validity of any claims of ownership rights or other interests in Trepca,
which should be determined by a competent court, based on applicable law
(UNMIK/PR/312 of August 17, 2000).

Subsequent lack of progress on Trepca is not surprising.39 Given that past
property rights could not be resolved, that future property rights were uncer-
tain, and that both K-Serbs and some K-Albanians strongly opposed privatiza-
tion, who would invest in Trepca? The risk that any decision by UNMIK or an
interim Kosovo government might be reversed was too high to lure desirable
investors.

More generally, UN-led privatization in Kosovo has clearly benefited K-
Albanians, creating bitter resentment by K-Serbs. Hence, in this regard, the
UN, rather than contributing to reconciliation and peace consolidation, made
it more difficult.40

DISARMAMENT, DEMOBILIZATION, AND REINTEGRATION (DDR)

As argued earlier, disarmament, demobilization, and reintegration are a sine
qua non for successful post-conflict economic reconstruction. The DDR of
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the KLA was particularly troublesome, and in my view unsuccessful, since
it was clear from the way it was done that it would become a source of
instability.

Disarmament and demobilization were incomplete. A large proportion
of KLA members, with the acquiescence of KFOR and UNMIK, remained
united and under the same leadership.41 The new civilian force, the Kosovo
Protection Corps (KPC), was established in late 1999 with 3,000 active mem-
bers and 2,000 reservists. In theory, the KPC would carry out humanitarian
and reconstruction functions—akin to a western civil defense group—and
would not be involved in the maintenance of law and order. In practice, this
force remains a cocooned KLA, ready and organized to become belligerent
anew.42

Productive reintegration of former combatants did not take place. It is
difficult to understand why the UN did not insist that such a large group of
demobilized combatants reintegrate into productive activities in the private
sector as soon as possible, as was the case in successful peacekeeping oper-
ations in El Salvador and Mozambique.43 Such reintegration would not only
have diminished the possibility of their returning to arms, but also would have
obviated the financial costs of public job programs, which, once created, are
difficult to dismantle.44 Only 16 percent of the 9,000 demobilized KLA mem-
bers had habitable homes. Helping the 80,000 dependents of KLA members
rebuild their homes became a priority in the effort to consolidate peace, given
the security problems that unemployed and disgruntled former combatants
could have created. This expense could have been avoided had KLA members
been successfully reintegrated into productive activities as they disarmed and
demobilized.

Public insecurity could not be controlled. Not surprisingly, poor DDR per-
formance led to sporadic violence and a high murder rate that disproportion-
ately affected K-Serbs. Security measures alone, such as increasing the number
of international police or strengthening the Kosovo Police Service (KPS), did
not suffice. Eight years later, volatility remained just below the surface. In this
area, too, effective disarmament and demobilization of former combatants
and their rapid reintegration into productive sectors of the economy would
have contributed to conflict resolution and peacebuilding.

Other measures that could have contributed to peacebuilding included an
increase in aid to the most vulnerable groups and more dynamic economic
rehabilitation of human capital, physical infrastructure, and basic services
damaged during the conflict. Likewise, provision of humanitarian assistance,
employment opportunities, and education to minorities, particularly the
Serbs, the Roma, and the Muslim Slavs, who were subjected to ethnic violence
and attempts at ethnic purging, would have helped. But these steps either were
not taken or were introduced too late.
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Eighteen months into economic reconstruction

Economic reconstruction in Kosovo—more than in any other place—started
from scratch, with the first 18 months marked by noteworthy progress in
laying the groundwork for a functioning economy, despite serious problems
and delays in many other areas. By end-2000, major bottlenecks for eco-
nomic reconstruction had been addressed, and the legal and institutional
framework for a functioning economy had been put in place.45 UNMIK
established a framework and a strict regulatory regime for financial transac-
tions. It established BPK, which essentially has functioned as a central bank,
except that it has not been able to issue currency due to Kosovo’s lack of
sovereignty. The BPK granted licenses to a micro-enterprise bank and to a
non-bank micro-finance institution. UNMIK also set up CFA as the fiscal
authority, whose structure resembled that of a finance ministry and would
operate until the ministry was established. There were also new tax regu-
lations to allow for an increase in the domestic revenue base. Close to half
the regular budget of $300 million for FY-2000, covering current expenditure
(but excluding investment and reconstruction), was financed with domestic
revenues.

More important than the specific progress was the fact that Kosovars were
gradually taking ownership of economic policies, despite the broad man-
date given to UNMIK. The Joint Interim Administrative Structure (JIAS)
was launched in February 2000 to allow Kosovars to share in the provi-
sional administration of Kosovo with UNMIK. Kosovars were appointed to
co-head 20 departments, with the understanding that all parallel structures
of Kosovo’s self-appointed government would cease to exist.46 The success
of the JIAS depended, to a large extent, on the fair representation of all
political actors, as well as on the quality of the appointed staff. The posi-
tions of local co-heads were distributed among the three major K-Albanian
political parties, with Kosovo Serbs and other minorities receiving a few
posts.47

The international community promoted the increased involvement of all
groups in economic and social reconstruction, but largely to no avail. “Own-
ership” of reforms among the majority K-Albanian population—so critical
to the sustainability of economic reconstruction—was to some extent facil-
itated by UNMIK’s wise decision to stop applying the laws of the FRY to
Kosovo in August 1999. However, while this decision may have eased the
creation of the co-governmental structure that UNMIK put in place, it made
it practically impossible for Serbs to participate. Moreover, there were deep
divisions among K-Albanians as well. These factors called into question the
possibility of a multiethnic society and the consolidation of peace and hence
the sustainability of economic reform.
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Financial assistance, trade, and growth:
From boom to crisis

Post-conflict economic reconstruction in Kosovo was also unique in terms of
foreign assistance. According to Dobbins et al. (2003: 125),

International assistance for Kosovo’s reconstruction proved more generous than for
any earlier post-conflict response or any since. The United States and international
organizations [sic] spent $1.5 billion on financial assistance to Kosovo in 1999 and
2000, including funding for budgetary assistance, reconstruction and recovery, and
peace implementation. In addition to official assistance, Kosovars received an addi-
tional $350 million in financial assistance from expatriate family and friends. As a
result, economic growth was very strong in 2000 and 2001.48

As revenue collection grew, donors’ grants financed only about one-third of
recurrent budget expenditure (regular budget) in 2001, down from one-half
in 2000 (IMF Survey, March 19, 2001). The lack of reliable statistics and the
large informal sector, however, represent a serious obstacle to analyzing the
performance of Kosovo’s economy. Furthermore, gross national disposable
income (GNDI), a better indicator of income in Kosovo, was lower than
GDP in the earlier period because expatriate wages were higher than private
remittances until 2004, when the reverse was true (IMF 2005e, Table 4: 9).

Most growth after 1999 occurred in the construction sector, in the recon-
struction of infrastructure and basic services, in the trade and retail sectors,
and in public administration. It has been estimated that about $450 million
was spent on housing repairs and infrastructure in 1999–2000, with about 20
percent of the total spent on local inputs. As in other post-conflict contexts,
the reconstruction boom was short-lived, and construction fell to 40 percent
of its 2000 high in 2001 and to only 13 percent in 2002. Aside from building
materials, furniture production, and a small food-processing sector, hardly
any other manufacturing was developed. In Pristina’s “industrial zone,” the
largest in Kosovo, 66 plots were rented out in 2002: only 16 were used for
production, all had three employees or fewer, and most produced doors and
window frames (ESPIG 2004).

Notwithstanding the large inflows of aid in the first two years of recon-
struction, financing was not always timely or addressed to critical projects. For
example, confidence-building projects designed by UNMIK Regional Admin-
istrators in the summer of 1999 to make Serb and Albanian Kosovars in Mitro-
vica work together (in a bakery, for example) often could not be implemented,
owing to a lack of resources. This was clearly a missed opportunity to get an
early start on peacebuilding measures in this volatile region.49

As financial assistance from the main donors dried up, the military and
civilian presence was reduced, and remittances fell sharply to about half their
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2000 level as new emigration to the EU was blocked, the economic boom
stalled sharply. While high levels of foreign assistance continued into 2001
($1,200 million, or close to 50 percent of GDP), inflows dropped to less than
40 percent of GDP in 2002, less than 30 percent in 2003, and about 15 percent
in 2004–7 (IMF, Aide-memoire, July 14–25, 2005 and October 3–10, 2007).
By 2003, all the signs of aid dependency were already present. Dobbins et al.
(2003: 126), for example, concluded that

although the province now functions economically, it remains dependent on foreign
assistance. Private economic activity, although expanding, has not yet reached the
point of independently sustaining economic growth. A substantial share of consump-
tion and investment continues to rely on official and private transfers of funds from
abroad.

With GDP being about $2.7 billion in 2003, public expenditure, including
donor grants, was significantly higher ($3.5 billion). In three years, however,
public expenditure had fallen by about 60 percent, from $5.8 billion in 2000.
This partly explains GDP performance, which, after expanding by close to 17
percent in 2001, contracted by over 2 percent annually in 2002–3.50

In 2004, five years into the war-to-peace transition, the IMF (2004f)
reckoned that foreign assistance and external private inflows (including remit-
tances) remained at over 40 percent of GDP. Moreover, expatriates and peace-
building soldiers, through their consumption of local goods and services,
contributed a further 20 percent of GDP. Kosovo was highly vulnerable to
a sudden reversal of private inflows and/or a rapid withdrawal of the inter-
national community which could easily lead to serious retrenchment and
instability.

Eight years into economic reconstruction:
The “development trap”

Despite the remarkable progress in setting up the institutional framework for
economic reconstruction in the first eighteen months of the transition which
allowed the resumption of the payments and trade systems, uncertainty about
final status and misguided policies led to a development trap.51 The UN’s
open-ended mandate which created uncertainty about property rights, the
serious security breakdowns in March 2004 and in early 2007, and misguided
policies made the reactivation of investment and employment difficult. At the
same time, these factors strengthened Kosovo’s dependence on financial aid
and remittances. After eight years, Kosovo remains as aid- and remittance-
dependent as it was in the earlier period, failing to find a path to self-sustaining
growth and development.



158 LESSONS FROM CASE STUDIES

Vulnerabilities that made growth reactivation difficult included an
entrenched high structural unemployment rate, low human development,
dilapidated public utilities and other infrastructure,52 and an alarming exter-
nal imbalance, which has become increasingly difficult to sustain. The IMF
and the World Bank have estimated that the employment rate is about 33
percent, while unemployment in the formal sector remains above 30 percent,
with the rest employed in the informal sector.53 This is obviously a contin-
ued source of instability and security risk. The current account deficit, after
adjusting for foreign assistance, jumped from 18 percent of GDP in 2004 to
an estimated 24 percent of GDP in 2007 (IMF, Aide-Memoire, October 3–10,
2007).

Beginning with the first international conference on Kosovo in 1999, a
widely shared policy objective had been to set the stage for private sector-
led recovery and long-term growth. Unfortunately, Kosovo’s heavy reliance on
financial aid and private remittances reflects a hostile business climate. Poor
enforcement of property rights, inadequate public security, energy supply
problems, and a weak judicial system are serious deterrents to investment,
particularly foreign direct investment (FDI).54 A tax system following the
“business as usual” practice of the IMF has proved too effective, acting as
an additional disincentive to investment. Lack of employment opportunities
for the fast-growing youth population has proved lethal and created another
vicious circle of insecurity, low investment, and fewer employment opportun-
ities. By the time it declared unilateral independence in February 2008, Kosovo
remained as aid- and remittance-dependent as it had been 5 years earlier, due
to sluggish growth, a large current account deficit, and poor prospects for
inward FDI.55

The macroeconomic framework was also established in a “business as
usual” mode, with the performance of Kosovo’s economy constantly com-
pared with that of other low-income European countries, rather than post-
war countries that have experienced numerous human massacres and require
a special effort at national reconciliation. The IMF, for example, states at
various points in its reports that “the key issues for expenditure policy include
maintaining a lean public sector; avoiding industrial subsidies; avoiding com-
mitments on public pensions that cannot be honored in the future” (IMF
Survey, March 19, 2001: 93).

The Fund (2004: 6–7) also states that the nearly five-fold increase in tax
revenues since 2000 and the slower expansion of expenditure has laid the basis
for a strong fiscal position, offering a unique opportunity for fiscal policy
to help address Kosovo’s development challenges. The tax-to-GDP ratio was
close to 30 percent, surpassing initial expectations and tax performance in
countries at similar levels of development. Thus, according to the IMF, the
liberal carrying forward of unused appropriations and unhealthy competi-
tion between reserved (UNMIK) and transferred-power agencies (PISG) have
impeded progress toward elaborating a clear fiscal strategy. In the context of
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plentiful resources and weak expenditure management capacity, this carries
the risk of setting fiscal policy on a wasteful and unsustainable course. The
IMF goes further in recommending that an appropriate fiscal strategy for
the short- and medium-term be based on a two-pronged strategy. First, it
should rein in the expansion of current spending to preserve a comfortable
current budget surplus, help finance public expenditure, and ensure long-
term sustainability. Second, it should step up work on medium-term strategies
for education, health, and basic infrastructure, and elaborate a well-prioritized
public investment program directed at enhancing physical and, especially,
human capital.

Although the second policy recommendation is certainly welcome, one
wonders whether, given the large current expenditure Kosovo required in
order to consolidate peace, it was reasonable or even desirable to expect a
current budget surplus.56 Most likely, a more liberal spending policy could
have allowed for a virtuous circle of higher employment, fewer ethnic tensions,
greater security, and higher investment.

Because of the many problems with property rights, privatization of socially
owned enterprises has lacked dynamism and has mostly involved small enter-
prises. The privatization process gained some momentum with the amend-
ments to the Kosovo Trust Agency (KTA) legislation in April 2005, which
removed the requirement that the KTA work through all available documenta-
tion to determine clearly the status of state-owned enterprises before proceed-
ing to privatization (World Bank 2005c: 1). The main constraint, however, was
uncertainty regarding future property rights, after final status was reached.
As RIINVEST (2001) rightly pointed out, social ownership represented no
obstacle to the privatization process in any of ex-Yugoslavia’s republics. It
was the legal uncertainty about whether the process would be reversed when
Kosovo attained final status that discouraged potential investors.57

Because of the lack of investment, Kosovo’s economy has become not only
seriously aid-dependent, but it also relies largely on low-productivity activities
that cannot sustain growth in the long run. The large presence of international
staff and the influx of remittances from Kosovars in the diaspora have created
serious distortions between tradable and non-tradable goods, by diverting
resources towards the latter. These factors are responsible for the large external
imbalance and the “development trap” Kosovo finds itself in eight years after
starting the war-to-peace transition.

An Evaluation of UNMIK

Given that the UN established for the first time an integrated operation in
Kosovo to lead the transition to peace in general, and economic reconstruction
in particular, it is imperative to examine its performance in an effort to identify
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positive experiences that can be emulated in other post-conflict situations, as
well as problems that need to be avoided.

The creation of an integrated peacebuilding office (UNMIK) was a welcome
development. Management of UNMIK, however, has not been smooth, which
has complicated the effective and timely adoption and implementation of
reconstruction policies. In the immediate transition to peace, which is the
period this case study focuses on, difficulties have arisen mainly due to staffing
problems, an unclear division of responsibilities, duplication in functions, and
a lack of transparency and cooperation among the UN pillars. The absence of
a common strategy between UNMIK and the UN agencies impeded the use of
limited financial and technical resources and nurtured internal contradictions
and inefficiencies. As a result, priorities were not always chosen with the
overriding objective that conflict should not recur and that Kosovo be put
on a path of sustainable development.

In particular, inefficiencies associated with the way UNMIK was established
and managed, in the context of an unsettled political status, made economic
reconstruction extremely difficult and unsuccessful in Kosovo. I had been
a strong advocate of integrated missions since my years in Boutros-Ghali’s
office. This type of operation is particularly important during reconstruction,
which is a multifaceted process that requires wide-ranging expertise, in both
the political and economic fields. The difficulties faced by UNMIK in leading
this type of operation, however, were apparent from the very beginning and
related mostly to UN failings.58 Because of the importance of setting up effec-
tive integrated offices in war-to-peace transitions, I will focus on the principal
factors that caused UNMIK’s difficulties and the policy lessons that should be
learned.

STAFFING PROBLEMS

Both recruiting and logistical problems beset UNMIK’s operations at its incep-
tion. Recruitment at UN headquarters was extremely slow and when experts
and other staff were rushed into joining UNMIK, they often found themselves
stranded in Skopje, the Former Yugoslav Republic of Macedonia, waiting to
be driven by land to Pristina. The arrival of those who finally made it often
came as a surprise to the SRSG, who was not expecting them, since there
was little consultation on recruitment, at least at the early stage. Furthermore,
with inadequate staff in terms of numbers and expertise, uncertainty about
future arrivals, and blurred lines of command, UNMIK could not carry out
its functions effectively. It took about 6 months before a critical mass (about
50 percent of authorized staff) of experts and administrators was in place in
Kosovo. Recruitment was particularly inadequate to provide UNMIK with the
economic and financial expertise it required, mostly for Pillar II, in part due
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to human resource problems at UN headquarters discussed earlier in relation
to ONUSAL in Chapter 7.

In addition to problems in recruiting, appropriate training was clearly
needed but lacking. The UN had no comprehensive training program for staff

working in post-conflict countries. This would have been particularly needed
in an operation such as UNMIK where the different Pillars carried out their
functions relatively independently rather than in a truly integrated manner
where the goals of the transition to peace could have been jointly pursued.
The lack of active and specialized training at the UN was in contrast to the
situation at the Fund, where the IMF Institute, primarily involved in training
government officials in member states, has a continuous program designed to
train its own staff on theoretical developments and best practices, as well as
in quantitative techniques. This training extends to all staff including those at
the highest (Director) level. Given the multidisciplinary nature of the war-to-
peace transitions, such training would be especially important for experts and
other staff assigned both to the field and to headquarters.

One of the important problems that UNMIK faced early on was the general
lack of expertise in technical and managerial tasks. Pillar II was expected to
carry out a large number of functions in civil administration, an area in which
the UN had never been involved before and for which it did not have the
required expertise in-house. This was particularly true in the economic area,
including at the sectoral level, where the UN had to run the ministries of trade,
industry, agriculture, and others. To perform such overwhelming executive
and managerial tasks, the UN needed people who were not only well versed in
economic and financial issues, but who were also good managers who could
make decisions in a timely and effective way. It is no secret that good managers
are not easily found at the UN, but UNMIK should have had easy access to
experts on secondment from member states’ civil services, particularly at an
early stage. Had the UN secured better expertise in these areas, its relationship
with Pillar IV would have been much more effective in pursuing economic
reconstruction.

UNCLEAR DIVISION OF RESPONSIBILITIES IN THE INTEGRATED
PEACEBUILDING OPERATION

At the time UNMIK was set up, there was no clear division of responsi-
bilities between Pillars II (Civil Administration, led by the UN itself) and
IV (Economic Reconstruction, led by the EU). An efficient allocation of
functions—which would have avoided many turf battles, much duplication,
and frequent inefficiencies—should have delegated to Pillar IV the functions
of the Ministry of Finance and to Pillar II all other ministries. In performing its
functions as Ministry of Finance, Pillar IV should have advised the SRSG on all



162 LESSONS FROM CASE STUDIES

economic matters.59 It also should have been responsible for macroeconomic
policymaking (including budgetary and financial policies), and been the focal
point for donors’ financing and for foreign technical assistance to ensure that
it was properly coordinated and channeled to high-priority projects. This was
not always the case, with the result that Pillars II and IV, as well as some
advisers to the SRSG, often disputed over these functions.

In fact, rather than working closely with the Pillars, staff in the SRSG’s
Office often took responsibility away from them. Consequently, Pillars were
not always accountable for what they did or failed to do.60 Moreover, it was
not always clear who was in charge of what, which confused donors and made
access to financing more difficult.61

CONFUSION ABOUT THE BUDGETARY PROCESS

As is the case in any economy, Pillar II, acting as all spending ministries,
should have provided Pillar IV, acting as the Ministry of Finance, with the
expenditure needs for education, health, housing, and public services. The
UN (Pillar II) was best placed to establish priorities in these areas based on
political and security considerations. The EU (Pillar IV) was best placed to
establish the budgetary process and allocate resources efficiently, according to
economic reconstruction priorities, expected local revenue, and available for-
eign assistance, given that Kosovo was highly dependent on foreign financing
for its budget, particularly from the EU. However, there was much confusion
at UNMIK about how the budgetary process should function, particularly in
the early period. This confusion unnecessarily delayed the process at a crucial
stage, because, until the budget gap was clearly established, donors would not
disburse any of their previously committed funds.

UNMIK RELATIONS WITH UN AGENCIES

There were no guidelines to UN agencies on how to interact with UNMIK.
As a result, the early transition was rather chaotic. Agencies had their own
agendas and competed with UNMIK for financing. Clearly, financing for UN
agencies was not “additional” money, but was coming from a relatively fixed—
or, in light of the earthquake emergency in Turkey and other crises at the
time, even dwindling—pool of resources. UN agencies had obviously built
up relationships with donors over the years, and UNMIK—not unlike other
peacebuilding operations—was at a clear disadvantage in competing with
them for funds.

Coordination of UN agencies was similarly chaotic, with the Deputy
Secretary-General and the Administrator of the UNDP jointly appointing
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a “Coordinator for the UN Development Group” in August 1999. At the
same time, there was a Resident Representative of UNDP in Kosovo, who
was also acting as Resident Coordinator of the UN System and who was not
released of his responsibilities. Despite there being two coordinators, there
was clearly more competition than coordination. In normal development,
two coordinators is surely one too many. When peace-keeping operations are
in place, coordination should take place exclusively under the leadership of
the SRSG (through his Deputy for Economics and Finance or the National
Reconstruction Coordinator as shown in Figure 3, p. 64).

Lessons from Kosovo

Despite the peculiarities of Kosovo’s war-to-peace transition, I want to draw
some lessons for post-conflict economic reconstruction in general. The lessons
revolve around four issues, three of which are still important for Kosovo, since
they call into question not only the sustainability of the peace process, but also
the possibility of moving towards a normal development path.

THE IMPORTANCE OF PROPERLY STAFFING INTEGRATED
PEACEBUILDING OPERATIONS

As discussed earlier, the creation of UNMIK as an integrated operation was
a welcome development and it is the ideal framework for future reconstruc-
tion. However, UNMIK also demonstrated the UN’s incapacity to set up and
staff this kind of operation in a timely and effective way. There are several
policy lessons from UNMIK’s experience. First, the UN must maintain an
updated roster of qualified experts in various fields who can be called upon or
consulted at short notice. Second, these experts’ recruitment or secondment,
travel, and logistical arrangements should be organized by professionals in
close cooperation with the SRSG and other high-level officials, in the field
and headquarters, in order to ensure that the right technical capabilities are
delivered without inefficiency and confusion. Third, there should be ongoing
training at all times for all those working on peacebuilding activities, both in
the field and at headquarters. Such training should focus on every aspect of
the transition, including political, security, economic, and social issues.

FINAL STATUS AND PROPERTY RIGHTS

Although the transition to final status would not have solved all of Kosovo’s
problems, from a reconstruction perspective, the sooner a final status can be
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reached, the better the outcome will be. Only final status—and not necessarily
the new phase of “supervised sovereignty”—will remove the uncertainties
with regard to property rights and other legal and regulatory issues that have
had a negative impact on investment and on employment creation. These
issues were far too political and complex to be resolved by an interim civil
administration, let alone by the UN. They will also be difficult to resolve in
light of Serbia’s and Russia’s opposition to changes in the status quo. In East
Timor, for example, a clear path toward independence was drawn early on,
which meant that the issue of property rights was not left in limbo. Without
clarity about future property rights, investment of any kind and magnitude,
particularly FDI, will continue to be low, or the economy will attract only
undesirable investors. If the unilateral declaration of independence in Kosovo
leads to further violence or keeps Kosovo in the news, this will also discourage
investment.

The negative effects of uncertainty about property rights—a major problem
in post-conflict situations where economies need to be reactivated—have been
particularly severe in Kosovo, given the lack of investment before the war.
Although Kosovo, like many post-conflict cases, grew fast in the immediate
post-conflict period, this was due to foreign assistance, remittances, the large
international presence, and illegal activities. Continued dependence on all of
them casts doubt on the sustainability of growth. In 2005–7, with foreign
assistance drastically curtailed and with a reduced level of remittances, the
Kosovo economy was in crisis.

With the transfer of power from UNMIK to a government supported by
a strong presence of the EU and NATO, it will be difficult for Kosovo to
overcome the unhealthy and dangerous dependence on the international com-
munity that has often permanently crippled economies in the Third World. It
will also be difficult to eliminate the economic distortions created by the large
international presence. This should be a key consideration not only when the
UN and the EU review Kosovo’s future under EU tutelage, but also when the
Security Council mandates new operations in the future.

DEMOBILIZATION, REINTEGRATION, AND RECONCILIATION

The acquiescence of UNMIK and KFOR to the transformation of the KLA
into the KPC (rather than reintegrating their members into productive activ-
ities) was a risky move that has proved to be a source of instability and has
not contributed to an improvement in Kosovo’s security situation. Since the
creation of the KPC, armed groups believed to be offshoots of the dismantled
KLA have attacked targets inside Serbia and the Former Yugoslav Republic of
Macedonia, apparently trying to unite the largely Albanian population of the
region.
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Because of the shortcomings I discussed earlier, UNMIK also was late or
ineffective in encouraging peacebuilding measures and in creating or strength-
ening institutions and machinery for the peaceful resolution of disputes,
particularly those of an inter-ethnic character. The failure of reconciliation
has doomed post-conflict economic reconstruction efforts. Moreover, lack
of timely financing (in part because of the IMF’s fiscal policy-as-usual), in
conjunction with complicated bureaucratic requirements (including long EU
bidding processes and the requirement to procure materials from EU suppli-
ers), delayed reintegration and reconstruction efforts and failed to support
national reconciliation.

MISSED OPPORTUNITIES

Post-conflict economic reconstruction succeeds only if it consolidates peace
and leads to sustainable development. Peace is difficult to build when unem-
ployment stands at 30 percent or higher and about half the population is
younger than 20. Although macroeconomic and institutional stability is crit-
ical in improving competitiveness, such stability is a necessary but not suffi-
cient condition for investment and employment creation. A healthy business
climate, including public security, an adequate judicial system, good human
and physical infrastructure, reliable public services, a fair tax and regulatory
system, certainty about property rights, and other factors that affect invest-
ment decisions are imperative for the private sector to thrive. Furthermore,
FDI needs to be actively promoted, given tough international competition to
attract these flows.

Kosovo missed the opportunity to promote FDI in labor-intensive sectors,
as countries like El Salvador, Guatemala, Mexico, and several in Asia have
done successfully in the past, in order to employ a large number of low-skilled
workers in post-crisis situations. Since their capital investments are small, such
investors would not have been affected by property-rights issues and could
have been attracted to Kosovo by its young labor force as well as by the trade
preferences provided to their exports in EU markets.62 Foreign investors could
produce goods that conform to EU standards while creating much needed
low-skilled employment in Kosovo. But, because of a lack of vision and initia-
tive, Kosovo is only taking limited advantage of the vast market opportunities
that the EU offers. Similarly, the inability to produce more homegrown food
has sustained continued reliance on imports, contributing to the alarming
trade deficit while robbing Kosovo of further employment opportunities.



9 UN-led reconstruction
following US-led military
intervention: Afghanistan

Background1

After more than two decades of continuous conflict2 that killed 1.5 million
people, and with the rout of the Taliban in November 2001, Afghanistan
embarked on a complex multi-pronged transition. In such a transition, the
country needed to move from war to peace; from a repressive, militaristic
theocracy to a society based on democratic principles, the rule of law, and
respect for human rights; and from a state-controlled, war-torn economy
to reconstruction and private sector-led economic development. Vaishnav
(2004: 244) referred to Afghanistan as the site of the twenty-first century’s
first major post-conflict reconstruction. For Leader and Atmar (2004: 166–7),
the multi-pronged transition meant nothing less than changing the political
economy of the country from one based on unaccountable and arbitrary mil-
itary rule, oppression, predation, and illicit economic activity to one based on
democratic, civilian governance, rule-based authority, a thriving, legal private
sector, and political freedom.

Despite high expectations, Afghans feel disappointed by the transition:
security in many parts of the country, particularly the south, has deterio-
rated sharply, to the point that some analysts believe that the country has
been sliding back into conflict. Even in more secure areas, human secu-
rity has not improved and the peace dividend has not materialized (Donini
2006). Furthermore, lack of productive alternatives has driven farmers to
turn to growing poppies. By mid-2007 the UN Office on Drugs and Crime
(UNODC 2007a, 2007b) presented alarming evidence of the booming illicit
economy, with the country growing over 90 percent of the world’s poppy
production and converting about 90 percent of the opium into heroin within
the country. A resurgence of the Taliban followed, with large parts of the
national territory returning to their control. A weak government, which has
failed to provide basic services and legal employment for the population, has
been unable to deal with the burgeoning drug problems and the empowered
Taliban.
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In 2001, Afghanistan had about 25 million people, a per capita income of
less than $200, illiteracy rates of 70 percent, and some of the worst health
indicators and widest gender inequality in the world. It also had a destroyed
economy, with 80–90 percent of the labor force employed in the informal
sector, and a culture of war, armed conflict, and drug trafficking. For these and
other reasons, the transition to peace has been an overwhelming challenge—
both for the national authorities and for the international community—that
will take many years. In the short run, the heart of this transition is the
daunting task of post-conflict economic reconstruction amid difficult secu-
rity and political conditions, a basic objective of which has been to build
modern institutions for economic governance and ensure that “legitimate and
accountable” political authorities lead them.

In Operation Enduring Freedom, planned immediately after the September
11, 2001 terrorist attacks and launched on October 7, 2001, the Bush admin-
istration fought a war against Al Qaeda and the Taliban in Afghanistan with a
“coalition of the willing.” It also promised to help rebuild Afghanistan in the
tradition of the Marshall Plan. In contrast to Iraq, although USAID has played
an important role in post-conflict economic reconstruction in Afghanistan,
the United States involved the international community. Given the legacy of
interference and continuous meddling by Afghanistan’s neighbors, outside
powers had a major responsibility to put things right, and to assist in economic
reconstruction. Reconstruction has required the provision of technical and
financial assistance as well as training and capacity building, without taking
over the process of policymaking.

Unlike Kosovo and East Timor, Afghanistan was a sovereign country at the
time of the transition and thus had to be in charge of its own destiny. However,
as a very poor society destroyed by foreign forces (rather than by civil conflict
alone), and with a history of humanitarian intervention, Afghanistan has had
to fight to chart its reconstruction path and formulate its own economic
policies.

However, it was difficult for bilateral and multilateral donors, as well
as non-governmental organizations (NGOs), to take the back seat in
Afghanistan. Reconstruction in Afghanistan came right after the experi-
ences of Kosovo and East Timor, where the UN exercised all executive and
legislative powers by issuing regulations. Under such conditions, donors vir-
tually had a free hand in carrying out their activities, usually after receiv-
ing a green light from the UN, but often even without it. The tempta-
tion to do things without serious consultation with the government proved
especially strong in Afghanistan, where the UN and many of its member
states had not recognized the Taliban while it was in power, leaving donors
feeling empowered to implement their own humanitarian agendas as they
saw fit.
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The situation was quite different in 2001. A UN-sponsored Afghan peace
conference led to the Bonn Agreement of December 2001 that established
the Afghanistan Interim Authority (AIA). UN member states recognized the
AIA as the repository of sovereignty, empowered to make decisions about the
economic strategy and policy formulation. The UN Security Council autho-
rized the establishment of the 5,000-strong International Security Assistance
Force (ISAF), to help the AIA create a secure environment in Kabul, but
with a mandate that impeded it from operating outside the capital. Thus,
warlords continued to control other parts of the country.3 Nevertheless,
the AIA became donors’ first interlocutor in the immediate transition to
peace.

Economic reconstruction in Afghanistan has entailed various and com-
plex tasks, including strengthening internal security; building formal eco-
nomic institutions and a legal system that respects property rights, promoting
employment-generating growth as a basis for poverty alleviation; and rehabil-
itating dilapidated physical infrastructure.4 Accomplishing these tasks, while
simultaneously attending to the humanitarian needs of large segments of the
Afghan population, would function best in a framework of macro-economic
stability (consistent fiscal, monetary, and exchange rate policies) and good
governance (fair and efficient allocation of resources).

The challenge of the complex transition to peace following US-led mil-
itary intervention in Afghanistan has been widely analyzed by those who
have been closely involved in it.5 Some have set impossible goals for the
transition. Donini et al. (2004), for example, argue that the underlying
objectives of military and regime change intervention were peace, stabil-
ity, development, and accountable governance. For reasons I explained ear-
lier, “development” is a long-term proposition, particularly in a country as
poor and underdeveloped—even before the conflict of the last 30 years—as
Afghanistan.6

I will therefore focus more specifically on economic reconstruction—quite
distinct, as I have argued earlier, from economic development—which I
believe should be the goal of the post-conflict transition. The purpose of my
analysis is not to provide a comprehensive or thorough examination of the
reconstruction effort—as was the case in my discussion of El Salvador and
Kosovo—but to address specific issues that did not arise in connection with
the other two case studies. The purpose of my analysis is to foster debate
about how governments and the international community could improve
economic reconstruction in the future. Thus, after a cursory description of
the political and security situations, I will focus on specific problems that
Afghanistan had to face in some areas, and on particular tasks that it per-
formed as well as possible under the difficult conditions characterizing the
country.



UN-LED AFTER US INTERVENTION: AFGHANISTAN 169

The Interim, Transitional, and Elected Authorities

As per the Bonn Agreement, Afghanistan established the AIA in December
2001 for six months, giving it sole and ultimate power on all policymaking
decisions in the transition from war to peace. Each of the four major ethnic
groups—Pashtuns, Tajiks, Uzbeks, and Hazara—participated in the agree-
ment. Vaishnav (2004: 253) notes that in essence, the Bonn Agreement co-
dified the standing of the warlords and legislated the unworkable relationship
between the warlords and the central government.

The AIA, headed by a Pashtun, Hamid Karzai, called a Loya Jirga
(grand council of about 1,500 tribal and ethnic leaders), which convened
in June 2002. The Loya Jirga in turn appointed the Afghanistan Transi-
tional Authority (ATA) to operate for a period of two years. The ATA, also
headed by Karzai, was charged with drafting a new constitution (which
was submitted to a constitutional Loya Jirga for ratification in late 2003)
and preparing national elections to elect a fully representative government
in late 2004. During this period, the ATA was also responsible for eco-
nomic management and policymaking, and exercised all executive powers.
However, since there was no legislative body until after the parliamentary
elections in September 2005, the ATA had to adopt laws and regulations
by executive decree—not always a simple proposition for a transitional
government.

In October 2004, Karzai became the first democratically elected president,
winning 55 percent of the eight million votes that were cast. With the support
of the international community, he had managed early on to appoint a small
group of qualified experts to critical positions, despite the overall weakness of
the civil service. An estimated two million refugees had returned to the coun-
try in 2002—a sign of confidence and hope in the political transition (Thier
2004: 40).

However, the security and human rights situation was far from optimal.
After taking over in December 2001, the Karzai government had to share
political power and tax revenue with the warlords that helped the coalition
forces to defeat the Taliban. These were the same warlords that had ruled
Afghanistan in the 1992–6 mujahedin period—and era of widespread human
rights abuses that held terrible memories for many Afghans.7 Under their
rule, violations of human rights continued in some provinces, even after
the Bonn Agreement (Donini 2004). Thus, impunity, injustice, and lack of
accountability—which countries normally need to address at the beginning
of the transition to peace—could not be resolved in Afghanistan. Further-
more, the control by warlords of a large proportion of the tax revenue
deprived the government of resources that were critical in performing its basic
functions.
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The Afghan National Development Framework (NDF)

Admittedly, the ATA had severe limitations. Its control over the national ter-
ritory was tenuous, its human resources were stretched thin, and, with a neg-
ligible tax base or mechanisms for generating revenue, it was overwhelmingly
dependent on outside donors and agencies for material resources. Neverthe-
less, the ATA managed to establish the Afghan Authority for the Coordina-
tion of Assistance (AACA) as the proper national mechanism to coordinate
with USAID, the IFIs, other donors, UN agencies, and NGOs. It also man-
aged in April 2002 to create a coherent strategic framework for economic
growth and development: the Afghan National Development Framework
(NDF).

Few countries in post-conflict reconstruction have produced such a well-
developed preliminary strategy as the NDF. The problem was not—as in many
other cases—a lack of strategy, but whether, given Afghanistan’s history and
politics, the strategy was realistic and could be implemented. This question
reflected the deficiencies of the Afghan civil service and security conditions,
as well as the attitude and position of donors, the IFIs, the UN, and NGOs.
Although the Minister of Finance, Ashraf Ghani, designed the strategy, few
other government officials supported it. Furthermore, there seems to have
been little effort to build broader support for it, not only among government
officials, but also among the population at large.8 Indeed, the document was
never translated into Dari for wide distribution.

The NDF included three pillars: humanitarian assistance and social policy
to create sustainable living conditions and promote human development;
external assistance for rebuilding physical infrastructure in order to create an
environment conducive to private-sector investment; and a wise emphasis on
the private sector, both domestic and foreign, as the major driving force in
reactivating the economy, creating employment, and thereby ensuring social
inclusion.

The promotion of the private sector required a stable macroeconomic
environment, clear rules of the game, an appropriate business climate, and
good governance, with the government performing a number of respon-
sibilities across the board.9 A major shift in economic policies away from
those that existed during the Soviet era, and a restructuring of the public
sector—including privatization of state-owned enterprises and services—was
contemplated as part of this process. The resumption of payments and the re-
establishment of the banking and trading systems were top priorities, as was
the improvement of public finances, including budget planning and public
expenditure management.

Having met all requirements under the Bonn Agreement, the governments
of Germany and Afghanistan co-hosted a conference in Berlin at the end
of March 2004 entitled Afghanistan and the International Community: A
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Partnership for the Future. At this conference, the World Bank presented to
donors an updated plan for economic reconstruction of the country entitled
Securing Afghanistan’s Future (SAF). The Ministry of Finance had prepared
the document but had not gained the cabinet’s endorsement, revealing serious
differences of opinion with respect to the vision for economic reconstruction
within the country.10

In January 2006, the government approved the Interim Afghanistan
National Development Strategy (I-ANDS), a strategy for security, governance,
economic growth, and poverty reduction. This five-year strategy followed the
2002 NDF and the SAF exercise of 2004. The Afghanistan Compact of Febru-
ary 2006 between Afghanistan and its international partners complemented
the national reconstruction plans.11

The international actors

After the collapse of the Soviet-backed regime (1979–92), the takeover of
Kabul by the Taliban in 1996 that ended the mujahedin period, and the
strengthening of the Taliban’s control of the whole country in 1998, the UN
launched the Strategic Framework in September 1998. This was one of the
first UN attempts to integrate its peacemaking, humanitarian, and human
rights activities in a country. As told by Donini (2004: 126), up to that time,
there had been several international actors in Afghanistan, but nobody knew
whether the assistance they provided was “part of the problem or part of
the solution.” Furthermore, there was no way to measure the impact that
a large number of small-scale projects was having. The Strategic Frame-
work was an attempt to agree on an overall strategy and to speak with one
voice.

All UN agencies had agreed to the framework, although some did so
reluctantly. Donini mentions in particular the UNHCR, WFP, and UNICEF
as being bureaucratically driven to resist coordination, using their specific
mandates as an excuse. Donors, on the other hand, supported the Strategic
Framework for its potential to improve the accountability and effectiveness of
aid flows. The UN Resident Coordinator performed the functions of both a
resident and humanitarian coordinator. Thus, the UN Resident Coordinator’s
Office, supported by donors, UN agencies, and NGOs, assumed the functions
of a ministry of planning, providing a framework for the prioritization of
the scarce resources for humanitarian and rehabilitation assistance, and a
forum for discussion on strategic planning. As many analysts have noted, in
Afghanistan, as in other failed states, the international community operated
through humanitarian operations owing to the lack of political will to inter-
vene in other significant ways.12
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Following the US-led military intervention, the United States was also to
play an important role in economic reconstruction through the involvement
of USAID. Nevertheless, the UN and its agencies, with the assistance of a
number of NGOs that had been deeply involved during the Taliban period,
remained engaged and led economic reconstruction. The Asian Development
Bank, the World Bank, and the IMF were the main IFIs in the country and
played an active role. In late 2001, the UNDP established an Emergency
Trust Fund, which operated until mid-2002, in order to meet the govern-
ment’s initial needs, including civil service wage payments during the AIA’s
first six months and the costs of the Loya Jirga (IMF 2002c: 8). The World
Bank administers two trust funds: the Afghanistan Reconstruction Trust
Fund (ARTF), which has become an increasingly important source of bud-
getary support, and the Afghanistan window of the Japan Social Development
Fund.

After Kabul fell to foreign forces with the assistance of the Northern Alliance
in mid-November 2001, the main donors met in Washington, D.C. to plan for
Afghanistan’s reconstruction. They formed the Afghan Reconstruction Steer-
ing Group (ARSG), which met the following month in Brussels in anticipation
of the donors meeting in Tokyo in January 2002, where a Kabul-based Imple-
mentation Group (IG) was also established. At the same time, Afghanistan’s
government agreed to meet with donors every year to review the country’s
development priorities. Since then, annual meetings of the Afghanistan Devel-
opment Forum (ADF) have taken place.13

In November 2001, the Security Council adopted Security Council Resolu-
tion (SCR) 1378, affirming the UN’s role in the political process and calling
for the formation of a government that would be “broad-based, multi-ethnic
and fully representative of the Afghan people.” In March 2002, the UN estab-
lished the UNAMA (Assistance Mission in Afghanistan) to support the Bonn
Agreement. The Secretary-General appointed Lakhdar Brahimi as his Special
Representative (SRSG) to head all UN operations.

Brahimi was a strong advocate of a “light footprint” for the UN in
Afghanistan. He did not envisage his position as a powerful international
coordinator (like the High Commissioner in Bosnia and Herzegovina), but
as a facilitator of the Bonn Agreement’s implementation. In Brahimi’s view,
whereas the UN had been given a mandate to run the reconstruction efforts in
Kosovo and East Timor, the role of the UN and other actors in Afghanistan
would be to support the interim, transitional, and elected governments. It
would be left to the UN agencies, as the main implementing agencies, to
lead reconstruction. In theory, these actors would promote Afghan ownership
of the reconstruction program and ensure its financing. At the same time,
Brahimi opposed the military and security approach of the US Pentagon, an
approach known as “nation building light.” In fact, Brahimi worked to expand
the ISAF.14
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Like the UN agencies, NGOs had been closely involved in humanitarian
affairs in Afghanistan for many years. As O’Brien (2004: 187) recounts, NGOs
had become a de facto shadow government running many of the social services
that the Taliban and their predecessors were unable or unwilling to provide.
In this way, they had become the Afghan people’s safety net, fighting for emer-
gency funding at a time when the country exhibited some of the grimmest
poverty indices. With the fall of the Taliban, existing NGOs had to adjust
to strong media attention, large increases in donors’ financing, and loss of
qualified staff to agencies that paid better salaries. More troublesome was
that NGOs had to abandon their principles of impartiality, independence,
and neutrality and rally behind the new government, which needed to prove
its legitimacy by providing services that NGOs had supplied in the past. On
the one hand, NGOs were concerned about the legitimacy and permanence
of the Karzai government and, on the other hand, they worried that, by
associating with the government, they would lose their ability to provide
humanitarian assistance in areas beyond government control. In adjusting
to the new environment, the long-established NGOs also had to compete
with new NGOs and private contractors, many of which had no experi-
ence in the country and were attracted to it by the prospects of large-scale
financing.15

The Bonn Agreement created high expectations in Afghanistan. As Thier
(2004: 46) points out, the difference between the Bonn Agreement and those
of the past, in particular that of 1992, was the new interest in Afghanistan
shown by the United States and its political willingness to twist arms to
ensure political agreement on contentious issues. In this new environment,
the UN and its agencies, as well as the NGOs, struggled to adjust to their
new role. During the Taliban’s rule, the international community’s role was
purely humanitarian, with capacity building taking place only in areas—like
health, agriculture, and de-mining—where interaction with the authorities
would not undermine the rights of the Afghans. This had to change with
the establishment of the Karzai administration in December 2001, but many
forces were arrayed against a redefinition of roles.

“Success” in context

Many of us had the impression that the US government undertook much plan-
ning for war but little planning for post-conflict reconstruction. According
to John Taylor, Under-Secretary of Treasury for International Affairs at the
time, financial planning for Afghanistan began virtually in tandem with the
US military’s plans for the war, and contemporaneously with the Treasury’s
plan, launched in the weeks following 9/11, to combat terrorist financing. As
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mentioned earlier, post-conflict reconstruction is costly and requires fundrais-
ing. Indeed, given the large population, widespread poverty, the danger that
NGOs would leave or become inoperative during the war, and the fact that
warlords controlled vast territories, levying their own taxes and issuing their
own currencies, the magnitude of the task was quite different from that of
other recent experiences with reconstruction.16

Although governments and the international community can always do
things better, several of the activities and measures that are needed in plan-
ning, as well as in the immediate transition to peace, were implemented in
Afghanistan. First, three of the key international actors carried out an early
needs assessment, thereby providing an important macro and micro analysis
of the economy and its immediate imperatives. The institutions presented the
needs assessment at the donors’ conference in Tokyo in January 2002, where
pledges were made for the next five years. At the same time, donors and the
Afghan government established groups (the ARSG, the IG, and the ADFs) to
follow up on pledges and coordinate aid.17

Second, the finance ministry, with support from the US Treasury and
the IMF, carried out plans to introduce a new currency in an orderly way,
despite the immense challenges. Given many existing currencies, the authori-
ties viewed the new Afghani as an important symbol of sovereignty and unity.
Thus, they opted to introduce new Afghani bills, issued by the central bank
(Da Afghanistan Bank, DAB), rather than adopting the dollar or another
foreign currency, as had been done, for example, in Kosovo and East Timor.
This was also important for conducting monetary policy, since confidence in
the old Afghani had been lost over time, owing to counterfeiting and other
problems.18

Third, the government made efforts to bring into the national budget
customs revenues collected by some of the warlords in border provinces.
This was difficult, because warlords and their supporters did not perceive
much benefit to them from international assistance to the country, and
therefore saw no justification for giving up their own sources of income.
While the government made some progress in this regard, the average five-
year revenue of the national government (2002–6) was below 5 percent
of GDP, posing a serious constraint on its ability to carry out its basic
functions.19

Finally, yet importantly, some improvement in the rights of women was
incipient in the post-conflict transition. During the Taliban years (1996–
2001), 95 percent of girls did not attend school. Since then, girls have attended
primary school in large numbers, and 40 percent of voters were women in the
national election of 2004. Women also began to participate in others aspects
of the transition. New legislation established women’s rights in general to an
extent that had not existed in the near past. Nevertheless, rural areas have yet
to experience much progress.
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What could have been done differently?

The implementation of the ambitious framework for post-conflict economic
reconstruction in Afghanistan has been fraught with problems from the out-
set. Many factors interfered with the implementation of the NDF. One ques-
tion concerns the appropriateness of the economic framework developed by
the Ministry of Finance with the assistance of the IFIs and the tacit encourage-
ment of the US government (Treasury, USAID). Another obvious shortcom-
ing was the failure to control the opium economy by creating incentives, such
as subsidies, credit, and technical assistance for viable alternatives. Moreover,
several analysts who have been intimately involved in the aid process have
questioned the effectiveness of donors and agencies in the reconstruction of
Afghanistan and their relations with the government. Partly owing to the dire
social situation and partly because of the “business as usual” attitude, the
move from humanitarian assistance to reconstruction was slow, with negative
repercussions on Afghanistan’s productive and employment capacity.

HOW GENUINE WAS AFGHAN OWNERSHIP OF THE
RECONSTRUCTION STRATEGY?

In Afghanistan, most political figures saw the state as a redistributive instru-
ment, funded by foreign donors, to build power through patronage networks.
Only a few members of the government shared the vision of the NDF for a
small effective state, regulating a market economy, with the private sector as
the driving force for development. Similarly, the government’s updated plan
for economic reconstruction, entitled Securing Afghanistan’s Future (SAF),
lacked broad-based support (and like, the NDF, was not translated into Dari).

Thus, although the strategy designed by the economic authorities, sup-
ported by the IFIs, may have been appropriate for a different country in a
different context, it did not build on the history and culture of Afghanistan.
Nor did it reflect the many political and security constraints that any economic
reconstruction plan had to address in order to be effective.

THE ECONOMIC FRAMEWORK FAILED TO “KEEP IT
SIMPLE AND FLEXIBLE”

In my view, one of the most serious flaws was the design of policies and
institutions that failed to follow Premise 6 for effective reconstruction: “keep
it simple and flexible.” The simpler the framework in a country, the lower will
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be the level of expertise necessary to implement it, with fewer opportunities
for mismanagement and corruption.

Monetary and fiscal policies designed mostly with the support of the IMF
and the World Bank might have been best practice for a country on the
normal development path, but they certainly were much too sophisticated for
a simple and uneducated country. The complexity of laws and regulations,
particularly those concerning taxation, customs, and banking, is burdensome
for a weak civil service. It creates opportunities for corruption, and is often an
obstacle to the development of micro-enterprises that are needed to generate
employment.20

Going from an antiquated and inoperative macro- and microeconomic
framework to a very sophisticated one, amid all the challenges of the multi-
pronged transition to peace, was not realistic. At the end of 2001, both the
Ministry of Finance and the central bank had for all practical purposes ceased
to operate, and the payments and reporting frameworks, particularly between
Kabul and the thirty-two provinces, had broken down. Afghanistan was
essentially a cash-based economy with some basic financial services provided
mostly through the informal hawala system.21 The six state banks had stopped
any intermediation services, as had the licensed commercial banks. The central
bank performed deposit and credit operations that are the prerogative of
commercial banks in a two-tier banking system (where the central bank and
the commercial banks perform different functions). Financial information
about banks and the central bank was practically non-existent, and accounting
systems were outdated.

At the request of the Afghan authorities, the IMF took an active role in
drafting a bank regulation policy. In September 2003, a presidential decree
enacted the central bank law and a modern banking law. These laws allowed
for central bank modernization by increasing the bank’s capacity to conduct
monetary and exchange rate policy, to reestablish a basic payments system,
and to regulate and supervise commercial banking effectively. The IMF intro-
duced new accounting practices and prepared licensing and prudential regu-
lations for banks in accordance with the Basel Core Principles for Effective
Banking Supervision. Despite this, the IMF Institute held its first financial
programming course in Afghanistan only in February 2003; thus, capacity
building did not start, as it should have, from the very beginning.

At the same time, fiscal policy was primitive, and ministry employees kept
budgetary records by hand. Revenue consisted only of customs duties and aid
in the form of budgetary support from donors. Expenditure consisted mainly
of salaries for government workers, including teachers and the military (Taylor
2007a: 42). To move from such an elementary system to a sophisticated fiscal
and budgetary framework at the time of the transition was clearly a mistake,
since the government did not have the capacity to implement it in an effective,
transparent, and non-corrupt way.
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OPTIMAL ECONOMIC POLICIES OFTEN INTERFERE
WITH PEACE CONSOLIDATION

The financial requirements of peace-related programs and macroeconomic
stabilization policies are often in conflict, as de Soto and I first argued in our
Foreign Policy 1994 article in relation to El Salvador. Thus, more worrisome
than the lack of simple institutions, policies, and regulations, the macroeco-
nomic framework designed with the assistance of the IMF eliminated any
flexibility in policies that could allow for financing of critical peace-related
programs, including those necessary to deal with security, drugs, and unem-
ployment. Without these programs, Afghanistan has a high probability of
falling back into full conflict. In complex post-conflict transitions, optimum
and best-practice economic policies may be attainable but not desirable. This
is because the transition to peace is a development-plus challenge (Premise 1),
where the political objective should prevail at all times (Premise 2).

Had the government respected these premises for effective reconstruction,
it could have made more progress toward reconstruction of infrastructure and
services, establishment of police and military forces, and disarming, demobi-
lization, and reintegration of militia fighters. Similarly, the government could
have been able to generate more employment and fight drug production and
trade, which is eroding what little legitimacy and power the government has.
These steps, in turn, would have helped the government consolidate its power
and avoid the serious deterioration in security that has occurred in the past
year. The potential cost of such policies—delays in bringing inflation to single-
digit levels—would have been a risk worth taking.

Instead, macroeconomic orthodoxy imposed its own costs. For example,
the central bank law, which enhanced the bank’s independence from the
government (and enshrined it in the constitution), eliminated the flexibility
that Afghanistan could have had in financing peace-related programs. The
primary objective of monetary policy was the achievement of price stability
and thus the restoration of confidence in the Afghani. The central bank law
does not mention the need to control inflation “within a framework of ade-
quate growth and employment,” which should be the guiding principle for
monetary and exchange rate policies. According to the IMF (2003e: 99), price
stability was achievable only by maintaining strict fiscal discipline, including
a “no-overdraft” rule for budget financing, and ensuring that the central bank
was “independent from any other authority in the pursuit of its objectives
and the performance of its tasks.” Such dogmatism robbed the government of
Afghanistan of any financing flexibility to carry out reconstruction activities.22

The central bank law—which entrusts the bank with the tasks of defin-
ing, adopting, and implementing monetary and foreign exchange policy—is
more orthodox than is the case in higher-income countries such as Brazil,
where the bank lacks de jure independence. In most countries, the central
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bank and the finance minister jointly determine exchange rate policies. Even
among orthodox economists, central bank independence is controversial,
with many experts arguing that the central bank and the government must
work together to achieve adequate growth and employment. De facto rather
than de jure central bank independence—as exists in Brazil and elsewhere—
probably would have served Afghanistan better by giving it the flexibility it
required in the transition to peace to finance critical, if often unconventional,
expenditures.23

Growth and employment creation are critical to every nation, but all the
more so in post-conflict situations. Even an orthodox central bank like the
Bank of England does not establish price stability in the abstract, but within
acceptable levels of growth and unemployment. The same is true of the US
Federal Reserve. Following the August 2007 sub-prime mortgage crisis, both
banks clearly demonstrated their concern for how the crisis would affect
growth and employment in their respective economies. While the Fed lowered
interest rates three times in 2007, both central banks increased the liquidity of
their banking systems to avoid the recessionary impact of the crisis. Indeed,
the Fed did so despite the inflationary pressures implied by a rapidly depreci-
ating dollar.

The rigid monetary and fiscal framework designed and supported by the
IMF in Afghanistan is particularly surprising, because the Fund’s staff is fully
aware of the constraints under which macroeconomic management needs
to take place. In fact, a July 2006 IMF report explicitly noted the enormous
challenges, including enhancing national security and stability outside Kabul
by strengthening the police and judicial systems, disarming illegally armed
groups, and deepening the political normalization process. Other daunting
tasks included combating the opium economy, protecting the vulnerable
segments of the population against supply shocks stemming from lingering
drought and other natural disasters, and effectively managing the significant
inflows of external aid (IMF 2006c: 5–6). Given these conditions, it was at best
naive for the IMF, together with the finance minister and a few other national
leaders, to believe that a rigid and inflexible framework would work. Such a
framework not only made financing basic peace-supporting activities impos-
sible, but also was difficult to implement in light of the Afghan government’s
weak administrative capacity and scarce human resources.

PLUS ÇA CHANGE, PLUS C’EST LA MÊME CHOSE

Reading IMF documents on Afghanistan is reminiscent of the problems and
dilemmas faced by El Salvador in 1992, which almost derailed the peace
process. These related to the conflict between the political and security
objectives of the UN-brokered peace agreement and the economic objectives
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specified in the IMF-supported program. For example, after a visit to Kabul
in February 2007, the IMF staff declared that, while necessary to tackle the
volatile security conditions, “additional expenditures to strengthen adequately
the security forces would delay economic objectives.” Similarly, the govern-
ment should “resist” the expansion of recurrent expenditures in the absence
of corresponding increases in revenue or at least assurances of durable donor
support. This created a catch-22 for the government, as domestic revenue
(excluding grants) had averaged about 5 percent of GDP since 2002 (IMF
2007b), owing largely to the security situation, while donors channeled more
than 75 percent of aid outside the government budget (Rubin 2006: 36).24

This catch-22 situation was reflected at the Joint Coordination and Moni-
toring Board (JCMB) conference for Afghanistan in Berlin in January 2007,
where finance minister Ahady noted that “IMF conditionality on the one
hand, and our security and Millenium Development Goals . . . on the other
hand, are subjecting us to conflicting pressures.” At the same time, the scarcity
of employment opportunities and slow improvement in living conditions
fueled rising public discontent. The IMF staff worried that, despite signif-
icant donors’ support, the Afghan authorities’ determination to deliver on
commitments under IMF-supported programs—which had been strong in
the past—might wane.25 The concern should be, however, that unless quick
improvements in these areas take place within a reasonable time span, the
country might well slide into chaos. In that case, the cost of adopting a “shock”
program of economic stabilization, rather than a more gradual one giving the
government more budgetary flexibility, would be large indeed.

THE FAILURE TO PROVIDE ADEQUATE CAPACITY BUILDING
AND TRAINING

The IFIs, USAID, and the US Treasury failed to provide enough capacity
building, training, and resources to the government for the sophisticated insti-
tutions and policies they had created or blessed. In conjunction with the UN
agencies and other donors, they also failed to enable the government to carry
out the rapid improvement in basic infrastructure and services. For example,
Rubin (2007a: 10) reports that in 2005/626 the government executed less than
half of the reconstruction budget. This is indicative of the government’s weak
institutional capacity, which seems to have been more of a problem than lack
of resources.

Peace creates expectations that need to be satisfied. Both the devastation
caused by the war and the lack of investment over the past three decades had
resulted in poor housing, health, public utilities, and other services in one of
the most deprived countries in the world. In light of the severe conditions,
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donors managed to ensure that sufficient resources were available to provide
basic shelter, food, and medical supplies to the large impoverished segment
of Afghanistan’s population. However, while the international community
managed to avert a humanitarian crisis, the country made little progress
with reconstruction, which had important political, security, and economic
consequences.

TRANSCENDING THE ILLICIT ECONOMY

Successful reconstruction requires moving away from a largely illicit war econ-
omy to one in which the rule of law and legal activities predominate. The move
in Afghanistan was in the wrong direction, with drug production becoming
entrenched in the post-conflict economy since 2001. By several accounts, the
drug economy is huge. The UNODC (2007a) and the IMF estimate that drug
production amounted to about 36 percent of non-drug GDP in 2007.

The UNDOC estimates that Afghanistan’s share of global opium produc-
tion rose to more than 90 percent, from just 12 percent in 2001. Estimates
also show that opium production increased to more than 8,000 tons, from
3,400 tons in 2002, employing about 150,000 workers. The area under poppy
cultivation increased to a record 193,000 hectares, almost double what it had
been two years earlier and an area larger than the corresponding total for coca
cultivation in Latin America (Colombia, Peru, and Bolivia). Afghans convert
most of the opium produced into heroin within the country, with the UNDOC
estimating output at about 1,200 metric tons.

The precursors needed to convert opium into heroin are not available
in Afghanistan. Thus, while Afghanistan exports opiates, it imports precur-
sors from neighboring countries. Furthermore, as noted by the head of the
UNODC, while opium attracts most attention, the significant increase in
cannabis cultivation is quite disturbing.27 Although these figures may not
be fully reliable, they nevertheless indicate the tremendous growth in drug
production in the immediate war-to-peace transition. The situation seems out
of control, with serious repercussions on security conditions in large parts of
the country, particularly the south and south-east.

In Colombia and other countries with large illicit drug economies, crop
eradication that kills subsistence crops and pollutes water has proven ineffec-
tive in controlling production. Moreover, it has enabled criminal and armed
groups to extract huge rents (profits). In Afghanistan there has been some
progress, most notably in Balkh province, where strong leaders have managed
to control production in exchange for promises of aid. However, the aid has
not materialized. Having failed to create alternative income for farmers and
others involved in the drug trade in these areas, provincial leaders will be
unable to sustain such successful efforts.
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Budgetary flexibility could have enabled the government to start financ-
ing alternative employment programs. Assistance from donors would have
followed if the government showed the political will to proceed with these
programs. Several agricultural products have been produced in the past, as
for example, cotton in Helmand province. Some could also produce certain
vegetables, even on small plots. Others, as Rubin (2007b) argues, could pro-
duce flowers, herbs, or other fragrance products, including lavender, roses,
and basil, for which Afghanistan’s soil, climate, and water conditions are well
suited. Some of these agricultural activities could produce rents to farmers as
high as those in production of poppies and cannabis. To make these options
viable, however, would require large amounts of credit and technical assistance
as well as improvements in infrastructure and services (better roads, trans-
portation, storage facilities, and processing plants) to bring products to the
market.

In the short run, perhaps the only alternative to turn the entrepreneurial
spirit of the Afghans away from producing drugs into lawful production is to
subsidize production or create price support programs for different crops. For
this, donors would have to channel reconstruction aid in the form of bud-
getary support to allow the government to follow these policies. Donors could
also play a role in increasing local industrialization of such crops by providing
know-how and credit and by opening their markets with preferential tariff
treatment to goods coming from export-processing zones (or “reconstruction
zones” as they could be called in post-conflict countries). In the process,
donors would not only create a good economy but would help government
to consolidate its legitimacy and decrease the appeal of the Taliban (Phelps
and del Castillo 2008).

BYPASSING THE SOVEREIGN GOVERNMENT

Donors and humanitarian agencies often ignored the Afghan government’s
rightful claim to manage and coordinate international assistance in the post-
conflict transition. As Donini (2004: 138) described it, although in theory
the external actors put themselves behind the new government, in practice,
agencies and NGOs continued to act unilaterally, maintaining little contact
with national or regional authorities. Although this was partly the result of
inertia, it also reflected donors’ perception that the government was inca-
pable and lacked the transparency needed to handle large amounts of aid
and to implement the necessary humanitarian and rehabilitation tasks. For
these reasons, donors, agencies, and NGOs continued to carry on their own
programs oblivious to the government’s wishes. This undermined the govern-
ment’s popular legitimacy. At the same time, Rubin (2007a: 10), using Min-
istry of Finance data, notes that donors spent about $500 million on poorly
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designed and uncoordinated technical assistance that was not a priority for the
government.

In addition to not addressing the specific needs of the government in
Afghanistan, aid has also put a heavy burden on its weak capacity. As Ghani
et al. (2007: 154) emphasize, the aid system should be harnessed to max-
imize the impact of the existing leadership and management. Their first-
hand experience in Afghanistan as well as in other post-conflict countries,
led them to conclude that the bewildering variety of requirements that the
current unharmonized aid system imposes to post-conflict countries requires
that the bulk of the energies of people in positions of leadership be devoted to
translating the aid pledges into commitments and disbursements, rather than
to the creation of wealth and generation of revenues that provide the true basis
for sustainability.

With regard to the fundamental differences in financing strategies, Rubin
et al. (2004: 16) pointed out that in some cases, donors finance an implement-
ing partner—an NGO, a UN agency, or other private organization—to deliver
a service. In other cases, donors create a trust fund, such as the Afghanistan
Reconstruction Trust Fund (ARTF), that provides budgetary support for the
government so that it can recruit the implementing partner of its choice. By
enabling the government to increase its own expenditures within the prior-
ities established in its budget, donors strengthen government structures and
processes. Furthermore, in such cases, the government will get credit and
recognition for the services that it provides and will be accountable for its
failure to provide them efficiently. Much more emphasis on the latter strategy
will be necessary to build an effective and accountable state in Afghanistan.

Only 16–18 percent of total financing in 2003 was in the form of bud-
getary support. In 2004/5 the authorities adopted, for the first time, a “core
budget” to improve coordination and control over donor flows. Whereas the
“operating budget” essentially covers current expenditures, the “core budget”
consolidates the operating budget with development expenditures channeled
through the treasury’s accounts. The “external budget” refers to fiscal opera-
tions implemented directly by donors outside the control of the authorities.
In the three-year period ending in March 2004, the core budget amounted
to about $1 billion, while the external budget was around $3.5 billion. Hence,
donors channeled 22 percent of financing through the government during this
period. In the fiscal year 2004/5, although total assistance fell to $4 billion, the
percentage channeled through the government increased to 35 percent.28

OTHER DONOR-RELATED ISSUES

Four other factors seem to have affected aid effectiveness to implement the
reconstruction strategy, as specified in the NDF and NDS. First, donors
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failed to be flexible and to avoid imposing conditionality, while bureaucratic
red tape and bidding requirements were often time-consuming and inef-
ficient. By the time donors approved proposed initiatives, conditions had
often changed, and earlier plans were no longer optimal or even needed.
Because of tied aid practices, donors often required the recruitment of their
own people or the purchase of their goods. Given the dismal conditions in
Afghanistan and the need for quick-impact humanitarian projects, condi-
tionality was ill conceived.29 Not only is aid largely channeled outside gov-
ernment control but, as Ghani et al. (2007: 156) describe it, “the aid system
currently exists as a parallel series of bureaucracies, each with its own revenue,
expenditure, and reporting systems. These multiple and fragmented systems
are not linked through a budget process that would ensure accountability
either to the citizens of donor countries or to the citizens of beneficiaries
countries.”

Second, even while working within the NDF and NDS frameworks, donors
did not coordinate sufficiently among themselves to avoid duplication and
overlap. At the same time, donors often engaged in needless competition and
turf battles that wasted precious resources, time, and energy.

Third, because of the poor security situation in large parts of the country,
and because major combat operations occurred simultaneously with recon-
struction, foreign military forces were involved in the provision of relief
and reconstruction activities. The so-called Provincial Reconstruction Teams
(PRTs) and other civil–military operations were located in dangerous areas,
creating a number of problems with aid agencies, NGOs, and the national
authorities that need to be addressed in future operations. The perceived
or real encroachment by military actors on the operations of humanitarian
agencies and NGOs was a problem in Kosovo and East Timor as well. At the
same time, because they worked in such dangerous areas, PRTs in Afghanistan
did not necessarily achieve their reconstruction objectives (Taylor 2007a:
64–8).30

Fourth, in July 2006, Afghanistan reached a debt restructuring agreement
under Naples terms with the Paris Club creditors (Russia, Germany, and the
United States), after an upfront 80 percent discount on debt disbursed prior
to 1992 was applied to Russian debt (by far the largest). Thus, debt fell from
about $12 billion to $0.9 billion. Although creditors indicated their intention
to provide 100 percent debt relief in the context of the HIPC Initiative for
low-income countries, as of end-2007, the country had not yet completed the
qualifying process (IMF 2008, 2007c).31

The IMF estimated that Afghanistan’s external debt was about 150 percent
of GDP (IMF 2006b: 9). Given the conditions in the country, instead of nego-
tiating a debt restructuring, creditors should have agreed early in the process
to a debt moratorium—including arrears with the IFIs—that would last until
Afghanistan was on a sound footing and could begin to restructure and service
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its debt. In late 2002 and early 2003, Afghanistan settled arrears with the
Asian Development Bank, the Fund, and the World Bank, supported by grant
contributions from donors. In situations such as the one faced by Afghanistan
at the time, those grants should have been used for peace consolidation by
promoting security and financing social and economic programs, rather than
servicing foreign debt.

SLOW MOVE FROM HUMANITARIAN TO
RECONSTRUCTION ASSISTANCE

Because of the dismal social conditions, the large number of returnees, and
the low income per capita, reconstruction in Afghanistan had to have a large
humanitarian component in the short run.32 This dire situation reflected three
decades of war and several years of severe drought. It unquestionably required
large amounts of humanitarian assistance for saving lives and improving liveli-
hoods (Oliker et al. 2003: 23).

However, as discussed earlier, in the transition from war to peace, and in
the presence of a government that the international community recognizes
as representing the interests of the population, humanitarian aid should go
hand in hand with reconstruction aid. While humanitarian aid has an impact
on consumption, only reconstruction aid would improve the investment and
productive capacity of the country, thereby allowing it to create sustainable
employment. Because of the large presence of humanitarian agencies and
NGOs in the country, donors channeled reconstruction aid through them,
although they were not always prepared to use it effectively. As a result, recon-
struction lagged, with tragic repercussions.33

INADEQUATE RESOURCES AND SLOW DISBURSEMENT

In late 2001, the Asian Development Bank, the World Bank, and the UNDP
carried out a needs assessment in preparation for the donors’ meeting in
Tokyo the following month. This assessment provided a base estimate of
reconstruction assistance of about $1.7 billion for the first year, $5 billion
for 2.5 years, $10 for 5 years, and $15 for ten years. These estimates were in
addition to the humanitarian assistance that the country was receiving at the
time. However, of the $4.5 billion pledged for the first five years (but mostly
covering the first 2.5 years) and the $1.8 billion pledged for the first year, about
one-third provided support to the government’s operating budget and about
two-thirds was for humanitarian assistance (IMF 2003f).34

Rubin et al. (2003) argue that in May 2003, after 17 months, donors had
spent less than $200 million on reconstruction, out of the about $2 billion
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pledged for the first year. However, by lumping together reconstruction with
humanitarian assistance, donors claimed fulfillment of the Tokyo targets. Fur-
thermore, only 16 percent of the total disbursements (including for humani-
tarian purposes) had passed through channels in which the government had
any control, hence failing to build government capacity or legitimacy.

As became clear soon afterwards, resources pledged at Tokyo were not
sufficient for the task. In Tokyo, there was no clear sense yet of what the
government would try to achieve. The inadequacy of resources affected recon-
struction negatively. Contrary to Kosovo and East Timor, which had small
populations, Afghanistan has a large one and hence large needs.35

In March 2004, the government prepared its Securing Afghanistan’s Future
program, updated the initial assessment, and requested $28 billion over a
seven-year period. This sum, which looks large, is in fact a mere pittance
relative to security spending. According to Vaishnav (2004: 245), for example,
the US spent about $1 billion in humanitarian and reconstruction assistance in
fiscal year 2003—less than one-tenth of what it spent on military operations in
the country.36 In addition, as security conditions deteriorated, the government
has found it difficult to redirect financing to reconstruction, as governments
need to do as the transition to peace proceeds over time. Unstable security
conditions also discouraged other donors from providing aid, owing to their
fear that it would be wasted.

Unfortunately, Afghan leaders, like many others in post-conflict situations,
failed to recognize the extent to which donors’ fatigue can become a prob-
lem. Afghanistan was soon competing with countries such as Iraq and sev-
eral African countries for scarce resources, as these countries entered peace
transitions of their own. Moreover, once the media focus on Afghanistan
diminished, fundraising became more difficult.

LARGE DISTORTIONS DESPITE SCARCE RESOURCES AND
BRAHIMI’S “LIGHT FOOTPRINT”

Despite inadequate resources and Brahimi’s “light footprint,” the distor-
tions created by the increased interest of the international community in
Afghanistan have been large. UN agencies as well as bilateral actors and NGOs
had a “heavy footprint” and bid for a limited number of qualified Afghans,
viable office space, housing, food, and all types of services. In the process,
although they helped reactivate the economy, they drove up prices, fueled
real currency appreciation, and deprived the Afghan civil service of its best
people.37 Misallocation of resources and other distortions also arose from the
shortsightedness of international aid agencies and NGOs that attempted to
transplant policies, systems, or ideas that were not suitable for Afghanistan.38
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As an improvement in the wellbeing of the population was not forthcoming,
people began to resent the large international presence.39

To give some idea of magnitudes, Donini (2004: 136 and footnote 39)
notes that before the military intervention in October 2001, there were about
20 UN international staff in Kabul, another 40 outside the capital, and
about 200 expatriate NGO personnel in the country. By mid-2003, the UN
alone had 700 international staff, costing the international community about
$300 million per year and putting strong pressure on the prices of goods and
services, including food and housing. Expatriate NGO staff mushroomed as
well.

MULTIPLE POWER CENTERS

As Wimmer and Schetter (cited in Leader and Atmar 2004: 169) have pointed
out, unless the Afghan state acquires a monopoly of power with respect to
basic functions, the country will not be able to break out of the vicious circle
of political disintegration, endemic conflict, poverty, and economic collapse.
As the government regains control of revenue sources still in the hands of
powerful warlords, it will have more resources to improve security, establish
macroeconomic stability, and create the right legal and institutional frame-
work to promote an environment conducive to private sector investment,
employment generation, and growth. Most importantly, the government must
find ways—even unconventional ones—to create alternatives to drug produc-
tion and trade.

The inability of the government to create such a framework has been one
of the most important failures in Afghanistan, particularly in light of donors’
fatigue and the shift in attention to Iraq and other countries. M. Ishaq Nadiri
of New York University rightly emphasizes that, given Afghans’ tremendous
entrepreneurial spirit as traders and textile makers, they needed more than aid.
They needed ideas and a basic framework to create a thriving private sector,
which the government cannot provide without a monopoly of power. And,
without the creation of a viable private sector, reconstruction in Afghanistan
will not take root (Taylor 2007a: 31).40

Moving forward

We need to recognize the blunt fact that Afghanistan will remain a poor
country with critical development challenges for years to come, and that
international assistance will be imperative for its survival as well as for the
maintenance of peace in the region. Without adequate support of the Afghan
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government to ensure that expectations for a better life are reasonably satis-
fied, disgruntled groups will continue to endanger the fragile peace.

In 2007, the Taliban resurfaced in force, and the opium economy is thriving.
To fight on both fronts requires that the government create viable employment
as soon as possible, particularly for Afghanistan’s large youth population. It is
also imperative that the government give priority to basic reconstruction to
ensure the provision of vital housing, health, and other services to the large
majority of the population that lacks them. Afghanistan has been, and will
continue to be, a rudimentary economy in the immediate future. In designing
the market-driven, private-sector-led strategy that the government first pro-
posed in the NDF and later elaborated in the NDS, clear and simple rules for
trade and investment and an uncomplicated and fair system of taxation are
critically important. Even under the best-case scenario, in which the Afghan
government increases its revenue prospects, donors should be prepared to
continue covering part of budgetary expenditures. Afghanistan will not be able
to cover these costs on its own for quite some time.

With a serious commitment to work in support of the government in
rebuilding a simple economy, the international community, UN agencies,
IFIs, bilateral donors, and NGOs could also provide much-needed techni-
cal assistance and practical macro- and microeconomic training. Capacity
building has been insufficient and needs to be implemented on a large scale
to build Afghanistan’s technical expertise and solid economic and financial
institutions.

Without alternatives to drug production and without a rapid and broad-
based improvement in the appalling living conditions of the large majority of
Afghans, peace and political stability in the entire region may be at stake. This
may be particularly true after the death of Benazir Bhutto in Pakistan, which
has increased instability in the country as well as the region. The international
community can ignore this only at its own peril.

As Rubin (2007a: 1, 6) notes, US policymakers have been underestimating
the stakes in Afghanistan for decades—not only since 2001. He warns that
a mere course correction will not be enough to prevent the country from
sliding into chaos. As Finance Minister Ashraf Ghani warned the international
community at the Brussels meeting in March 2003, there were three possible
scenarios for Afghanistan: stability and prosperity, state failure, or emergence
of a narco-mafia state. While elements of the second and third scenarios were
already visible at the time, by end-2007 the probability that one or the other
will be realized has become high.41 The New York Times editorial (2007a) wel-
comed the December agreement of the United States and the EU for a much-
needed top-to-bottom review of their strategy. As they point out, it is better
late than never. In their view, unless the strategy involves more investment,
attention, and troops, the “good war” will go irretrievably bad. I think that
what is at stake could not have been put in better words.
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Lessons from Afghanistan

As in other post-conflict transitions, a great deal rides on the success or failure
of Afghanistan’s economic reconstruction. Seven years into the war-to-peace
transition, Afghanistan offers several lessons, not only for other countries
embarking on this transition, but also for moving the country forward. Two
such lessons stand out.

DEVELOPING A SIMPLE AND FLEXIBLE ECONOMIC FRAMEWORK

Good economic management and macroeconomics stability are critical in
post-conflict situations. It seems to me, however, that there is no need—and
in fact the cost may be high—to move from one extreme to another in policy-
making. Afghanistan had been in a situation in which there were no payments
or banking system, the government financed its activities with an inflationary
tax by printing money, and the civil service lacked basic qualifications. To
move quickly to sophisticated laws and regulations that are best practice in
higher-income countries, but with neither the capacity to implement them
nor the security conditions and judicial system to enforce them, is not optimal.
Until the risk of a reversal in the peace process fell and the capacity of the civil
service improved, Afghanistan would have been better off with a simple and
flexible monetary and fiscal framework. This would have given the govern-
ment the ability to weather the difficult political and security decisions it had
to make on a daily basis. It would have also allowed the government to create
temporary employment for the large youth population and create alternative
employment to drug production, even if macroeconomic stabilization took
longer to achieve.

In particular, central bank independence should not be best practice in
post-conflict situations. In fact, the government should have the flexibility to
engage in deficit financing if it needs to carry out specific programs that are
essential for the maintenance of peace, even if macroeconomic stability suffers
in the process. Thus, strict budgetary discipline is not necessarily a virtue in
post-conflict situations, especially if it interferes with peace consolidation.

Macroeconomic stability is a necessary but not sufficient condition for
effective reconstruction in the transition from war to peace. One thing that
becomes clear from the case of Afghanistan is that it is much easier to build
economic institutions and good macro policies than it is to build peace.
Reading the IMF reports from 2002 to 2007, one is amazed by the progress
made in these areas. The currency exchange, for example, was necessary and
operated in an exemplary way, despite all the obstacles and bottlenecks that it
faced. Nevertheless, Afghanistan may be farther from peace today than it was
in 2002. Economic transition cannot take place in a vacuum. Reconstruction
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can take place only within the prevailing various political, security, and social
constraints, not separately from them.

AVOIDING AID DEPENDENCY

To prevent the aid dependency that has characterized Afghanistan from
becoming a feature of future efforts, the balance between humanitarian and
reconstruction assistance should shift heavily and quickly towards the latter.
Furthermore, unless donors use reconstruction aid productively and effec-
tively to strengthen the government, to replace the illegal and drug econ-
omy, and to create the basic infrastructure to support private initiatives,
Afghanistan’s chances of moving onto a sustainable development path will be
slim. Private capital will not flow into the country—on the contrary, capi-
tal flight will continue—unless the security situation improves, electricity is
restored, other basic infrastructure is built, a simple and non-corrupt legal
and regulatory framework is in place, and human capital is upgraded.

The earlier the economy shifts from reliance on foreign aid to trade and
foreign investment, the better the peace transition’s outcome will be. In this
regard, donors should open up their markets to Afghan exports and provide
adequate financial and technical resources to promote them, particularly in
areas in which it is possible to replace production of drugs with production
of other goods. The UK government, for example, is considering a program
of price support for farmers who produce cotton (or other products) instead
of poppies. Other incentives—including direct subsidies and price support
programs—should be also explored. Financing these incentives could have a
high rate of return for donors. Donors should also consider special preferen-
tial tariff treatment for light labor-intensive manufactures from Afghanistan,
including cotton textiles.

The US has committed $750 million over the next five years to help estab-
lish “reconstruction opportunity zones” in Pakistan’s tribal areas, and has
promised special tariff- and duty-free access to its markets for goods produced
in them (Akram 2007). The United States should extend this program to
Afghanistan, and other donors should follow suit. If donors provided financ-
ing, the government could provide subsidies for the production of different
crops to replace poppies. Afghans could use the crops to produce textiles
and food-processing industries creating numerous jobs in the process. The
country could become an exporter of these and other products to industrial
markets under preferential tariff arrangements.

Opening foreign markets for Afghan exports would also make the country
attractive to foreign investors, who would bring technology and establish
export-processing zones to use local labor and raw materials to produce higher
value-added, higher-quality goods. Exports from these zones would not only
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have a positive impact on foreign exchange earnings but, most importantly,
would create numerous jobs, as previously occurred in post-crisis countries
such as Mexico, El Salvador, and Guatemala. With an appropriate regula-
tory and tax regime, these reconstruction zones would also create effective
links to the national economy by using other domestic goods and services,
thus building the national private sector, training the domestic labor force,
and transferring technology and know-how. This virtuous circle could put
Afghanistan onto a path of sustainable development rather than one of aid
dependency, which, unfortunately, is where it is clearly heading.



10 US-led reconstruction
amid US-led occupation:
Iraq

Background1

Contrary to the previous cases, Iraq has been the site of human civilizations
dating back to 4000 . Mesopotamia—the land between the Tigris and
Euphrates rivers—became the center of the ancient Babylonian and Assyrian
empires, and was conquered by both Cyrus the Great and Alexander the Great.
Persian domination lasted for about twelve centuries (550  to  652). After
the Arab conquest in the seventh century, Mesopotamia became known as Iraq
(“the well-rooted country”) for its contributions to successive civilizations,
and Baghdad was the capital of the ruling caliphate. Mass Arab migration
from eastern Arabia took place at this time. The Mongols cruelly pillaged the
country in 1258, and from the sixteenth to eighteenth centuries, the country
was the object of repeated Turkish–Persian and tribal competition.

In the nineteenth century, the Ottomans consolidated control, impos-
ing direct rule in 1831, after overthrowing the Mamluk regime, which had
achieved autonomy eighty-four years earlier. During World War I, Britain
occupied most of Mesopotamia, and the League of Nations gave it a mandate
over the territory. At the end of the war, the international community recog-
nized Iraq as a kingdom.2 In 1932, the Sunni Hashemite monarchy achieved
full independence and it adopted a currency board exchange rate regime, in
which the Iraqi Currency Board issued Iraqi dinars at par with the British
pound, and fully backed them with British pound reserves (Hanke 2003a,
2003b).

Britain again occupied Iraq during World War II because of its early pro-
Axis stance. Iraq became a charter member of the Arab League in 1945, and
Iraqi troops took part in the Arab invasion of Palestine in 1948. King Faisal II
was assassinated in 1958 and a military junta, led by Brigadier Abd al-Karim
Qassem, reversed the monarchy’s pro-Western policies, focused on the gap
between rich and poor, and allied itself with Communist countries.

As Kuwait gained independence from Britain in 1961, Iraq claimed sov-
ereignty over Kuwait. Britain responded by sending troops to Kuwait, forcing
Qassem to back down. Qassem was assassinated in another coup in 1963,
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which brought the Baath Socialist Party to power, with the military’s sup-
port. The new regime advocated secularism, pan-Arabism, and socialism, and
recognized Kuwait’s independence.

However, political instability and military coups continued in the 1960s. In
1968, a junta led by Maj. Gen. Ahmed Hasan al-Bakr—with Saddam Hussein
(after referred to as Saddam) as his deputy—took over and used its oil revenue
to become a regional military power. Saddam replaced President Bakr in 1979.
Control of the Shatt-al-Arab waterway, long disputed by Iraq and Iran, pro-
vided the pretext for Iraq’s invasion of Iran in late 1980. In the ensuing eight-
year war, both countries are thought to have used poison gas, and roughly
1.5 million lives were lost before a UN-brokered peace agreement ended the
fighting.3

The UN and the Gulf War

In mid-1990, after Arab leaders failed to mediate Iraq’s territorial claims on
Kuwait, Iraq invaded Kuwait and established a puppet government. Despite
UN-imposed comprehensive sanctions as per Security Council Resolution
(SCR) 661 of August 1990, Iraq refused to withdraw, and UN forces under
US leadership launched the Gulf War (Operation Desert Storm), liberating
Kuwait in less than a week. The Security Council created the UN Compensa-
tion Commission (UNCC) in 1991 to process claims and pay compensation
for losses and damage suffered as a direct result of Iraq’s unlawful invasion and
occupation of Kuwait.4

Despite the success of Operation Desert Storm and the US-encouraged
rebellions by both Shiites and Kurds that followed, Saddam Hussein proved
a resilient dictator, brutally crushing both rebellions. In 1991, the UN set up
a no-fly zone in northern Iraq to protect the Kurdish population; in 1992, the
UN established a southern no-fly zone as a buffer between Iraq and Kuwait, as
well as to protect the Shiites.5

In 1991, with growing concern over the humanitarian situation in Iraq, the
UN proposed measures to enable Iraq to sell limited quantities of oil to meet
its people’s needs. The Iraqi government declined these offers (SCR 706 and
SCR 712 of 1991). In April 1995, acting under Chapter VII of the UN Charter,
which contemplates enforcement of Security Council resolutions, the Council
adopted SCR 986 establishing the Oil-for-Food Program. Iraq would sell oil
to provide financing for purchases of humanitarian goods, and various man-
dated UN activities, including reparations. The Security Council approved this
program as a “temporary measure to provide for the humanitarian needs of
the Iraqi people, until the fulfillment by Iraq of the relevant resolutions.” The
most important was SRC 687 of 1991, which stipulated the elimination of
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weapons of mass destruction—including all nuclear, chemical, biological, and
ballistic arms.

The Oil-for-Food Program became operative only in mid-1996, after the
UN and the Iraqi government signed a Memorandum of Understanding
(MOU), and after the UN had granted Iraq the possibility of exerting much
greater control over the program. As originally planned, the UN would have
had full control of the program, with strong controls of both oil exports and
imports of humanitarian goods. The first oil was exported in December 1996,
and the first shipment of supplies arrived in Iraq in March 1997. Initially, the
program capped oil exports at $2 billion every six months, with two-thirds
to meet Iraq’s humanitarian needs. In 1998, the Council raised the six-month
cap to more than $5 billion every six months, and by December 1999 removed
it altogether.6

Sanctions had a devastating impact on the population, and failed to modify
the behavior of the ruling class as had been the explicit intent. This was
because careful targeting was difficult to achieve and hence spillover effects
were large. As a blunt instrument used instead of force, the broad economic
sanctions imposed under Article 41 of the UN Charter inflicted incalculable
human cost. What UN member states did not anticipate was that it would
become so difficult to enforce them and so politically controversial to remove
them when it became clear what impact they were having. As a result they
remained in place for twelve years.

Owing to a large extent to the way the Oil-for-Food Program degenerated,
Iraqi leaders benefited financially from the sanctions, as leaders had in Haiti
and other countries where UN sanctions have been imposed. At the same time,
Saddam Hussein continuously set impediments to the operations of the UN
inspections team mandated by the Security Council to ascertain that Iraq had
destroyed all weapons of mass destruction. After Saddam expelled the Ameri-
can members of the UN inspections team in November 1997, readmitted them
in February 1998, and again halted inspections that August, the US and Britain
launched Operation Desert Fox in December 1998, which included four days
of intensive air strikes. Sustained low-level warfare with air strikes on Iraqi
targets within the no-fly zones continued until March 2003.

US-led military intervention in 2003

After the 9/11 terrorist attacks in New York and Washington, D.C., Pres-
ident Bush included Iraq as part of an “axis of evil” and started talking
about “regime change” and preparing for military intervention. The Bush
administration cited several justifications for its position. Perhaps the most
important was the alleged existence of weapons of mass destruction and
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the UN weapons inspectors’ inability to carry out their investigation. Other
reasons included Saddam’s alleged links to international terrorism, his record
of serious human rights violations, and his non-compliance with 14 Security
Council Resolutions. While the Arab countries, Latin America, and many in
Europe were adamantly opposed to the US position, which they made clear
at the Security Council, the UK supported the US. Exactly a year after 9/11,
Bush addressed the UN General Assembly to present his case for US unilateral
intervention—quite distinct from the case in Afghanistan—unless the UN
managed to enforce its resolutions against Iraq, particularly SCR 687.

In November 2002, the UN Security Council unanimously imposed tough
new arms inspections on Iraq, with those of Iraq’s military sites beginning
soon after. By January 2003, however, the report of the chief weapons inspec-
tor, Hans Blix, was not encouraging, and seemed to strengthen the Bush
administration’s case for invading Iraq. Blix concluded, “Iraq appears not to
have come to a genuine acceptance—not even today—of the disarmament
that was demanded of it and which it needs to carry out to win the confidence
of the world and live in peace” (Malone 2006: 197). Disregarding efforts by
several permanent members of the Security Council—France, Russia, and
China—to give UN inspectors more time to complete their task, Bush and
Blair continued to plan for war with a “coalition of the willing.” Failing to
gain Security Council support, on March 17 Bush delivered an ultimatum
to Saddam to leave the country within 48 hours or face war. On March 20,
the war began with the launch of Operation Iraqi Freedom. The lack of a
mandate by the Security Council had important consequences for the legit-
imacy of both the military intervention and policies designed for post-conflict
reconstruction after the US officially declared on May 1st that the war was
over.7

Despite intensive searches, the coalition forces did not find any evidence of
the existence of weapons of mass destruction, eroding what little support the
US government had for occupying Iraq. At the same time, violence and insta-
bility in the country required a large number of troops. The US kept roughly
140,000 American troops in Iraq in 2003, supplemented by 11,000 British and
10,000 other coalition troops. Despite efforts to decrease the number of US
troops in Iraq, in early 2007 the US had to increase its forces again. After the
surge, the United States had over 170,000 in October. As security improved,
the year ended with 160,000 US troops, with plans to withdraw 5 brigades of
about 20,000 troops by mid-2008.

The transition from US-led military intervention to US-led occupation and
economic reconstruction has been widely analyzed.8 It has also received a
large amount of attention from the US and international media. The purpose
here is to focus on some policy issues that did not arise in the case studies in
Chapters 7–9. As always, the aim is to nurture debate, so that post-conflict
reconstruction has a better chance of succeeding in the future. Hence, after a
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cursory discussion of political, security, social, and economic developments, I
will focus on these specific issues and how they were addressed to draw lessons
and best practices for future operations.

The political and security transitions amid
US-led occupation9

Contrary to the other case studies in this book, Iraq’s state did not collapse due
to civil war or other internal conflict, but due to US-led military intervention
with the purpose of regime change. Furthermore, rather than the burden of
post-conflict reconstruction being shifted to the international community led
by the UN—as in Kosovo and Afghanistan—reconstruction remained US-led,
first by choice and then by default.10

Nevertheless, as Diamond (2005: 3) points out, the challenges were not
unlike those of other post-conflict experiences. Occupying forces had to fill
the vacuum left by the collapse of political authority and establish public
order. There was a need to rehabilitate basic services and infrastructure and to
prevent fighting among the different ethnic groups, each with its own militia.
The Bush administration seem to have naively assumed that Iraqis would
receive US troops as “liberators,” and that power could soon be transferred to
an Iraqi administration.11 The US Department of Defense originally planned
for a quick transition to an interim pro-US government led by Ahmed Chalabi
and other exiles.

The Pentagon, leading the post-conflict transition, established its Office of
Reconstruction and Humanitarian Assistance (ORHA) in Iraq, headed by Jay
Garner, a former military man with experience in humanitarian assistance.
However, ORHA failed to maintain law and order and to establish political
leadership in the immediate period following the fall of Saddam’s regime in
early April.12 As a result, the US government eliminated this office in mid-May
as leadership for the strategy and implementation of political and economic
reconstruction in Iraq started shifting towards the State Department.

Paul Bremer, a former US Ambassador linked to the State Department,
rather than the Pentagon, arrived in Baghdad on May 13 and assumed his
functions as head of the Coalition Provisional Authority (CPA) and US
Administrator of the country. As Diamond (2005: 4) notes, he arrived with
a set of bold new initiatives for a full occupation that might last two years
or longer. One of the CPA’s initial mistakes, however, was to fire all Baath
Party officials from positions of responsibility and to disband the Iraqi army
without a program to disarm, demobilize, and reintegrate (DDR) them.13

These two measures left about 400,000–500,000 armed people unemployed,
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and deprived the civil service of critical technical expertise. The foolishness
and shortsightedness of this policy at the time when unemployment could
have verged on 60 percent cannot be justified on any grounds. The CPA partly
reversed the ban in the following weeks, but considerable damage already had
been done.14

Under pressure from the Iraqi exiles and the autonomous Kurdish
regions in mid-July 2003, Bremer appointed a 25-member Iraqi Govern-
ing Council (IGC) for the occupation period and until an interim gov-
ernment was established. The CPA, however, kept all powers. The IGC
could appoint government officials including ministers, but it played only
an advisory role, prompting many Iraqis to consider it a US puppet
government.

Security Council Resolution 1483 in May 2003 affirmed that the US and
the UK were occupying countries. Thus, as Malone (2006: 205) notes, Iraq
remained a US–UK venture, not a UN-sanctioned undertaking. Nevertheless,
the resolution mandated the Secretary-General to appoint a Special Repre-
sentative (SRSG). The SRSG was tasked with coordination of humanitarian
assistance and aid to refugees and internally displaced persons; promotion
of human rights and legal and judicial reform; and collaboration with other
organizations on economic reconstruction. The resolution also contemplated
that the UN “would play a vital role in . . . restoration and establishment of
national and local institutions for representative governance.” The resolution
also supported “the formation, by the people of Iraq with the help of the
Authority [the CPA] and working with the Special Representative, of an Iraqi
interim Administration.” Although the resolution clearly gave the UN a subor-
dinate political role, Bremer did not welcome it at all, since he saw no political
role whatsoever for the UN in Iraq.15

The UN set up a large mission headed by Sergio Vieira de Mello, one of
its top civil servants, who had a long and distinguished career in UN peace-
building operations, including in Kosovo and East Timor. As SRSG, Vieira
de Mello had broad contacts in Iraq, including with Grand Ayatollah Ali al-
Sistani, who strongly supported wider Iraqi participation in policymaking and
the formation of an interim government as soon as possible. Vieira de Mello
communicated to Bremer the Ayatollah’s position on this issue and appealed
for an early transition to sovereignty. As Diamond (2006: 186) argues, the
political and economic reconstruction of the country probably would have
proceeded much more rapidly and successfully and with far less violence had
the United States accepted UN appeals earlier.

In August 2003, a vicious terrorist attack on the UN headquarters killed
Vieira de Mello and many of his colleagues. After another attack on the UN
in September, the Secretary-General decided to reduce the UN presence to a
minimum.16
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Iraqis increasingly demanded an end to the US occupation and the restora-
tion of national sovereignty. For different reasons, both the IGC, which
resented its lack of power, and the Shiite majority, which expected strong rep-
resentation in an elected government, favored the establishment of an interim
government. As security conditions deteriorated, anti-American sentiments
deepened, and the UN exited the country, Bremer presented a plan for the
political transition called the “November 15 Agreement.” This was the first
time that the United States contemplated a comprehensive timetable for the
end of its occupation and the transfer of political power to Iraqi interim
authorities, which was set for June 2004, much earlier than originally planned.

The November 15 Agreement contemplated that, by the end of February
2004, the IGC would draft a Transitional Administrative Law (TAL), which
would essentially function as an interim constitution. The TAL would struc-
ture and limit power for the roughly 18 months between the end of the
occupation and the inauguration, by the end of 2005, of an elected gov-
ernment under a permanent constitution.17 The Agreement also contem-
plated the selection of members of a provincial caucus, which in turn would
elect representatives to the Transitional National Assembly (TNA), a body
that would appoint a prime minister, a cabinet, and a three-member presi-
dency council.18 Ayatollah al-Sistani strongly opposed the caucus system and
insisted that any constitution-making body had to be elected rather than
appointed.

Unable to deal with al-Sistani’s opposition and refusal to meet with CPA
authorities, the Bush administration welcomed UN involvement for the first
time. The Secretary-General appointed Lakhdar Brahimi, the veteran UN
peacemaker, as special envoy in January 2004. Brahimi convinced al-Sistani
of the impossibility of conducting national elections before the end of the
occupation and brokered a compromise, reflected in SCR 1546 of June 8, 2004.
The resolution welcomed the end of the occupation by June 30, endorsed
the formation of a sovereign Interim Government, and called for democratic
elections by January 2005.19

TRANSFER OF POWER FROM THE CPA TO AN INTERIM
IRAQI GOVERNMENT

On June 28, 2004, the United States ended its political occupation of the
country with the dissolution of the CPA and recognition of Iraqi sovereignty.
By then, Brahimi had already announced the selection of the Interim Gov-
ernment. In theory, this government assumed leadership of the complex and
multi-pronged transition to peace. However, it did so under taxing security
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conditions and in the presence of a large number of foreign forces. Thus, in
practice, US influence remained strong.20

As Diamond (2006: 173–4) argues, by the time the CPA ended, Iraq had
fallen far short of the progress on political and economic reconstruction that
the Bush administration had promised. In his view, the CPA left the country
in far worse shape than it need have done, diminishing Iraq’s prospects for
political stability and democracy, and costing many more Iraqi, American, and
other lives than would have been the case had a better strategy been put in
place.

In January 2005, elections to the new Transitional National Assembly
(TNA) were held. Except for the so-called “Sunni Triangle,” Iraqis voted to
elect a legitimate and representative assembly. In early May, the Assembly
swore in a new Iraqi Transitional Government (ITG) and charged it with the
preparation of a permanent constitution to replace the Transitional Adminis-
trative Law (TAL). A popular referendum in October 2005 approved the draft
constitution, which could be amended by the first Assembly elected under it.
That election took place in December 2005, though the formation of Iraq’s
First Constitutional Government since the fall of Saddam Hussein took until
the end of May 2006. The difficulty of agreeing on a national government
was a harbinger for the future. Bringing peace, order, and reconstruction
to the country proved an insurmountable challenge to Prime Minister Nuri
al-Maliki’s government.

At the same time, the political impasse in forming a government invigo-
rated insurgents and militia groups. With the Sunni bombing of one of the
holiest shrines in Iraq—the Askariya Shrine in Samarra, known as the Golden
Dome—in February 2006, the country came close to civil war. Indeed, by mid-
2006, security conditions had deteriorated so badly that many believed that
the country was already in civil war. Writing in the New York Times in July,
Galbraith (2006b) noted that “Baghdad is the front line of Iraq’s Sunni-Shiite
civil war. It is a tragedy for its people, most of whom do not share the sectarian
hatred behind the killing. Iraqi forces cannot end the civil war because many
of them are partisans of one side, and none are trusted by both communities.”

The economic transition

If mistakes during the political US occupation were a large factor behind the
poor security conditions that hampered economic reconstruction, mistakes
in economic policymaking also failed to create conditions such that people
could see any improvement or “peace dividend” in their daily lives. Good
policymaking for economic reconstruction could have made a difference in
the period following regime change in Iraq.
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US involvement in reconstruction was more intense in Iraq than in
Afghanistan, in large part because of strong opposition to the war and the
general lackluster support of the international community in the post-conflict
period. More importantly, the United States was, from the very beginning,
determined to occupy the country and set up its own administration, as it had
done in Germany and Japan after World War II. The lure of large contracts for
economic reconstruction and of investments in the oil sector was perhaps not
far from the minds of those planning the US occupation.21 Naturally, Iraqis
reacted negatively to what they saw as an American effort to disempower them
by giving contracts to foreign contractors and taking over their oil wealth
through privatization.

Given questionable American intentions and Iraqi suspicions, it is not sur-
prising that many factors worked against a successful war-to-peace transition.
Since some of these factors relate specifically to economic reconstruction, both
good and bad examples need to be analyzed. A cursory analysis of the main
factors that gave rise to current conditions in Iraq is nonetheless necessary
before turning to the particular issues that affected economic reconstruction,
some of which were critical in plunging the country into civil war.

ECONOMIC AND FINANCIAL CONDITIONS

Despite US leadership, the United Nations Development Group (UNDG) and
the World Bank, with assistance from the IMF, prepared the needs assessment.
The assessment covered 14 priority sectors most urgently in need of recon-
struction assistance. The organizations estimated that about $36 billion was
necessary in 2003–7 and $55 billion overall. The International Conference
on Reconstruction took place in Madrid on October 23–4, 2003, but a year
later donors had only disbursed less than 3 percent of the amounts they had
pledged.22

Iraq is potentially a rich country,23 with the world’s fourth-largest proven
oil reserves, estimated at about 115 billion barrels (about 9 percent of the
total).24 However, following three wars since 1980, pervasive state inter-
vention, and the devastating impact of comprehensive economic sanctions
imposed and maintained by the UN in 1991–2003, the Iraqi economy was
in ruins. According to the US Treasury Department (Taylor 2007), GDP in
purchasing power parity terms—that is, taking prices into account—fell from
$128 billion in 1980 to $40 billion in 2002. Income per capita collapsed,
impoverishing the Iraqi people.25 Thus, there was a marked deterioration in
Iraq’s human development indicators over the past 20 years. Until the war
with Iran in 1980, Iraq had been one of the more developed and prosperous
countries in the region. Even after the war with Iran, Iraq ranked 76th in the
1990 UNDP Human Development Index.26 While its economic and social
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indicators had been among the best in the Middle Eastern countries, it now
lags behind those countries in relation to the UN Millennium Development
Goals (IMF 2005a, Box 1: 6). Furthermore, given the accumulation of military
debt since the 1980s, and compensation payments imposed by the UN after
its invasion of Kuwait, Iraq had become one of the most highly indebted
countries in the world.

In addition to poor initial conditions, including serious infrastructure
problems, the hostilities, looting, and sabotage following US occupation com-
pounded the lack of investment and war damage of the Saddam era. Despite
some steps taken by the CPA, security conditions made it difficult for recon-
struction of infrastructure to begin in any significant way. Throughout the
summer of 2003, shortages in electricity and other services made it difficult
to reactivate economic activity. It also made Iraqis frustrated and resentful.
With temperatures of up to 112 ◦F (45 ◦C) this was understandable. What
was surprising was that the CPA did not try to involve the Iraqis in repairing
basic infrastructure, after the success they had had in repairing oil and other
infrastructure while sanctions were in place.27

RELATIONS WITH THE IFIS

Although Iraq’s arrears to the IFIs were not significant, Iraq is a highly
indebted country. By the end of 2007, Iraq had signed bilateral agreements
with all Paris Club members except Russia and had settled about $20 billion
(close to 100 percent) of private claims through debt and cash exchange,
including arbitration. However, even after the application of Paris Club debt
reduction to non-Paris Club members, the debt stock at the end of 2005 was
about $70 billion or 200 percent of GDP. By end-2007, Iraq had signed bilat-
eral agreements with 9 of more than 30 non-Paris Club creditors. This repre-
sented only about $3.5 billion out of $70 billion, since the bulk of unresolved
debt (more than 80 percent) is to the Gulf countries and China. The IMF
(2008a: 19–20) reports that understandings with China have been reached on
part of the debt but that progress with the Gulf countries and Russia has been
slow. Despite substantial debt reduction from official and private creditors, the
IMF reckons that further reductions are needed to ensure debt sustainability.28

Negotiations on debt relief were contingent on an IMF-supported eco-
nomic program. In September 2004, the Executive Board approved a $435
million (25 percent of quota) Emergency Post-Conflict Assistance (EPCA)
loan to Iraq. In addition to meeting some of their urgent balance of pay-
ments needs, the Iraqi authorities made commitments under this program to
improve the administrative and institutional capacity to seek further financial
support from the Fund in the form of an upper credit tranche facility (which
involves conditionality).
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The World Bank’s board discussed the first Interim Strategy Note (ISN) in
January 2004, and the second one in August 2005. Donors contributed to
the Reconstruction Fund Facility for Iraq (IRFFI), which consisted of two
trust funds, the World Bank Iraq Trust Fund (ITF) and the UN Iraq Trust
Fund.29 The UNDP, acting on behalf of the UN Development Group (UNDG),
administers the latter, for the first time jointly coordinating planning and
funding among UN agencies.

In December 2005, the IMF Board approved a 15-month stand-by arrange-
ment (SBA) to support an economic program for the period December 2005–
March 2007. Iraq was able to draw up to about $700 million, or 40 percent
of quota, but the government treated this facility as precautionary, that is, it
did not draw from it. In December 2007, Iraq completed the early repayment
of its outstanding obligations under the EPCA of close to $500 million. Soon
after the Board approved a successor SBA for about $750 million, which the
government also intends to use as precautionary, to support Iraq’s economic
program through March 2009. Maintaining macroeconomic stability remains
a key objective of the authorities’ program for 2008–9.

Going over the economic program in Iraq gives a sense of déjà vu since
it embodies the same “development as usual” policies that we saw in the
previous case studies. For example, Deputy Managing Director Takatoshi Kato
(IMF Survey 2006) noted that a critical component of the overall strategy
was to contain expenditures within revenues and available financing. This
required prioritizing expenditures for reconstruction, controlling the wage
and pension bills, reducing subsidies for petroleum products and expanding
the participation of the private sector in the domestic market for them, and
strengthening the social safety net. As usual, the IMF ignored how politically
incorrect and dangerous these policies can become in a post-conflict situation.
Lifting subsidies on fuel and other products has led to violence in countries
in the normal process of development and can be clearly explosive in post-
conflict situations, while low wages in the public administration is a recipe
for corruption. Furthermore, social safety net programs, which often discour-
age work, need to be replaced as soon as possible by attractive employment
opportunities which tight monetary and fiscal policies often deter.

In partnership with the UN and with the support of the World Bank, in July
2006 the government launched the International Compact for Iraq (ICI) to
develop, with the assistance of the international community, a medium-term
framework for comprehensive political, security, and economic reform. Could
this program become the reconstruction strategy that Iraq has so far clearly
lacked? As this book goes to press, there is little sign of it. On the contrary,
by end-2007 the country had established a macroeconomic framework that
allowed it to negotiate a successor stand-by arrangement with the IMF but
social and security conditions were deplorable and lack of jobs continued
to be the top economic concern of the Iraqi population. At the same time,
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professionals and other qualified people continued to leave, depriving the
country of expertise that is essential for economic reconstruction (for data
see IMF 2007f).

PERFORMANCE UNDER THE IMF-SUPPORTED PROGRAMS

Many post-conflict countries that start from a low base and have a large
international presence during the transition to peace grow rapidly in the initial
period. This was not really the case in Iraq. After an adjustment from the post-
invasion paralysis in 2003, when GDP fell by 35 percent (after having fallen
by 20 percent the year before), the economy grew by close to 50 percent in
2004, largely owing to the reactivation of the oil sector, which had practically
collapsed in the early part of 2003. However, largely because of stagnation in
the oil sector, Iraq experienced anemic growth of less than 3.5 percent in 2005
and 2006—significantly lower than the 17 and 10 percent rates that the IMF
had projected for those years.30 In 2007 the country grew at 6 percent but this
growth is projected to fall to only 1 percent in 2008 (IMF 2008, 2007e).

With Iraq having enormous needs for infrastructure investment, and a
young population resulting from an annual 3 percent increase for many years,
its economy and private sector must grow much faster in order to create
employment for the growing labor force. Yet, despite the large expatriate
presence and the high inflows of military and reconstruction aid that have
helped other countries to growth fast in the first few post-conflict years, the
economy grew at unacceptably low rates.

Oil production was stagnant from 2003 to 2007, fluctuating around 2 mil-
lion barrels per day (mbpd). Oil exports remained at about 1.5 mbpd until
2007, although exports have increased in recent months as a result of the
resumption of oil shipments through the northern pipeline to Turkey. Iraqi
oil prices, however, increased by close to 90 percent from 2004 to 2007, from
$32 dollars to about $60 per barrel. As a result, oil export revenue doubled
in value terms from $18 billion in 2004 to over $36 billion in 2007, and
international reserves grew from $8 billion in 2004 to about $27 billion in
2007. The combination of great damage to oil refineries caused by the Gulf
War and lack of investment will continue to necessitate imports of refined
products amounting to more than $2 billion annually.31

Several factors influenced the slow growth in Iraq in 2005 and 2006, not
least, the ongoing insurgency and militia activity, which resulted in acute
shortages of certain goods (especially gasoline and other fuel products). As a
result, inflation reached 65 percent at the end of 2006 but was brought down to
an estimated 5 percent in 2007 through a combination of monetary and fiscal
tightening and measures to reduce fuel shortages by allowing their domestic
prices to increase. Faced with a highly dollarized economy (not surprising
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given the domestic uncertainties), the central bank raised its interest rate and
allowed the dinar to appreciate. However, tightening monetary and exchange
rate policies to fight inflation favors imports, discouraging private investment
in the non-oil sector and making the ambitious investment program for the oil
sector—a key component of the 2007 budget—more difficult to implement.32

Although the government decided to postpone the increase in the recon-
struction (import) levy from 5 to 10 percent until 2008, the government
acceded to the IMF’s pressure to eliminate subsidies for fuel products. Rather
than following a gradual approach, the government opted for “shock ther-
apy.” While governments under normal conditions find it difficult to reduce
subsidies for gasoline and other fuels, in Iraq, amid security problems and
soaring unemployment, the government decided to raise $1 billion in 2005
by reducing the price subsidy for domestic consumption of oil derivatives
(starting at the end of 2004). The reduction of such subsidies was even more
drastic in 2006, and liberalization was programmed to increase further in
2007. As a result, the official price of regular gasoline increased from ID20
to ID250 per liter in 2006 and was set to increase to ID350 in 2007. The price
for a 12-kg cylinder of cooking gas increased 12-fold, from ID250 to ID3,000,
during this period.33

In addition to the sharp cut in subsidies, the 2006 budget contemplated
controlling growth in current spending, in order to increase investment, par-
ticularly in the oil sector. Because of the increase in violence, the civil service’s
inability to implement laws, and the difficulties in importing oil-related capital
inputs, only 40 percent of budgeted investment was spent (IMF Survey 2007),
which is reflected in stagnant oil production since 2003.

Iraq’s unique situation with regard to financing
for reconstruction

Reconstruction in resource-rich countries is quite different and implies dif-
ferent priorities than in resource-poor countries. The situation in Iraq con-
trasts sharply with that of El Salvador, Kosovo, or Afghanistan because of
the government and external accounts’ dependence on oil revenues. In 2004,
oil accounted for about 70 percent of Iraq’s GDP and 98 percent of exports.
Oil was very important to government finances as well, representing close to
90 percent of government revenue.34 Because resource-rich countries should
pay more of the cost of reconstruction, reconstruction of the oil sector had to
be given high priority and a sense of urgency. Billions of dollars were necessary
to reconstruct the sector, which had suffered years of sanctions and lack of
investment since the early 1980s.
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At the same time, the situation of Iraq was unique for many reasons. First,
following military intervention, the US occupied the country, as it had done
earlier in Japan and Germany. Given concerns about legitimacy and security,
this precluded the option of attracting foreign direct investment to reactivate
the sector. Second, the UN imposed comprehensive sanctions for 12 years,
from 1991 to 2003, and created the Oil-for-Food Program in 1995. While
the sanctions had a devastating effect on the population at large, Iraq started
reconstruction with a food distribution system in place that fed about 60
percent of the population.35 Third, Iraq also started reconstruction with large
external assets held abroad. Security Council Resolution 1483 allowed relevant
banks to deposit Iraqi funds in the US-controlled Development Fund for Iraq
(DFI).36 The DFI included funds frozen when the UN imposed sanctions (over
$1 billion), and funds remaining in the Oil-for-Food Program escrow account
(about $8 billion). Including oil export proceeds (over $11 billion), interest,
and other small items, the DFI had funds of over $20 billion (Cooper and Jaffe
2004).

What was necessary and done well:
The currency plan

In the move from war to peace, one of the critical issues that often must
be dealt with is the establishment of a sound currency, which is necessary
to pay civil servants and conduct monetary and exchange rate policies. Mil-
itary intervention often interrupts basic economic and financial transactions.
Furthermore, in post-conflict situations, currencies often have lost their value
through counterfeiting and hyperinflation. This makes it imperative to replace
previous currencies with a new currency—be it domestic or foreign.37

In either case, the introduction of new currencies (printing, importing,
and shipping) creates a number of physical and logistical problems. At the
same time, the large inflow of foreign currencies will tend to have an infla-
tionary impact and cause the domestic currency to appreciate, undermining
the country’s competitiveness and budgetary conditions.38 Although a new
currency was introduced in both Afghanistan and Iraq, in Iraq it presented
new challenges and raised new issues. In addition to the substitution of
the new dinar for the old, Iraq also had to bring into the country large
quantities of foreign exchange that international banks had frozen abroad
owing to sanctions. This presented major challenges that perplexed many
observers.

“Who in their right mind would send 360 tons of cash into a war zone?”
The Chairman of the US Committee on Oversight and Government Reform,
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Henry Waxman, posed this question in his opening statement in early
February 2007. The question, which the media widely quoted, does indeed
make the policy sound crazy.39 However, many crazy things happen in con-
flict and post-conflict situations. Belisario Bentancur, a former President of
Colombia, referred to the Salvadoran peace process as the transition from
madness to peace.40

Despite its seeming madness, shipping tons of cash into a war zone is
necessary in many post-conflict situations—though the scale of this was much
larger in Iraq because of the country’s sheer size and the frozen funds that it
had abroad. I was involved in paying stipends in Kosovo. Although I was not
involved in Afghanistan and Iraq, these cases seem to have avoided some of the
pitfalls experienced in Kosovo. Since many countries will have to go through
this type of decision as they enter the transition to peace, it is worth detailing
all the issues involved.

It is important first to have some background. During the previous regime,
the (old) Iraqi dinar was legal tender in the country and comprised two types
of co-circulating banknotes: the Swiss dinar, issued between 1979 and 1989,
and circulated only in the northern Kurdish provinces after 1989, and the
Saddam dinar, issued by the Central Bank of Iraq (CBI) from 1990 onwards.
In setting the stage for reconstruction, the authorities had to deal with several
practical issues. First, the central bank did not fully control the printing of
the Saddam dinar, which caused soaring inflation. Extensive counterfeiting
obviously was not sustainable. Second, there were only two denominations of
the Saddam dinar (ID250 and ID10,000 banknotes), which was not practical
for transaction purposes. Third, only the Kurds used the Swiss dinar, which
was clearly a divisive issue. As a result, the Iraqi government, with assistance
from the CPA, USAID, and the US Department of Treasury, conducted a
three-month program (between October 15, 2003 and January 15, 2004) to
exchange all denominations and types of existing Iraqi banknotes for higher-
quality notes with new security features. The operation involved shipping
and distributing about ID6.1 trillion new dinars (roughly $400 billion), while
destroying the old currency.41

After the military intervention and regime change operation, the United
States was hardly going to allow banknotes featuring Saddam to circulate in
Iraq. Even under different circumstances, reconciliation in a post-conflict
situation requires eliminating all remnants of the old regime that can prove
divisive and an impediment to peace consolidation. Thus, in January 2004,
the central bank launched the new dinar at slightly less than ID1,500 per $1,
featuring scenes from the history of the Iraqi nation. Contrary to the Saddam
dinar, the new currency is much more secure, with features that make it
very difficult to counterfeit. Banknotes also come in six (rather than two)
denominations, which has improved the efficiency of monetary transactions.
The IMF complimented the conversion to a new currency as a significant
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accomplishment in a very difficult security environment, which was critical
in the reactivation of commercial activity.

As the detailed account of John Taylor (2006, 2007), the US Under-Secretary
of the Treasury from 2001 to 2005, reveals, the US authorities had carefully
planned the currency operation months before the invasion. Its purpose was
to prevent financial collapse in a country where checks or electronic funds
transfers were nonexistent. The plan consisted of two phases.

In the first phase, the US would pay Iraqi civil servants and pensioners in US
dollars. The funds would come from $1.7 billion in frozen Iraqi assets held in
the United States since the UN imposed sanctions on Iraq in 1990. On March
20, 2003, President Bush issued an executive order instructing US banks to
relinquish Iraqi’s frozen dollars. Of the total amount, about 240 tons in $1, $5,
$10, and $20 bills were sent to Iraq in April.

Contrary to the situation in Kosovo, where there were no payroll records
at the time the UN wanted to pay civil servants (mostly teachers and health
workers), Taylor describes how Iraqis had painstakingly kept payroll and pen-
sion records, despite the looting of the ministries, to ensure that the right
people were paid. By the end of April, Jay Garner, who was still heading
the reconstruction effort, reported that the payments had lifted the mood
of people in Baghdad during those first few confusing days. As Taylor also
points out, the exchange of currencies averted a collapse of the financial
system.

In the second phase, new Iraqi currency would be printed. Within a few
months 27 planeloads (in 747 jumbo jets) of the new currency had been
delivered to Iraq, from 7 printing plants around the world (Taylor 2007).
While NATO troops transported the new money in Kosovo, in Iraq US armed
convoys delivered the money to 240 sites around the country. From there,
25 million people acquired new dinars by exchanging their old ones. Trucks
collected and shipped the old dinars to incinerators. There was wide accep-
tance of the new dinar, and its value has remained stable vis-à-vis the US dollar
through intervention to avoid appreciation. In the process, the central bank
has acquired a high volume of dollar reserves, part of which the central bank
deposited in 2006 at the New York Federal Reserve Bank to earn interest.

What has gone wrong or should be done differently
in the future

Despite some notable successes such as the exchange of currencies, poor
choices and corruption have plagued reconstruction in Iraq. It is worth
noting that, despite sharp criticism of the UN, the US government faced
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many of the same problems in economic reconstruction. These included a
lack of clear leadership within the US government for reconstruction, messy
lines of authority resulting in a lack of accountability, poor and inefficient
coordination among departments and agencies, inadequate human resources,
including lack of language skills, and nepotism in allocating resources.42 If the
US is to become a better partner in post-conflict reconstruction throughout
the world—preferably under the leadership of the UN—its government must
heed recommendations concerning how to minimize these problems in the
future.

In Iraq, many decisions affected support for reconstruction—both inside
and outside the country—and strengthened opposition to US policies, includ-
ing by US taxpayers. Issues related to the design of reconstruction policies, the
allocation of contracts and handling of technical assistance and procurement,
and the restructuring of foreign debt have been at the forefront. The issue of
debt restructuring, moreover, may not only have important implications for
Iraq itself, but also may create a precedent with wide implications for debt
arrears and debt forgiveness in future post-conflict situations. Although it will
not create a precedent for all post-conflict countries, it may do so for resource-
rich, highly indebted countries such as the Democratic Republic of Congo
(DRC).

PRIVATIZATION: LACK OF LEGITIMACY AND PROPERTY RIGHTS

One of the tragic errors of the US-led occupation was the early indication
that the US authorities intended to privatize Iraqi assets, including in the oil
sector.43 The bidding proposal for the USAID project on Economic Recovery,
Reform, and Sustained Growth in Iraq of June 2003 (and running through
2006) was an early indication of the CPA’s intended policy. Annex C on the
Scope of Work, indicated that the contractor would initiate and complete a
study of state-owned enterprises (SOEs) in Iraq (to be identified by USAID).
The purpose of the study was to assess these enterprises’ market value and
to evaluate the potential for liquidation or dissolution of specific firms or
industries for sale to strategic investors. The purpose was also to study the fea-
sibility of “mass privatization” of SOEs (including vouchering) where strategic
investment was unlikely.44

Annex C also specified that the contractor, with USAID approval, would
begin implementing a Comprehensive Privatization Program (CPP), focusing
on strategic investors or on creating and supporting the institution respon-
sible for undertaking privatization. Furthermore, if legislative changes were
required to allow for the privatization of SOEs and/or establish a privatization
entity, the contractor would provide assistance in developing the required legal
framework.
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More astonishing, Annex C specified that the contractor would implement
USAID-approved recommendations to begin supporting privatization—
especially in the oil sector and supporting industries—and it set what were
acknowledged to be “quite aggressive” benchmarks on which the contractor’s
success would be judged. These benchmarks contemplated that, within eight
months, the contractor would tender materials for the electronic trading sys-
tem, which would be in operation within a year. Furthermore, benchmarks
did not include any safeguards in case opposition from the Iraqi interim
authorities or other sources delayed the contractor’s work. Instead, USAID
simply assumed that it could sell Iraq’s “crown jewels” without any opposition
whatsoever.

Although it is not the purpose here to discuss the legitimacy of the US-led
occupation of Iraq,45 it is important to note that the legitimacy of the CPA was
highly questionable. Hence, its policy of privatization was clearly in violation
of Premise 3 for effective reconstruction, which states that leadership legiti-
macy will determine policymaking choices. Moreover, the CPA’s intention to
privatize Iraqi assets was not only politically naive, but was naive on purely
economic grounds as well.

As I discussed in connection with privatization in Kosovo, foreign investors,
in particular, look at the domestic framework for investment and property
rights not only at the time of the investment, but also at what could happen
to property rights and the investment framework in the future. The fact that
the occupation authorities designed this framework without a broad-based
discussion of the issue among Iraqis—who had been historically opposed to
foreign ownership of their assets, particularly in the oil sector—was a clear
indication that privatization would not succeed. National opposition would
be strongest in the case of US firms.46

Although the US authorities soon backtracked on oil privatization, they
continued with their plan to privatize most other SOEs.47 This lack of judg-
ment carried a high cost in terms of security, both of the Iraqi population
and of the occupying forces. Even Iraqis who had welcomed Saddam’s ouster
became incensed by US intentions in the country.

DEBT RESTRUCTURING UNDER FIRE48

Saddam Hussein’s government had selectively defaulted on its debt during the
war with Iran in the 1980s. However, it had avoided arrears with some credi-
tors and hence maintained access to foreign borrowing until the UN imposed
comprehensive economic sanctions after its invasion of Kuwait in 1991. By
the time of the US-led invasion of the country in 2003, the IMF estimated
that foreign debt amounted to $125 billion, or more than 7 times GDP. Iraq’s
debt included liabilities to about 60 governments (including $32 billion from
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reparations after the Kuwait invasion), and to about 600 private entities,
including investment banks, hedge funds, suppliers, construction companies,
and many others.49 The debt instruments covered a wide spectrum including
bank loans, letters of credit, promissory notes, suppliers’ credits, debt guar-
antees, and construction payables. Debt to the IFIs was small (less than $1
billion), and Iraq cleared its arrears in 2004.

In early 2006, Iraq and Paris Club members reached an agreement on
debt relief. After years of UN economic sanctions and debt arrears to some
countries going back more than 20 years, on July 17, 2006, Iraq made its
first interest payment amounting to close to $90 million. With an acceptance
rate of 100 percent—not seen since the 1985 Mexican deal—the Iraqi debt
exchange became one of the most successful ever.

As Chung and Fidler pointed out, debt restructuring in Iraq was different
from other cases because of heavy US pressure on creditors to negotiate favor-
able terms to aid the interim Iraqi government installed in 2004. Negotiations
led to a division of debt into four categories, three of which had separate
advisors. Citibank and JP Morgan advised on the restructuring of commercial
debt; Lazard Frères on bilateral debt owed to the Paris Club; and the firm
Houlihan Lokey Howard & Zukin on non-Paris Club bilateral debt, with the
exception of China and Turkey. The authorities would tackle those debts, as
well as debt owed to the Gulf States, the fourth category of debt, at the political
level. In this case, Iraq disputed the amount claimed by Saudi Arabia, Kuwait,
the United Arab Emirates, and Qatar, since the government’s documentation
implied much lower figures.50

Iraq owed more than $48 billion to 19 governments under the Paris Club
of bilateral creditors. The United States wrote off its own debt—less than $5
billion—and supported Iraq’s call for a 95 percent write off on other debt. The
four countries with the largest claims—Japan, Russia, France, and Germany—
did not want to exceed a 50 percent discount. After 10 days of tough negotia-
tions, the Paris Club agreed to an 80 percent discount conditioned on reaching
agreement for a stand-by arrangement (SBA) or other program in which the
IMF imposed conditionality.51 Debt relief would take place in three phases: an
immediate 30 percent write-off after signing the agreement with the Paris Club
in November 2004, another 30 percent upon agreement with the Fund on a
program, and the final 20 percent upon successfully concluding the IMF pro-
gram, expected by end-December 2008.52 Iraq will have to repay the remaining
20 percent over 23 years, starting in 2011. Because interest payments accruing
during the period 2005–10 will be mostly capitalized, debt service to Paris
Club members will be relatively small until 2010, before increasing sharply to
about 5 percent of GDP in 2011.

Beyond the amount of money involved, the debt restructuring with the
Paris Club was significant because other creditors cannot benefit from better
terms. Thus, the Paris Club terms also imposed a ceiling on what was offered
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to holders of $22 billion of commercial debt. Commercial creditors also were
constrained by a 2003 UN resolution, reaffirmed a year later, which prevented
them from resolving their debt claims through litigation or by attaching liens
on Iraq’s oil exports until the end of 2007. The terms of commercial debts
varied widely. To simplify matters, the government decided that for all claims
after August 6, 1990—the date of adoption of Security Council Resolution
661 forbidding most financial transactions with Iraq—every creditor would
be paid the same rate: Libor plus 75 basis points (equivalent to 3/4 of 1 percent).
In 2006 Iraq retired about $20 billion of commercial debt, including by issuing
close to $3 billion in 22-year bonds carrying a coupon of 5.8 percent.

Restructuring of non-Paris Club debt with the Arab League has made little
progress, since these countries are dissatisfied with the Paris Club terms. Some
would prefer to exchange their debt instruments for newly issued government
securities.53 The IMF and the Paris Club have prepared different scenarios for
Iraq’s debt based on whether the third stage of restructuring with Paris Club
members takes place on time, and on whether non-Paris Club members accept
Paris Club terms (IMF 2007c, Appendix Table 5: 29). As mentioned earlier,
some already have and a few have accepted 100 percent terms. Nevertheless,
even under the best scenario Iraq will remain a heavily indebted country.

Details provided by Chung and Fidler on Iraq’s debt restructuring raise
many interesting issues for policymaking in post-conflict economic recon-
struction. First, it is clear that the CPA made the decision to carry out debt
restructuring—even if the Iraqi Government upheld it after assuming sov-
ereignty in June 2004.

More worrisome, until April 2005, when Ali Allawi became Finance Min-
ister, debt restructuring had proceeded on a “cash basis,” which would have
required $2 billion from the meager government budget, to the detriment
of other national expenditure, including security and basic social services.
Fortunately, this did not occur, and the deal included a debt-for-debt swap
and a bond issue rather than cash disbursements. If Iraq was to restructure its
debt at this time at all—which I argue below it should not have done—a debt-
for-debt swap was clearly a better option than a cash-based arrangement. As
Allawi argued, this would “help Iraq develop a creditor profile in international
markets and debt management capabilities. It would establish a price for Iraqi
debt, too.”54

The US move also raised other issues. First, it was easy for the US to push
for debt forgiveness at the Paris Club, since it held only a small share of the
debt. Second, the fact that the United States promoted a cash solution to
the debt problem, and that it involved US investment banks, lawyers, and
accountants, was perceived as an effort to benefit US firms at the expense of
Iraq. By the time the Iraqi government took power, the US had appointed not
only Citibank and JP Morgan to advise on the commercial restructuring, but
also Cleary Gottlieb Steen & Hamilton (CGS&H) as legal advisors, and Ernst
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& Young as auditor and reconciliation agent. Chung and Fidler report that by
the time the commercial restructuring was over in February 2006, the Iraqi
government had paid between $120 million and $150 million in fees, with $65
million going to the two investment banks.

The spirit in which the United States arranged this restructuring clearly
followed a “development as usual” pattern. While the focus should have
been on accelerating economic reconstruction and peace consolidation, debt
restructuring was oblivious to these needs and proceeded with unrealistic and
untimely objectives. Citigroup Senior Vice Chairman William Rhodes argued
that this restructuring paved the way for Iraq’s possible eventual re-entry into
the international capital markets, while Lee Buchheit, a lawyer with CGS&H,
argued that the objective was to reduce debt to the point that it would not
inhibit fresh investment.

However, how realistic is the reactivation of foreign investment and reinser-
tion into international capital markets at a time when the country in question
is on the brink of civil war? Was this expensive restructuring the best possible
allocation of the authorities’ energies and resources, at a time when civil
unrest and sectarian violence had significantly increased, and at a time when
economic reconstruction was lagging, resulting in extreme hardship for large
segments of the population? Was this the best allocation of national resources
when a large part of the financing needed to pay salaries, fix infrastructure,
provide basic services, and train the security forces had to come from the
international community, in large part financed by American taxpayers?55

Would it have been such a hardship for creditors, who in some cases had not
received any debt servicing for twenty years, to wait, say, three more years?

On the one hand, had reconstruction proceeded well, creditors could have
expected much better terms. On the other, postponing the issue of debt relief
for a later date would have saved efforts and resources for more pressing needs,
including peace-related projects that could have facilitated reconstruction and
improved its prospects for success.

“SHARING THE RICHES IN WAR”: NEPOTISM, CORRUPTION, AND
UNNECESSARY COSTS

Corruption, nepotism, lack of transparency, and unnecessary costs—among
both the Iraqis and the US-led forces—have plagued reconstruction in Iraq.
Most of the reconstruction financing went to US contractors. This was even
true of Iraqi funds and was condoned by SCR 1483 of May 2003. As Malone
(2006: 206) points out, the resolution authorized the use of oil-related funds
deposited in the Development Fund for Iraq (DFI) for reconstruction projects.
In December 2003, the US authorities announced that only contractors from
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coalition partners could bid for such projects (although the policy was later
relaxed). As several studies have shown, the CPA could not account for as
much as $9 billion of the $20 billion in the DFI.56

The title of a New York Times editorial on July 24, 2006, “Sharing the Riches
in War,” illustrates the widespread perception that American companies well
connected to the government were benefiting greatly from economic recon-
struction in Iraq. While debt restructuring clearly benefited several top US
firms, Halliburton “was awarded the major contract for supplying all manner
of logistics and support services to soldiers at war, from meals to morale,”
which “proved to be worth more than $15 billion as the company became a
ubiquitous player in Iraq—and a symbol of cronyism in Washington for its
old ties to Vice-President Dick Cheney.” The editorial also pointed out that
it took the Pentagon from the March 2002 invasion until the end of 2006 to
solicit new bids from companies to share in Halliburton’s business in Iraq in
order to lower costs, increase accountability, and reduce operational risk.57

Likewise, lack of transparency, if not pure favoritism, resulted in the alloca-
tion of a large USAID project on economic governance to Baring Point (for-
merly KPMG) without competitive bidding.58 After complaints from other
consulting firms, USAID agreed to open the project to other pre-qualified
firms. However, once the bidding process was complete, the USAID again
awarded the project to Baring Point, which had previously carried out USAID
projects in Kosovo and Afghanistan with little success. As other international
consulting firms prepared their bids for this project, Baring Point was already
in Iraq under USAID sponsorship, which gave it an unmatched advantage.

Nepotism and corruption in the allocation of reconstruction projects to
large US contractors had collateral costs as well. This policy not only excluded
Iraqi firms early on—and thus failed to create local employment and capacity
building—but also entailed large costs associated with security for the US
contractors. Thus, in addition to the security-related spending of the Iraqi
government, which the US Government Accountability Office (GAO 2006,
footnote 12: 14) reckons was over $5 billion in 2006, providing security to
foreign contractors consumes a significant portion of reconstruction funds.59

Corruption in Iraq’s civil service also has been widespread, further imped-
ing reconstruction. Experts estimate that 150,000–200,000 barrels of oil per
day—and perhaps as much as 500,000—were stolen in 2006 (Baker and
Hamilton 2006: 23). A Commission for Public Integrity (CPI), an indepen-
dent body reporting directly to the Interim National Assembly, the legislative
body overseeing the country’s more than thirty ministers, the prime minister,
the president, and other officials, has acknowledged that some Iraqis have had
to pay to get civil service jobs. For example, guards hired at the Ministry
of Housing and Construction had to pay a fee of around $200. According
to the UN Office for the Coordinator of Humanitarian Assistance, “Paying
money to get a job is only one form of corruption and certainly not as bad as
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some shoddy construction and financial mismanagement, in a country where
corruption has been part of the government culture for so long, and continues
to be so” (UNOCHA 2004).

According to Iraqi officials, someone took $300 million in American bills
from the central bank in January 2004, packed them into boxes, and quietly
put them on a charter jet bound for Lebanon. The money was supposedly to
be used to purchase tanks and other weapons from international arms dealers
to strengthen the Iraqi Army—a deal that took place outside the American-
designed financial controls intended to help Iraq pay for imported goods.
Although it is not clear where the money went or how it has been used,
the episode reinforced the perception among Iraqis and Western officials of
endemic corruption within the Interim Iraqi Government (Filkins 2005).

Similarly, in their periodic reports measuring Iraq’s reconstruction, the
Center for Strategic and International Studies (CSIS) (September 2004: 37)
found that one of the major challenges of institution building related to
“rampant corruption in Iraq.” Although the CPA attempted to address the
problem by enacting anti-corruption measures, there were no enforcement
mechanisms, particularly given the lack of judicial capacity. Furthermore, a
culture of corruption had become so ingrained that people did not even blame
the new government for it. Although ethical norms are up to nationals to
decide, corruption by Western standards will be a major factor discouraging
international assistance and hence slowing reconstruction.

MOVING THE COUNTRY FORWARD

In connection with the International Compact for Iraq that the government
and the UN launched in mid-2006, Secretary-General Ban Ki-Moon noted
that

There is no doubt that more must be done to bring a halt to the ongoing violence
in Iraq, the brunt of which is being borne by innocent civilians. Beyond the terrorist
attacks and sectarian violence, a humanitarian crisis is stretching the patience and abil-
ity of ordinary people to cope with everyday life. This makes it even more important
to develop a framework for Iraq’s normalization. Essentially, the Compact represents a
road map for the next five years aimed at helping Iraq to achieve its long-term goals of
economic prosperity, political stability, and lasting security. Much work will be needed
to keep Iraq on track, but I am confident that the people and Government are up to
the challenge.

Unfortunately, there is not much reason to be optimistic that the Compact
will help to move economic reconstruction forward. First, a country that by
many accounts is in the middle of civil war will require serious peacemaking
efforts and more stable security conditions before it can make any significant
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progress in economic reconstruction. Second, the government needs to revise
its policies for economic reconstruction to eliminate the “development as
usual” bias and to follow the basic premises for effective reconstruction. Unless
the government makes some basic efforts at disarming, demobilizing, and
reintegrating militias and other groups involved in the violence, establishing
benchmarks on “development as usual” policies will hardly help economic
reconstruction in Iraq.

Lessons from Iraq

Iraq’s chance for successful economic reconstruction was squandered, partly
owing to policies sought by the United States and the inability of the UN to
play a supportive role. Thus, the Iraqi experience offers important lessons for
economic reconstruction elsewhere, particularly in the early transition from
war. I will focus on five such lessons, four of which are particularly relevant to
other resource-rich countries.

THE UN IS NOT WELL PLACED TO DEAL WITH RECONSTRUCTION
FOLLOWING COMPREHENSIVE SANCTIONS

Although I argued that the UN, if revamped, could be the first choice to lead
economic reconstruction, there are always exceptions to any rule. Iraq was
clearly such an exception. Twelve years of comprehensive international sanc-
tions had devastating effects on large segments of the population, discrediting
the UN not only in Iraq, but also in world public opinion and among NGOs.
It was thus naive to believe that the Iraqis would welcome the UN with open
arms, or that other actors would be willing to work under UN leadership. The
same was true of the United States—the world’s most implacable advocate of
maintaining the sanctions—and to a certain extent of the United Kingdom. As
a result, a Security Council-authorized occupation may not have made much
of a difference in terms of how Iraqis felt. Had the international community
decided on regime change, an invasion by a “coalition of the willing” led by
one of the countries that had been more in favor of removing sanctions—
France, for example—probably would have had a better chance of stabilizing
the political and security situation in the post-invasion period, and setting the
basis for effective reconstruction.

I think many would argue—certainly, I do—that the UN should never
impose comprehensive sanctions against another country as it did in Iraq. In
Iraq, the UN imposed sanctions without the ability to enforce them and with-
out a clear exit strategy. The result was a humanitarian disaster, which elicited
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a nationalistic response against the UN and those pushing for sanctions in the
Security Council. The lesson from Iraq is clear and costly in terms of the lives
lost in Baghdad and elsewhere.

ESTABLISH THE RULE OF LAW EARLY

Whoever leads the transition to peace, be it a sovereign country, the UN, or
an occupying force, must establish the rule of law as soon as possible. This
often requires working with existing police and military forces until an appro-
priate program for disarmament, demobilization, and reintegration (DDR)
is in place. A favorable environment is necessary to start restoring essential
services—electricity, communications, water treatment, and sewerage—and
thus bring some sense of normalcy to the population.

While the international community is willing to support poor countries
in rehabilitating basic services and infrastructure, resource-rich countries will
have to bear more of the cost of reconstruction. Thus, it will be particularly
important to rehabilitate the infrastructure required to produce and export
the main commodity—be it oil and gas, diamonds, or any other resource.
However, the reactivation of these sectors should not lead to the neglect of
agriculture, as this may lead to food shortages. Neither should manufacturing
be neglected, as this might deprive the population of needed employment.
Thus, policymakers must maintain a balance to ensure sustainable growth,
without which the rule of law may not last long.

FOREIGN INVESTMENT REQUIRES LEGITIMACY AND
SECURE PROPERTY RIGHTS

Governments that lack legitimacy—and even more so the UN or an occupying
force—should abstain from economic reforms whose sustainability investors
may question. This applies to state-owned enterprises in general, and to
investments in critical sectors in particular, such as oil is to Iraq. The fact
that foreign investment in such sectors should not be expected does not mean
that the country cannot attract foreign investment at all. In other sectors,
which are not considered critical and satisfy the needs of large segments of the
population, foreign investment can probably be safely promoted. For example,
the only major investment during the US-led occupation in Iraq was that
of PepsiCo, which invested $100 million in its old soft-drink bottling plant
in Baghdad. Foreigners could also invest in “reconstruction zones,” that is,
export-processing zones to create labor-intensive employment. The popula-
tion could look upon such zones favorably, particularly if donor countries
open up their markets to goods produced in them.
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DEBT RESTRUCTURING IN THE IMMEDIATE TRANSITION TO PEACE
HAS POLITICAL COSTS

The US occupation authorities initiated debt restructuring in Iraq. Even if the
Iraqi authorities, once in place, supported it, the decision had a political and
economic cost. Despite the fact that Paris Club members will not receive much
debt servicing until 2011, negotiations resulted in high fees to investment
banks, law firms, and others.

The argument that countries need to restructure their debt before they
can borrow in the international credit markets is not a strong one for
countries in post-conflict transitions. These countries normally finance their
reconstruction largely with grants and concessional lending from credi-
tors who are interested in ensuring that the country does not revert to
war. Political, not financial, arguments determine their assistance to these
countries.

I always recall the response of Rimmer de Vries, the distinguished chief
economist and managing director of J.P. Morgan, to the late MIT Professor
Rudiger Dornbusch at a conference in New York in the early 1980s. Dornbusch
vehemently advocated large debt forgiveness for Latin American countries,
while Mr. de Vries listened patiently and responded: “Of course, Rudi, it is
easy to give money away when it is not your money.” I will not fall into the
same temptation.60

I think, however, that given the tremendous costs of recent experiences with
reconstruction—in terms of both human lives and financial resources—the
international community should debate measures to improve the prospects
for success in the future. For example, I believe that creditors and other actors
in post-conflict reconstruction should consider the possibility of establishing
an automatic grace period with respect to debt payments. This period could
extend from three to five years, depending on the conditions of the country,
as specified by certain clear criteria. The international community also should
consider a grace period on arrears to the IFIs.61 Such grace periods would
spare countries in the early transition to peace from expenditures of scarce
technical and financial resources on debt relief negotiations and debt servic-
ing, thereby creating greater scope for quick peace-promoting and confidence-
building projects.

Creditors should agree to this automatic grace period for three reasons.
First, even if they enter into negotiations right away, they are unlikely to get any
debt servicing for many years. Second, they most likely have committed grants
or concessional loans to the reconstruction of the country, and therefore have
a stake in its success. Third, and most importantly, if reconstruction succeeds,
creditors will be able to negotiate better terms, enabling them to maximize
their political and economic objectives simultaneously.
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RESOURCE-RICH COUNTRIES NEED A FAIR ALLOCATION
OF RESOURCES

The allocation of resources is a critical issue in resource-rich countries. A legal
framework that contemplates a fair allocation of resources can support peace,
while an unfair one is likely to derail the transition. In the case of Iraq, the
constitution contemplates central government control of existing oilfields, but
it is vague about who controls new discoveries and developments. This has led
to problems with new contracts negotiated by the Kurdish Regional Govern-
ment (KRG) with foreign oil companies, including Norwegian and Turkish
groups. In June 2004, DNO, a Norwegian company, signed a production-
sharing agreement with the KRG, after discovering at least 100 billion barrels
of oil reserves before the national Iraqi Government was established (Ibison
2006). The national government has questioned the validity of such contracts,
while the Kurds argue that the KRG’s autonomy provides the legal basis for
them. In mid-May 2007, DNO started pumping oil from a field in Tawke—
the first time that a foreign oil company had done so since the industry’s
nationalization in 1972.

As the 2006 Iraq Study Group Report notes, Iraq needs an adequate Hydro-
carbon Law that defines the rights of regional and local governments and
creates a stable legal framework for investment (Baker and Hamilton 2006).
However, negotiating such a law has been extremely difficult politically, par-
ticularly since the Sunni live in an oil-poor part of the country.62 In March
2007, the Council of Ministers approved a law reaffirming that oil and gas
resources belong to all the people of Iraq and establishing a revenue-sharing
mechanism among regions and provinces based on population.63 The Council
of Representatives must ratify this law. At stake is whether Iraq’s oil wealth
will strengthen federalism or contribute to the country’s disintegration. More
broadly, the establishment of a fair legal framework for the use of natural
resources is critical to effective reconstruction in all resource-rich countries.
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Part V

A Strategy for Economic
Reconstruction: Lessons,
Policy Guidelines, and
Best Practices

“Economics is the science of choice. . . . Economics seems to apply
to every nook and cranny of human experience. . . . Economics is a
way of looking at things, an ordering principle, a complete part of
everything. It is a system of thought, a life game, and element of
pure knowledge.”

Robert A. Mundell, 1999 Nobel Laureate in Economics, in the
Preface to Man and Economics (1968)

The objective of Part V is to facilitate the preparation of a strategy for post-
conflict economic reconstruction, by including activities and policy guidelines
that governments could adopt to maximize chances of success. Policymakers
will be constantly opting among different economic choices and need to be
well informed about such choices. Thus, the following chapters will present
lessons from the case studies that are relevant to different aspects of the
strategy, as well as what have been discerned to be best practices in post-
conflict reconstruction. These, need not be—indeed, in most cases will not
be—best practices under normal development conditions. In cases where
recommendations or best practices are controversial, the idea is to bring the
issues up for debate.
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Once governments design their strategy, they will have to check it constantly
for consistency and effectiveness during its implementation. Post-conflict sit-
uations are dynamic and often volatile; as a result, conditions may change,
and frequent revisions may be required. For example, policymakers will need
to revise and fine-tune their strategy if pledged aid is not readily committed
and disbursed.



11 Setting the stage

Basic assumptions

In countries where reconstruction follows a peace agreement, the design of the
peace agreement will be critical in its successful implementation. For this rea-
son, careful thought and the right kind of expertise in the outset of the peace
process can facilitate the elaboration of an agreement that governments can
realistically implement with the assistance of the international community.
The design of peace agreements and reconstruction strategies should take into
account realistic prospects for international aid. Over-optimistic projections
will lead to unworkable plans and will lead to expectations that governments
will not be able to fulfill.

THE SIX PREMISES

Each country will end up with a different strategy, depending on factors that
are peculiar to its own situation and on the level of international support that
it can manage to attract.1 Nevertheless, the six basic premises that I proposed
in Chapter 4 need to guide the design of any strategy for post-conflict eco-
nomic reconstruction.

Because it is a development-plus challenge (premise 1), policymaking will
differ from that of normal development. It will be constrained by the need to
incorporate activities and expenditure related to reconstruction and national
reconciliation, in addition to those related to normal development. This will
often require broad-based civil service expertise and national policies that are
pragmatic and ad hoc. It will also require the IMF to be flexible in establishing
monetary and fiscal targets in programs that it supports, and in designing the
legal and institutional framework, to ensure that the peace process will not
collapse due to lack of financing.

Because the political objective should prevail at all times in post-conflict
economic reconstruction (premise 2), optimal and best-practice macroeco-
nomic policies are not usually available, or even desirable. In addition, critical
peace-related programs, such as disarmament, demobilization, and reinte-
gration (DDR) of former combatants and confidence-building projects for
national reconciliation, should take priority, including in budget allocations.

Because political legitimacy will determine policymaking choices
(premise 3), interim governments—and even more so the United Nations,
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the United States, or any other country or entity that has assumed the
prerogatives of national government in carrying out executive and legislative
functions—should refrain from including in the reconstruction strategy
controversial policies. Such policies would include, for example, privatization
of state-owned enterprises, deregulation of key sectors, opening regulated
sectors to foreign investment, or major changes in the legal and regulatory
system. Furthermore, in designing their strategy, governments and the
international community should be aware of the limitations that an absence
of legitimacy imposes on property rights. Reconstruction strategies must take
into account that uncertainty about property rights will be a serious deterrent
to investment.

Because of the political and policymaking constraints, as well as the data
limitations of post-conflict situations, a different yardstick is necessary to
measure success (premise 4). The strategy for economic reconstruction should
clearly specify the yardstick for both the overall strategy and its component
programs. This will facilitate reconstruction by avoiding unrealistic expecta-
tions. At the same time, governments should develop a basic statistical system
in order to facilitate policymaking, as well as to measure and record social and
economic progress.

Because of the critical importance of political factors in post-conflict eco-
nomic reconstruction, development institutions should not lead the effort
(premise 5). Former rebel groups are frequently equal partners in peace
agreements, and even after military intervention, the relationship with groups
that challenge peace involves political, military, and security issues. Thus, in
the presence of a peacekeeping/peacebuilding mission, the UN itself, through
the Special Representative of the Secretary-General (SRSG) and the National
Reconstruction Coordinator (NRC) under him that I propose to advise on
economic and financial issues (see Figure 3, p. 64), should have overall respon-
sibility for coordination within the programs and agencies of the UN system
and with other actors. This will be essential to integrate effectively economic
reconstruction with other aspects of peacebuilding.

The motto of post-conflict economic reconstruction should be “keep it
simple and flexible” (premise 6). This is because in the post-Cold War period,
countries in the process of post-conflict reconstruction have been at low
levels of development. They have often experienced a brain drain and capital
flight during the war. As a result, they lack basic managerial and technical
capabilities, their physical infrastructure has often been destroyed, and their
international reserves have been depleted.

Countries at this stage nevertheless need a framework for macroeconomic
management, as well as a legal and institutional structure to create the appro-
priate environment for investment and trade, and, more importantly, for the
effective use of aid. Under such vulnerable conditions, it is unrealistic and even
counterproductive to create a sophisticated framework that requires resources
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that the country does not have and may not have for a long time. To establish
such a framework under these conditions will probably lead to inefficiencies
and even corruption.

The “11 c’s”

Following the six premises is necessary but not sufficient for a post-conflict
economic reconstruction strategy to be effective. Both governments and the
international community that supports reconstruction must pay attention to
11 “critical c’s”. These include consistency of policies adopted; consensus at
the national level; constructive approaches based on incentives rather than
penalties; coherence among programs and projects; continuity in and con-
clusion of the process;2 credibility of the organizations involved; cooperation
and coordination among organizations; confidence-building measures to pro-
mote national reconciliation; and cost-effectiveness of resources (del Castillo
1995a). The case studies illustrated how failure to proceed according to the 11
c’s often affected reconstruction negatively.

Other considerations

In designing a reconstruction strategy—as is the case with peace agreements
or UN resolutions—those involved in the negotiations will need to weigh the
pros and cons of specificity versus vagueness. The letter of the agreement
and of the strategy itself can determine the ease or difficulty with which
governments will be able to implement the resulting programs. The opera-
tional difficulties encountered in the implementation of the land program in
El Salvador, for example, related to both the specificity and the vagueness
of the Chapultepec Peace Agreement. The Bonn Agreement gave warlords
standing in the new political framework of the country and legislated their
unworkable relationship vis-à-vis the central government, making it difficult
for the latter to administer the country.

As most post-conflict countries are sovereign countries, they must be in
charge of their destiny and “own” their reconstruction strategy. Ownership
means that it is up to their leaders to set the priorities and build up consensus
for them. However, since most post-conflict countries are poor and possess
scarce human resources, they will find it difficult to design and carry out such
a strategy on their own and will need training, capacity building, and technical
and financial assistance at every step.3

Thus, in discussing the elements that should be included in any reconstruc-
tion strategy, I assume support from the international financial institutions
(IFIs), the United Nations and its other agencies and programs, bilateral and
regional donors (bilateral development agencies, the European Union and
others), and non-governmental organizations (NGOs). Support at every step
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will be necessary to strengthen the authorities’ policymaking capacity and
training of local civil service staff, as well as for assisting them in the design and
implementation of particular policies and projects and building up required
institutions. However, the involvement of the international community will
vary greatly across countries. Donors are more likely to help countries in
strategic geopolitical locations or in their own backyard. They are also more
likely to help countries with which they have colonial, linguistic, ethnic, ideo-
logical, or other such ties.

In some countries in which there is no sovereign government, the Security
Council has given the UN a major role in carrying out executive and legislative
decisions in post-conflict economic reconstruction. This was the case in UN
protectorates in Kosovo and East Timor. In these cases, as well as where one
country assumes a major role in reconstruction through military intervention
and occupation—either with the blessing of the international community
(Afghanistan) or without it (Iraq)—uncertainty surrounding the sustainabil-
ity of economic reform and property rights represents a serious deterrent to
investment. Therefore, a quick political resolution by which a sovereign gov-
ernment and parliamentary body make all executive and legislative decisions
is, together with an independent judiciary system, imperative for the success
of economic reconstruction. By contrast, the involvement of the international
community in reconstruction over a long period will create unnecessary dis-
tortions and aid dependency, as we have seen in Kosovo and Bosnia and
Herzegovina in Europe, and in Mozambique and Uganda in Africa.4

The UN should avoid ambiguous mandates. As former SRSG in Angola
Margaret J. Anstee argued, the Secretary-General should take the initiative to
present a strategic, overall policy framework for peacebuilding activities to
the Security Council, which then must act on it. Once the framework is in
place, the Secretary-General should follow a practice of maximum delegation
of responsibility to the field, that is, to its SRSG.

As I discuss the different elements that need to be included in the post-
conflict economic reconstruction strategy in this and the following chapters,
I will draw on lessons and best practices from past experiences. This will
help policymakers and the international community in making the tough
policy choices that will be necessary when designing a particular strategy for
economic reconstruction.

If countries in the transition to peace decide to give more weight than they
did in the past to market mechanisms to allocate resources—which is likely,
given widespread disillusionment with state-led planning—they will need to
adopt a number of measures. Thus, any post-conflict economic reconstruc-
tion strategy should include not only the rebuilding of physical, human, and
institutional infrastructure per se, but also the stabilization and structural
reform policies and the appropriate legal, regulatory, and institutional frame-
work needed to create a market-friendly economy and reactivate broad-based
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economic growth. This means growth that is sustainable, creates employment,
brings about poverty alleviation and greater opportunity for the majority, and
protects the environment.

This type of growth, which is not always present in some of the rapidly
emerging economies, is particularly important in post-conflict countries,
where economic reconstruction must contribute to national reconciliation.
Improvement in the fiscal situation has proved essential for governments to
afford decent salaries—required to avoid corruption, which is often rampant
in countries coming out of war—and be able to staff an adequate civil ser-
vice to support reconstruction. But job creation and decent salaries are also
important because, without them, these countries have a high probability of
reverting to war.

Policymaking at both the macro and micro levels is a crucial element of
any strategy for economic reconstruction. For each policy area, I will describe
the instruments, organizational structures, legal and regulatory framework,
and accounting and statistical systems that will be necessary to carry out
the specific activities. In some areas, there will be a checklist of the relevant
issues. Whenever there is a need to reconstruct institutional mechanisms or
adopt new policies, the government should seize the opportunity to eliminate
inefficient structures and adopt more modern technologies and best practices.
However, in designing such a framework, policymakers, the IFIs and other
organizations that support them, should keep in mind the simplicity and
flexibility that are necessary for effective policymaking under difficult security
and political conditions.

Furthermore, the institutional, legal, regulatory, and judicial systems of a
country should conform to national customs and traditions. This means, for
example, that if the country had or wants to have an Islamic banking system or
an informal hawala system, the international community, as a whole, should
facilitate it rather than imposing their own views. This is particularly relevant
for countries at low levels of development with low absorptive capacity and
scarce technical expertise, which should not seek to import and establish an
overly sophisticated legal and regulatory system that will burden them and
will likely lead to corruption.

While any reconstruction strategy will have to rely on an assessment of ini-
tial conditions, it will have to change as internal and external conditions vary.
Thus, government policies and institutional mandates may need to change
often during the transition. Similarly, UN mandates and the mandates of other
institutions involved, particularly the IFIs, will need to be flexible so that they
can adjust to the rapidly changing on-the-ground conditions in post-conflict
situations.

The World Bank and/or UNDP should convene an international donors’
conference as soon as feasible and create a trust fund for the country’s recon-
struction. At the beginning, this fund will have the important objective of
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providing budgetary support to the government. Although there may be rea-
sons why a single fund is not optimal, in most cases a well-managed single
fund would not only contribute to transparency, but would also facilitate the
authorities’ policy decisions on reconstruction expenditures by clarifying the
availability and prospects of future aid financing.5

An inventory of available professionals and trained manpower—inside
and outside the country—that can be used to fill critical posts in the pub-
lic service and carry out reconstruction and rehabilitation programs should
be established as soon as possible. Because of the large brain drain that
normally occurs during the conflict, policymakers should identify talented
nationals in the diaspora and persuade them to return home. This does
not mean, however, that the government (or the international community)
should give them unlimited control, as occurred in Iraq with very negative
consequences.

Although the list of activities for economic reconstruction in countries at a
similar stage of development will look remarkably similar, initial conditions—
including domestic capabilities, institutional memory, and the deterioration
in human and physical infrastructure that occurred during the conflict—will
largely determine the appropriate policy mix. Thus, economic reconstruction
should reflect national needs and priorities, and policymakers must mold it
according to the particular political, security, and socio-economic conditions
existing in each country.

The way I will bring the different activities into the strategy does not neces-
sarily indicate the sequence in which they should be carried out. For example,
the design of economic policies and institutions usually go hand in hand. In
a number of cases, there may be some necessary precondition for an activity.
For example, agricultural production can restart only on demined land and
banks can be licensed only after banking laws are in place.

A number of generic principles will apply to most activities. For exam-
ple, an overriding concern must be the development of national capabilities.
Training and institution building must therefore be an integral part of all
activities.6 Effective market-supporting institutions are indispensable to coun-
tries’ development. Policymakers should promote employment-generating
activities across the board to incorporate a large number of former combat-
ants, returnees, and other groups marginalized during the conflict, which will
help to consolidate peace. Indeed, peace and development must reinforce each
other to improve the often-appalling living conditions in which a large part of
the population lives during the war-to-peace transitions.

A second overriding concern is to build a broad-based policy consensus.
This is imperative if economic reconstruction is to succeed, if the country is
to reunite, and if the economy is to regain a path of sustainable development.
If policies are imposed—particularly from abroad—they are not likely to be
successful or sustainable.
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Finally, the reconstruction strategy must emphasize the need to improve
transparency and governance throughout the public sector and to intensify the
fight against corruption and nepotism. In this process, a culture of account-
ability and respect for the rule of law and property rights must be established
and ingrained in every activity throughout the process.

Political and security constraints

In developing a post-conflict reconstruction strategy, it is necessary that both
the country itself and the international community as a whole understand
the roots of the conflict, the political constraints of the war-to-peace tran-
sition, and the expected political path ahead. As discussed earlier, political
factors will be major determinants, as well as constraints, in designing the
strategy.7 National policymakers and those supporting them need to make a
special effort at communicating political developments to all those involved
throughout the different stages of the process. Only this will allow economic
and financial decisions to be taken with due respect for the limitations that
political factors may impose. Pursuing separate but concurrent paths for the
political and economic transitions is a recipe for failure, as the early experience
of El Salvador attests. Disregard for the political constraints of carrying out
certain reconstruction policies in Iraq, Afghanistan, and Kosovo, for example,
in turn led to serious political and security problems.

Elections are often a distraction at best and a deterrent at worst from
economic reconstruction. This is why policymakers need to consider the
political cycle in designing the strategy. In some countries, elections mark
the end or the transformation of international support. For example, UNTAC
(UN Transitional Authority in Cambodia) ended soon after the elections. So
did UNTAET (UN Transitional Administration in East Timor) as the coun-
try moved to independence. Elsewhere, different actors—both national and
international—view elections as a “graduation ceremony,” with the result that
attention and determination are often diverted from pending issues on the
reconstruction agenda, as was the case in El Salvador in 1994.

A post-conflict economic reconstruction strategy should include all possi-
ble mechanisms to bolster security. Early deterioration in security, which often
happens after a ceasefire or political settlement, accompanied by looting and
other criminal activities against government offices and other property, could
have tragic consequences for economic reconstruction. In Iraq, this occurred
in large part because of the de-Baathification process and the dismantling of
the Iraqi army following US occupation of the country. Policymakers will need
to weigh the elimination of repressive military and police forces against the
security vacuum that this may create. Plans for training of civilian police forces
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and reform of the military should take top priority, along with the financing
required for such activities.

Operational, logistical, and ownership issues

ECONOMICS AND SOCIAL NEEDS ASSESSMENT

In addition to ensuring that political constraints are well-mapped and ade-
quate security conditions are in place, governments should base any strategy
for post-conflict economic reconstruction on an accurate assessment of the
economic and social needs of the country. In this respect, the UN agencies,
which are often the only international organizations that have maintained a
presence in the country during and in the immediate aftermath of conflict,
can play a critical role. So do some of the major international NGOs. The UN
Development Group (UNDG) and the World Bank have new mechanisms
in place—the Post-Conflict Needs Assessments (PCNA)—and can certainly
contribute, as the IMF does, to this important initial phase.

Assessments will vary widely across different countries and will depend
largely on pre-conflict conditions. Countries in which the IFIs and other
multilateral and bilateral organizations were involved immediately before the
conflict usually have a much better infrastructure (institutions and people)
to conduct a quantitative and qualitative assessment of current conditions,
particularly if the conflict was short-lived. On the other hand, countries
coming out of prolonged conflict, particularly if comprehensive economic
sanctions had been in place that precluded a relationship with multilateral,
regional, or bilateral organizations, usually have few statistics and little of the
infrastructure necessary for a good assessment of existing conditions. This was
certainly the case in Iraq. The situation in Kosovo was more difficult because,
as a province, it never maintained separate statistics. This was also true of East
Timor, and a similar challenge will face the Palestinian territories when they
hopefully embark on reconstruction.

Because an assessment of economic and social needs involves so many areas,
best practice indicates that a group of institutions participating under the
leadership of one of them can carry it out more effectively. In the case of
Haiti in the early 1990s, for example, the Inter-American Development Bank
(IADB) led the assessment. To indicate the importance that the international
community attributed to the democratization and reconstruction of Haiti,
and in an effort to induce donors to support economic reconstruction of
the country, Enrique Iglesias, IADB President at the time, led the assessment
mission.

A good economic and social assessment before the war-to-peace transi-
tion or at its inception will identify the critical factors to be addressed in
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the reconstruction strategy. It is especially important to analyze carefully the
country’s human and physical infrastructure, its capacity to absorb assistance,
the population’s entrepreneurial abilities, the availability of raw materials,
access to basic services, food and agriculture conditions, possibilities of aid
and other financial flows, and accessibility to markets before designing the
strategy. These and many other factors will determine the type of reconstruc-
tion strategy that the country can engineer.

Bosnia and Herzegovina is a typical example of what the international
community—in close collaboration with the national authorities when they
are in place—must do right after a ceasefire and the establishment of a mini-
mum of security. A small team of experts from the IMF, the World Bank, the
EU, and the European Bank for Reconstruction and Development (EBRD) vis-
ited Sarajevo and Mostar in October 1995. The authorities were ready to start
work on reconstruction and a series of follow-up missions were scheduled.
In less than two months, the teams produced a damage assessment and an
estimate of technical assistance needs, prepared the country for membership
of the Bretton Woods institutions, and set the stage for the country to be the
first beneficiary of the IMF’s new policy on post-conflict emergency assistance
(EPCA). All of this was accomplished only one week after the ratification of
the Dayton Treaty.8

The case of Afghanistan, on the other hand, illustrates the problem with
poor and untimely assessments. The assessment took place in a rush at the
insistence of the Japanese who were hosting the consultative group meeting in
January 2002 and could not postpone it. As a result, the cost of reconstruction
was significantly underestimated. Two factors were at work. On the one hand,
the government did not yet have a vision for reconstruction of the country. On
the other, the conflation of humanitarian and reconstruction needs resulted in
an underestimation of the latter.

COMPREHENSIVENESS, CONSISTENCY, AND STAYING THE COURSE

For the implementation of the strategy to be successful, all elements need
to be present and consistently implemented. It is not enough to go halfway,
which is, implementing only some of the elements well. In this regard, it
is important to keep in mind Lipsey and Lancaster’s (1956–7) The General
Theory of Second Best. If some of the key elements of the strategy are missing,
implementing others may not necessarily move the strategy closer to success.
In Haiti, for example, although the needs assessment and early support for the
country were well organized, effectively implemented, and properly financed,
a well-designed overall strategy was missing, and reconstruction followed a
fragmented approach. Reconstruction eventually got off track and collapsed,
with serious consequences for the country’s future.
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Furthermore, it is important to stay the course, since post-conflict eco-
nomic reconstruction may take several years. Obviously, it would be disastrous
to persevere if policies are not working, as has been the case in Afghanistan
and Iraq. In such cases, a review of the entire strategy should take place. But
if the support of the international community is working, failing to stay the
course can lead to the collapse of the peace process and a return to political and
security turmoil. This is precisely what happened in Timor-Leste following the
early conclusion of the UN peacebuilding operation.

SOVEREIGN DECISIONS AND “OWNERSHIP”

For an effective war-to-peace transition, in addition to commitment to enforc-
ing the rule of law, developing a fair and effective justice system, and creating
a professional civil service, sovereign countries need to take responsibility or
“ownership” of reconstruction policies as a basis for their sustainability.9 As
discussed above, reconstruction cannot succeed if international organizations
or donors impose their vision of reconstruction on the government. Neither
can it succeed, however, if key government officials, without the support of
others, or of the population at large, impose their own vision. There should
be a participatory process in setting national priorities.

Ownership does not imply universal consensus. Expecting that would be a
recipe for paralysis. Country ownership implies that there is sufficient polit-
ical backing within the country for all the policies, programs, and projects
included in the reconstruction strategy, even if donors fully finance some of
these. Although the ministry of finance and the central bank will have to make
many of the policy decisions with respect to economic reconstruction, line
ministries, parliamentary bodies, local governments, civil society organiza-
tions, and private-sector groups need to provide broad support for them. If
these groups oppose them, policies as well as programs and projects aimed
at steering the economy onto a long-term development path will not have a
chance to succeed.

In Afghanistan, for example, only a few government officials, backed by
the IFIs and the United States, supported the basic reconstruction strategy
enshrined in the National Development Framework (NDF). Such strategy
consisted of having a small and effective state, with regulatory functions,
where the private sector would play a key role in a market-driven economy
and would be the main force in the development of the country.

After the first multiparty election in almost half a century in the Democratic
Republic of Congo (DRC) and Joseph Kabila’s assumption of power as an
elected President in December 2006, it is up to the new leaders to design a
clear strategy, establish priorities, and build up domestic support for such
priorities. Nevertheless, as a poor country with scarce human resources, the
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DRC will find it difficult to design and implement such a strategy on its own
and will need training, capacity building, technical, and financial assistance
at every step. National leaders will also need support in policy formulation,
institutional development, structural and public service reform, in exploiting
and managing their large mineral resources, and in other areas. At any rate,
national ownership of the reconstruction strategy will remain particularly
difficult in countries like the DRC, owing to the government’s lack of full
territorial control despite some progress. Purely military means will not suffice
to reestablish the government’s authority throughout the country.

The DRC authorities will need to create incentives for those areas to join
in a national reconstruction effort. Given that the areas outside government
control are rich in natural resources, this will require focusing on a fair alloca-
tion of resources in the legal and regulatory framework of the country. Under
the new constitution, 40 percent of a province’s revenue should be returned
to the region, and mining companies should pay 30 percent corporate tax, a
2 percent royalty on net sales, and a 1 percent tax on exports. This, however,
is no guarantee of transparency and fairness in the allocation of resources
since corruption often illegally taps funds into private bank accounts. Unless
resources are effectively used, the government will not have support for its
policies, including the need for Gecamines, the state-owned mining company,
to enter into joint ventures with foreign investors.10

Thus, in the current context, just as at the time of the Marshall Plan,
national leaders must take the lead in the design of the reconstruction strategy,
with the UN, the IFIs, and other relevant organizations confined to a support-
ing role. None of these organizations—and least of all an occupying force—
should impose on countries policies that do not have national support. Lack of
ownership in Kosovo, Afghanistan, and Iraq has been—and will continue to
be—a major impediment to economic reconstruction. Moreover, and more
worrisome, it has greatly contributed to increased violence and discontent
in these countries. As these three cases demonstrate, ownership and stability
are intimately connected. As was true during the post-1945 reconstruction of
Europe, interference by one country—or by the UN and IFIs, for that matter—
in the internal affairs of another creates resentment and is sure to produce a
result that is exactly the opposite of what was intended (Dulles 1993: 101).

BUILDING SUPPORT FOR ECONOMIC RECONSTRUCTION

As is true of any reform, post-conflict economic reconstruction comes with
costs as well as benefits. Since the costs are usually short-term and the ben-
efits will come only after some time, policymakers need to make an effort at
communicating this to the public. One of the dangers is that people build
up unrealistic expectations about the short-term benefits of the war-to-peace
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transition, and quickly become disillusioned if those expectations are not
fulfilled soon. This can seriously endanger the entire peace process by creating
spoilers.

In a fiscal sense, the “peace dividend” to the government from ending the
war may not be large in countries where the conflict was financed from foreign
sources, and where international assistance withers in the transition to peace.
Furthermore, in some post-conflict countries, reconstruction aid amounts to
only a small fraction of military and security costs. As discussed earlier, the
United States spent ten times more on its military operations in Afghanistan in
2003 than it did on reconstruction and humanitarian assistance there. In Iraq,
only $34 billion of $310 billion the US allocated in fiscal 2003–6 supported
stabilization and reconstruction efforts. However, the transition to peace is
costly, owing to the need for rehabilitation of physical and social infrastruc-
ture, improvements in public security, reintegration of former combatants
into productive activities, as well as other required tasks. Because peace is
costly, it is particularly important to build support among donors, both at
governmental and civil society levels.

Moreover, a “peace dividend” associated with better living conditions is
essential if people are to believe that they have a stake in the success of the
peace process. For the transition to succeed, people need to identify peace with
personal benefits that outweigh the short-term costs that they inevitably will
have to bear. Unless people can reasonably expect a large peace dividend as
they move forward in the peace process, they will have no incentive to support
reconstruction.

It is also important to build support among taxpayers in donor coun-
tries. The Marshall Plan—unquestionably the most successful reconstruction
programs of all time—provides conclusive evidence of the importance of
building such support for reconstruction. Taxpayers in donor countries do
not always see the benefit of paying the bill for reconstruction in faraway
countries. Unless they appreciate the impact that the reconstruction strategy
may have in the region or internationally, their elected representatives will
more likely be reluctant to allocate the necessary funds. The argument should
be that reconstruction is but a pittance of the cost of military intervention
and the “war against terror”. An investment in successful reconstruction can
save donors large amounts that would be needed for maintaining the peace
through military and security mechanisms.11

TRANSPARENT, NON-CORRUPT PRACTICES

Transparency in post-conflict reconstruction is crucial. Reconstruction, in a
broad sense, provides an opportunity to root out economic criminality—
ranging from large-scale tax evasion to other illicit practices in production
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and trade—that existed during the conflict. In view of the comprehensive
transformation of the country in the transition to peace, it represents an ideal
opportunity to entrench transparent, non-corrupt practices. This is partic-
ularly true in the immediate post-conflict period, when the support of the
international community is strongest.

As Tanzi (1997), has emphasized in relation to countries coming out of war
or other forms of chaos, a demonstration of honesty and objectivity will be
essential if good governance is to characterize economic policy in the future.
As he points out, good or bad habits—and good or bad policies—developed
at this time are likely to become ingrained and have lasting effects.

Economic criminality poses an especially severe obstacle to successful
reconstruction because illicit but lucrative activities often provide a motiva-
tion for the continuation of conflict. As I discussed in the cases of Kosovo
and Afghanistan, once the authorities allow such activities to persist during
reconstruction, they become more difficult to root out, which has also been
true in Angola, Sudan, Sierra Leone, the DRC, and elsewhere. This is not only
because law enforcement and judiciary capacities are weak, but also because
such activities may serve an economic purpose.12

Nowhere is transparency more important than in fiscal policy. In a trans-
parent arrangement, a reasonable tax system with low rates will bring much-
needed resources to the government. By contrast, lack of transparency and
high rates makes people and business more likely to adopt avoidance strate-
gies, and can also lead to corruption with government officials wasting scarce
resources. Likewise, insufficient transparency in trade and commercial poli-
cies will lead to lower government resources in the form of tariffs and other
revenue.

The belief that corruption is endemic to war-to-peace transitions is wide-
spread but false. To be sure, people in 48 out of the 69 countries covered in
Transparency International’s (TI) 2005 annual Global Corruption Barometer
Survey said that corruption had risen over the past three years. Research
conducted in 2004 led TI to estimate that people paid about $1 trillion in
bribes in 2003, compared with a global economy worth about $30 trillion. The
TI survey showed that taking bribes was particularly prevalent in Africa, with
Cameroon, Ghana, and Nigeria the worst performers. It found that house-
holds in these three countries spent more than 20 percent of their income on
paying bribes.13

Some initiatives have been designed to diminish the level of corruption,
particularly in regard to the exploitation and trade of natural resources. The
Kimberley process, for example, started when Southern African diamond-
producing states met in Kimberley, South Africa, in May 2000, to discuss
ways to stop the trade in ‘conflict diamonds’ and ensure that diamond
purchases were not funding violence. In December of that year, the UN
General Assembly adopted a landmark resolution (A/RES/55/56) supporting
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the creation of an international scheme for rough diamonds. By November
2002, negotiations between governments, the international diamond indus-
try and civil society organizations resulted in the creation of the Kimberly
Process Certification Scheme (KPCS). This voluntary scheme imposes strin-
gent requirements on participants to certify that shipments of rough dia-
monds are free of conflict diamonds. The KPCS entered into force in 2003,
when participating countries started to implement its rules. By end 2007 it had
45 participants, which supply almost 100 percent of global production of
rough diamonds.

Although corruption related to natural resources in general continues to
be a serious problem, there are examples of countries that have made signif-
icant progress in increasing transparency and diminishing corruption dur-
ing the war-to-peace transition. For example, as recounted by Vaishnav and
Crocker (2004), widespread corruption plagued successive governments in
Sierra Leone. The country’s rebels, having claimed that they launched the
war to end decades of government-driven exploitation of diamonds, in turn
financed their fight through the same means. The international community
eventually focused on what analysts called “conflict diamonds” (or “blood
diamonds”). With assistance from the World Bank, the European Commis-
sion, the United Kingdom, and the UNDP, the government created a Good
Governance Program with the purpose of decentralizing power and creating
a more transparent and accountable government. With the help of the UK’s
Department for International Development (DFID), the government also set
up an Anti-Corruption Commission composed of government and British
officials, mandated to expose corruption (although it lacked an enforcement
mechanism). More recently, in February 2006, the IFIs agreed to share infor-
mation and set up a task force to create a uniform framework for preventing
and combating fraud and corruption.14

Another interesting example is that of the Liberia Governance and Eco-
nomic Management Assistance Program (GEMAP) which is a partnership
between the government and the International Contact Group. The purpose
of the GEMAP is to build a system of economic governance that promotes
accountability, responsibility, and transparency in fiscal management so that
aid and resources will be used to benefit the population at large and for
consolidating peace in the country.

The belief that corruption is cultural, and that leaders cannot do anything
to reduce it, is also false. A decade after the signing of the peace agreements,
El Salvador is one of the less corrupt countries in Latin America. The 2006
Transparency International Corruption Perceptions Index (which gives a low
ranking to countries in which the perception of corruption is small) ranks
El Salvador in 57th place (of 163 countries), only three places below Costa
Rica, and in fourth place in Latin America. More revealing, El Salvador com-
pares very well in this regard with major global players in international trade
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and investment, ranking ahead of Brazil, China, India, and Mexico, which
share 70th place, and far above Russia, which the Index ranks in 121st place.

MINIMIZING DISTORTIONS

The international community can create serious distortions in the process
of supporting war-to-peace transitions. The larger the involvement of the
international community in reconstruction, the larger the distortions will
be. Kosovo and Bosnia and Herzegovina are clear examples of this. Since
distortions by a large international presence are inevitable, it is important
to understand the type of distortions that this presence creates in order to
minimize them.

Perhaps the most flagrant distortion is created simply by the international
community’s sheer physical presence in the country. Foreign workers and
their activities put pressure on prices, wages, housing, transportation, and
other services. Most importantly, the foreign presence lures the best local
people away from the civil service by offering better wages, generally in hard
currency, and more attractive working and living conditions. This, in turn,
affects the future productive capacity of the country, since skilled workers and
professionals that get jobs as drivers and interpreters will soon lose their skills.

Another important distortion concerns the inflationary bias of national
statistics due to the international presence. Both inflation and growth figures
are inflated in many post-conflict countries. Rapid growth and inflationary
pressures in turn have led to unnecessarily tight monetary and fiscal policies
that, as in Kosovo, had an unfortunate recessionary impact once the interna-
tional presence decreased.

Distortions also arise when the provision of aid greatly exceeds the country’s
capacity to absorb it. This was a problem in Haiti and other countries. With
low absorptive capacity, large aid flows can overwhelm post-conflict countries,
often giving rise to inefficiencies and corruption.15 Large aid flows can also
crowd out the capacity of local organizations, exacerbate social and economic
disparities, facilitate the growth of organized crime, and damage certain tra-
ditional sectors of national economies (IPA 2002d).

LOCAL CAPACITY AND LOCAL INPUTS

Using local capacity is not only a way of promoting employment, but also a
way to minimize the distortions created by a large international community
presence in the country. Thus, as mentioned earlier, capacity building should
start as soon as possible. Policymakers should make a strong effort early in
the process to rely on local talent and capacities in reconstruction efforts.
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Furthermore, reconstruction should use local inputs as much as possible. In
Kosovo, for example, the policy of “tied aid” demanded by donors, particu-
larly the EU, which made aid conditional on the use of their own companies
and suppliers, certainly delayed and distorted economic reconstruction. The
inability to finance reliance on local companies and resources was responsible
for the high unemployment in the province. It also created serious delays in
repairing housing and other infrastructure, owing to poor road links with
Macedonia, from where most aid and input supplies were transported by
truck. A large part of the building materials were available in Kosovo and
employment creation for both Albanians and Serbs in the province could have
facilitated reconciliation.

Countries with a lack of local capabilities will need a much longer period
of support before they can become self-sufficient. At the other extreme, highly
entrepreneurial countries such as Lebanon need to use their resources and
inventiveness from the very beginning. Pascual and Indyk (2006) argue that
Iraq is an example for Lebanon of how not to rebuild using international
contractors that take months to get in place and spend perhaps a third of
their budgets protecting themselves. They point out that Lebanon has excel-
lent engineers and experience from rebuilding the country after its civil war,
and maintain that Lebanese and Arab contractors who employ local workers
should have priority. In their view, international donors will need to help
the Lebanese government design streamlined procurement rules with external
auditors, and disburse payments based on results rather than the level of
effort.16

PACE AND SEQUENCE OF REFORM

The pace and sequence of reform during post-conflict economic reconstruc-
tion will be very much dependent on initial conditions, domestic capabilities,
and the availability of foreign financing and private remittances. Particularly
in countries where basic institutions stopped functioning or were extremely
weak, the first step should be to prepare an accurate assessment of economic
and financial conditions. For example, even if policymakers want to start
providing credit to micro-enterprises immediately, this will not be possible
until the monetary authorities and the basic legal framework are in place.
In some contexts, such as Kosovo and East Timor, the first challenge was to
restore the payments system, without which all other policies would have been
ineffective.

Moreover, in cases where interim governments have been installed, both the
pace and sequence of reform will reflect the authorities’ lack the legitimacy
to carry out certain policies. In an extreme case, like Kosovo, the transition
will also reflect the territory’s status as a province and as a UN protectorate,
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with the lack of final political status imposing further constraints on
policymaking.

PROPERTY RIGHTS

Since the establishment of clear and stable property rights is a precondition for
investment, policymakers need to address this issue head-on in any strategy
for post-conflict economic reconstruction. The experience of several post-
conflict countries has illustrated how property rights issues can be very dif-
ferent across countries.

In the cases of El Salvador and Guatemala, where combatants and their sup-
porters occupied lands during many years of conflict, the issue was backward-
looking. It involved establishing whether land titles existed in the past and,
if so, who held them. However, once a sovereign government made a deci-
sion, property rights were likely to remain fixed into the future. Indeed,
the issue was never a serious impediment to investment in these countries.
Nevertheless, property rights were difficult to resolve, since decisions involved
numerous parcels of land that often had a long history of occupation and land
registries had to be modernized and updated. In such cases, policymakers need
to look for technical and financial assistance to improve the registry so that
they can resolve title claims as soon as possible.

Forward-looking property rights issues are normally paramount where a
legitimate government is absent, since investors do not know what will happen
when legitimate authorities assume power. These issues are more difficult
to resolve and are a strong disincentive to current and future investment.
This was certainly the case in Kosovo and Iraq. In these cases, in addition to
inadequate security conditions, the main obstacle to investment has been the
uncertainty of property rights allocated by the UN, occupation authorities, or
the transitional government. This has been a major impediment to efforts to
privatize state-owned enterprises or promote other large investments.

Proposals to privatize the Trepca mining complex in Kosovo, the oil sector
and/or other public companies in Iraq have been naive and obviously unsuc-
cessful. The situation was somewhat different in the case of East Timor. There,
the UN mandate was short-lived and included a clear exit strategy, as the new
government was set to take over at a specified time, and where major polit-
ical figures played an important role during the interim UN administration.
Although there were many other problems in East Timor, uncertainty over
property rights was not a significant issue.

Any strategy for reconstruction in countries with unclear property rights
should not include privatization of large state-owned enterprises, which is
always a political issue. Although it may be possible to privatize or lease
smaller and strategically unimportant companies, even this may be difficult.
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To stimulate investment under such conditions, policymakers will have to
make special efforts to support the reactivation of domestic micro- and small
enterprises (MSEs) and develop “reconstruction zones” to attract foreign
direct investment to labor-intensive processing industries for exports. Pol-
icymakers will also have to think about other innovative ways of creating
employment in the short-run (options for this are discussed in Chapter 15).

NATIONAL LOGISTICS AND PLANNING

Good logistics are essential to an effective post-conflict economic reconstruc-
tion strategy. Logistics relate to almost every aspect of the reconstruction,
from the movement of international experts, goods, refugees, and internally
displaced people to the provision of services. Policymakers cannot afford to
leave any aspect of logistics to chance, which implies that careful advance
planning is essential if the reconstruction strategy is to proceed in a smooth,
consistent, and effective way.

Institutional and policymaking issues

Countries in the transition from war to peace normally have weak institutions,
although countries vary widely in this respect. Because of the importance of
adequate institutional arrangements and strong institutions, this issue will
be discussed separately in Chapter 12 where a basic institutional framework
to deal with post-conflict economic reconstruction is proposed. Similarly,
countries in the transition from war will most often require strong efforts at
national reconciliation, including disarming, demobilization and reintegra-
tion (DDR) programs as well as basic rehabilitation of services and infrastruc-
ture. This will be the topic of Chapter 13. Also, countries in post-conflict
transitions normally require a major change in macro- and microeconomic
policymaking. Unless economic policymaking is effective the country will at
best become aid dependent and at worst will go back to war. The latter is often
associated with the failure of policymakers to create viable employment for
the population at large, so that they can enjoy the peace dividend of bet-
ter living conditions. Macroeconomic policymaking and its microeconomic
foundations are discussed in Chapters 14 and 15.



12 Basic institutional
framework

Institutional arrangements for
post-conflict reconstruction

The case studies in Chapters 7–10 revealed that many of the problems in
implementing effective post-conflict reconstruction have to do with poor
institutional arrangements and weak institutions. A poor institutional frame-
work is a serious constraint on economic policymaking. Although it is not
possible here to describe or analyze in detail all the institutions that are
necessary, I will focus on a number of institutional arrangements as well as
particular institutions that are essential for effective policymaking in countries
in post-conflict economic reconstruction.1

As is true of all difficult policies, reconstruction requires leadership and
political will, in addition to efforts to promote national reconciliation. Institu-
tional arrangements for both policy implementation and coordination among
the different actors are required, and these tasks are more complex than in
normal development, simply because governments have to carry out “extra
activities,” in the presence of a larger and more diverse group of reconstruction
actors. Policymakers must therefore devote considerable thought to the design
of these arrangements, as well as that of the policies themselves. No leader
can be effective without appropriate institutions and coordination mecha-
nisms to support his or her policies and programs.

Some post-conflict countries need to build institutions from scratch. Most
need to modernize and adapt them. Many countries coming out of statist
policies and over-regulated systems may want to move towards “market-based
policymaking,” and they will need institutions to support this change. This
is what happened in Vietnam in the late 1980s, a decade after the end of the
war, when their leaders decided to abandon their central-planning system,
which had led to serious imbalances and little growth.2 Although most of
the institutions that policymakers have to consider in designing their recon-
struction strategy are also present in countries undergoing the normal process
of development, some are specific to post-conflict economic reconstruction.
Policymakers will have to eliminate these institutions as soon as the country
has completed the implementation of peace-related programs and moves onto
a path of normal development.
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In developing institutions for economic reconstruction, a sequencing prob-
lem will arise with those related to ensuring the rule of law. Unless the rule-
of-law institutions and the economic and commercial legislation, as well
as other legal, regulatory, and administrative frameworks, are in place and
enforced, economic institutions will be weak and inoperative. Adequate secu-
rity and the enforcement of contracts are crucial for investment, the operation
of the banking system, and other reconstruction-related activities. However,
the establishment of institutions that ensure and administer the rule of law
takes time, and thus will usually take place simultaneously with the building
of institutions for reconstruction. Both processes must start as soon as is
feasible.

The authorities will need to staff the new institutions with capable pro-
fessionals. Given the human resource gap and the low absorptive capacity
existing in most countries in the transition to peace, heavy doses of training
and capacity building are required as these institutions grow and modernize.
The authorities should identify and lure nationals working abroad to return to
the country, by offering them key technical posts in the civil service. In order
to ensure policy consistency in all sectors and across sectors, the ministries
and the central bank require technical capacity and resources for data col-
lection and analysis, budgeting and tax collection, risk analysis, and financial
programming.3 Principles of transparency, accountability, meritocracy, and
equal rights for women and minorities need to guide the labor recruitment
and promotion polices for all government institutions.

Ministries will need to build a working relationship with members of
parliament. This is important since parliament, or an equivalent legislative
body, will need to approve the institutional, legal, and regulatory framework,
as well as many policies for economic reconstruction.4 However, because of
the polarization that often exists in post-conflict situations, the relationship
between the executive branch and the legislative body may be tense. In this
regard, the closer the relationship with legislators—and the sooner policies
are discussed with them—the greater the chance that these policies will be
enacted.

THE CABINET

Given that the government must provide a number of services during post-
conflict reconstruction, ministries have to be set up with enough resources and
capabilities to carry them out. The government should also play an important
role in establishing the legal and administrative framework. For this purpose,
it will require legal expertise and additional resources. Because of the human
resources gap that characterizes most post-conflict situations, policymakers
designing the reconstruction strategy need to streamline and integrate min-
istries to improve effectiveness.
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Figure 5. Proposed central government Cabinet organizational chart for effective eco-
nomic reconstruction

Notes: 1. President or Prime Minister, depending on country; 2. Post-Conflict Economic Reconstruction
Office.

Although policymakers can choose among many possibilities for the num-
ber and functions of the different ministries, a minimalist framework for
effective post-conflict reconstruction could include six ministries (Figure 5).
In designing this framework, I had in mind the Democratic Republic of Congo
(DRC)—which in addition to diamonds and gold has some of the world’s
largest unexploited reserves of copper, rich deposits of cobalt, nickel, iron
ore, and bauxite and hence requires a separate ministry to deal with natural
resources. Countries which are not rich in natural resources but rely heavily on
agriculture or industry could eliminate this ministry and divide the Economy
Ministry to suit their needs. All countries that need to bring reconstruction on
track would benefit from better institutional arrangements.

Thus, the Cabinet of a resource rich country could have the following
structure (Figure 5):

� A Ministry of Internal and External Security to reestablish law and order,
as well as organizing the country’s defenses against external threats.

� A Ministry of Foreign Affairs to reestablish essential diplomatic, trade,
investment, and strategic relations with other countries.
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� A Ministry of Reconstruction, which would be divided into three Depart-
ments:

◦ Rehabilitation. This Department could be subdivided further and
charged with the rehabilitation and regulation of (i) basic socioeco-
nomic infrastructure, including primary education and basic health;
(ii) essential transport (roads, ports, and airports), communications,
and logistics; (iii) essential public utilities (electricity, potable water,
and sanitation).

◦ Reintegration. This Department would deal with all political and tech-
nical aspects related to short- and long-term programs for reintegra-
tion and national reconciliation.

◦ Coordination. This Department would deal with coordination with
the Ministry of Finance to ensure that all substantive and technical
aspects regarding reconstruction are reflected in the budget, according
to the priorities that the Ministry determines for each of them. This
Department would also coordinate with the international community
through the National Reconstruction Coordinator Office (NRCO) of
the UN Peacebuilding Mission (see Figure 3, p. 64).

� A Ministry of Finance. This could be divided initially into four Depart-
ments: Budgeting; Revenue; Fiscal Federalism; and Post-Conflict Eco-
nomic Reconstruction (PER).

� A Ministry of the Economy. Different countries would need different
Departments, depending on the importance of agriculture, industry, ser-
vices, and mining or other natural resources.

� A Ministry of Natural Resources. In countries where natural resources
(oil and gas, diamonds, timber, or others) are a significant part of the
country’s production, employment, and trade, policymakers should cre-
ate a separate ministry.

While the Ministry for Reconstruction would focus on the technical aspects
and establish the political priorities for the different programs and projects,
the Post-Conflict Economic Reconstruction (PER) Department at the Min-
istry of Finance would focus on the financial aspects of reconstruction. The
PER Department would have two main tasks. First, in consultation with
the Ministry of Reconstruction and the UN NRCO, the PER Department
would decide on the reconstruction expenditures to be included in the regular
budget (recording the recurrent expenditure of the government, including
wages, salaries, and pensions). Second, it would prepare the reconstruction
budget in consultation with the Ministry for Reconstruction, the UN NRCO,
and all donors.5 The centralization of the preparation of the regular budget
as well as the reconstruction budget in the PER Department would ensure
proper financing for the government’s priorities. It would also eliminate the
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common practice of having several donors’ budgets, without any control by
the government.

Centralizing relations with donors in the PER Department would also help
centralize data and information, thereby helping to avoid situations in which
donors work at cross-purposes and even undermine the new government,
as they did in Afghanistan. In the process of preparing the reconstruction
budget, the PER Department would also have the leading role in fund-raising,
and would be responsible for following up with donors to ensure that they
eventually disburse their pledges.

By having all information related to needs, donors’ financial assistance, and
other capital flows, including from remittances, the PER Department would
be able to prepare the regular and reconstruction budgets in the most effective
way. Eventually, it would be the responsibility of the PER Department to
consolidate the two budgets, as the country moves onto a path of normal
development and the PER Department withers.

Ministers should make every effort to ensure that their ministries’ staffs
are as small, well trained, and capable as possible, and that the ministries’
organizational structure is as efficient and effective as is feasible. It is in the
area of capacity building and training that the international community can
and should play a critical role in supporting institutional effectiveness.

In normal situations, economists do not consider the central bank to be part
of the government (although it is a government institution and is part of the
public sector). Hence the central bank governor or president is not a member
of the Cabinet, despite the fact that in some countries the central bank depends
on the Ministry of Finance. In post-conflict situations, because of the need to
integrate political and economic issues and ensure their financing, it is highly
recommended that the governor or president of the central bank participate in
Cabinet meetings, even if not officially part of it. The central government will
also have to coordinate policies with the rest of the public sector, including the
local governments, the state-owned enterprises, and the public banks.

The Ministry of Finance (MoF)

The Ministry of Finance in any country has a mandate, among other func-
tions, to carry out fiscal policy. Thus, the MoF must make critical decisions
concerning new taxes and rates, tax collection and administration, as well
as maximum levels of expenditure given financial constraints (which include
expected tax collection, inflows of aid, and the amount of annual debt that
the country is willing to assume). The MoF negotiates expenditure with the
line ministries (the other five spending ministries) after they present their
spending needs for the year. This is a highly political process, all the more
so during reconstruction. At this time, the MoF may have the additional
burden of dealing with two separate budgets—the regular budget and the
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reconstruction budget, financed with earmarked funds from international
donors.

During the budget process, the MoF must ensure that no peace-related pro-
gram or project that is critical for the consolidation of peace goes unfunded. In
this regard, it has to work very closely with the country’s political leadership as
well as with the Ministry for Reconstruction and the Special Representative of
the Secretary-General (SRSG) and its National Reconstruction Coordinator
(NRC) to assess the importance and needs of such programs. The selection
of the Minister of Finance should be a key decision of new governments,
and should be based on an assessment of his or her political, technical, and
managerial skills. A technocrat will not do.

The Ministry for Reconstruction

Although I have placed the Reconstruction Czar—in charge of all political
and technical decisions regarding reconstruction—in the position of Minister
for Reconstruction, a good alternative would be to locate the Czar in the
Office of the President. Because of the importance of political factors in the
decision-making process, proximity to the President could be an advantage.
In large countries such as the DRC the Reconstruction Czar’s team may have
too many members to locate it in the President’s Office. Hence, it would make
sense to have it in a separate ministry. Wherever he or she is located, the
Reconstruction Czar should take important decisions on the strategy or any
aspect of its implementation only after consultation with the President and the
Minister of Finance. He should also consult with other reconstruction actors,
including the donor countries and others, providing technical assistance and
other inputs into the process. Effective reconstruction requires not only a good
strategy, but also financing for priority programs and projects.

The Ministry of Natural Resources (MNR)

The MNR plays a critical and complex role in economic reconstruction, for it
must deal with the political implications that natural resources may have had
during the conflict, to ensure that those affected by peace receive some kind of
compensation for giving up the spoils of war. Indeed, peace agreements often
create carrot-and-stick mechanisms related to natural resources, which the
MNR will have to respect and enforce.6 Groups that believe that the allocation
of vast natural resources is not fair will not support the consolidation of peace.
As Polgreen and Dugger (2006) put it,

From Angola to Nigeria, Gabon to Sudan, riches from oil have often ended up in the
pockets of the ruling elite, inciting conflict over the spoils. In Congo, the off-again-on-
again fight over a very similar issue, that vast country’s mineral riches, has killed four
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million people, more than any conflict since World War II. Most died of disease and
hunger as wars over diamond and copper mines raged.

In countries where one or more natural resources play a critical role in gov-
ernment revenue and exports, the MNR, aside from ensuring that those who
benefited from the spoils of war have an economic or political stake in the
transition to peace, may face four challenges. First, as many of these countries
start the peace transition, war-torn infrastructure, lack of investment, and
inadequate technology will impair their capacity to exploit their resources,
while financing provided by the IFIs is often inadequate.7 At the same time,
investment by the private sector may create a dilemma for policymakers,
similar to the one that countries face with regard to privatization, discussed
in Chapter 14. Countries can give large incentives to the private sector to
invest early in the war-to-peace transition, and thus help in the reactivation
of the economy. They can also wait until reconstruction has progressed, and
the economy has been reactivated, in an effort to obtain a better deal from
private investors. In many cases, however, countries will not be able to muddle
through until the second alternative is feasible, and thus they are forced to part
with their resource assets at bargain prices.

In the DRC, for example, this meant that, in exchange for investment to
upgrade the capacity of the country’s diamond production, the government
had to agree to future commodity-supply contracts, at prices well below mar-
ket, for many years to come. The UN and others have denounced these con-
tracts as unfair. However, only risk-prone investors would invest early in the
peace transition. This is because of the high probability that new governments
will reverse former contracts. To invest under such conditions of risk investors
obviously expect a commensurate return.8

More and more governments are renegotiating resource contracts with
private investors entered into by previous governments—the equivalent in a
way of debt restructuring. This is true not only in post-conflict situations,
but also in countries undergoing normal development, such as Bolivia and
Venezuela. One of the functions of the MNR should be to reevaluate contracts
signed by previous governments to assess their fairness and renegotiate those
that are unfair, which may well be the case with some diamond contracts in
the DRC.

Second, infrastructure linked to richly endowed resources is often at risk of
attacks. Thus, the provision of security for such infrastructure is important
and often expensive. AFP reported that Iraq’s oil ministry had losses of more
than $6.3 billion from a total of 186 attacks by rebels on various oil installa-
tions in 2005.

Third, countries that rely heavily on exports of one or two commodities
are vulnerable to “Dutch disease,” that is, they are likely to have appreciating
real exchange rates that distort the price of non-tradable goods and services,
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while undermining export competitiveness. Pressure for a real appreciation of
the domestic currency early in the transition also stems from large inflows
of aid and other financial resources as happened in El Salvador. Since real
appreciation undermines export competitiveness, the MNR must coordinate
with the MoF and the central bank to minimize this effect.

Finally, economies that are heavily dependent on production and exports
of one or two commodities are highly susceptible to changes in international
demand and prices. Thus, a “resource or stabilization fund” for these com-
modities is the most effective way for the government, which accumulates
funds during booms and draws on them during recessions, to attenuate pro-
cyclical fiscal policy. While the rules governing such funds will have to depend
on the needs and characteristics of the country, they also play an important
role in allocating resources between present and future generations, as dis-
cussed below in more detail.

One of the immediate problems of the MNR in post-conflict situations will
be to find ways to finance infrastructure needed to exploit natural resources
and reactivate the economy, which in turn would help finance reconstruction.
This has been the case in countries such as the DRC, Angola, Chad, Iraq,
and many others, where security and other concerns often impede private-
sector investment. In many cases, a private–public partnership (PPP), perhaps
with the support of an IFI, is a way to reduce political and economic risk
(see Chapter 13). Investors and the IFIs are often reluctant to participate in
these investments, however, because of corruption and other non-transparent
practices in host countries. As a result, the IFIs are increasingly asking gov-
ernments for a commitment to spend oil and other revenues from royalties
and dividends transparently, with a strong focus on poverty alleviation and
the attainment of the Millennium Development Goals (MDGs). For exam-
ple, with the support of the World Bank and financing by a consortium led
by ExxonMobil, Chad recently constructed a $4.1 billion pipeline—one of
Africa’s largest investments—to export oil through neighboring Cameroon.
For this, Chad had to adopt a law committing the government to use oil
revenue to support social spending.9

Angola is another example in which natural resources played a key role
in the war. According to Global Witness, $8.5 billion of public money went
unaccounted for between 1997 and 2001. Transparency International ranks
Angola among the ten most corrupt countries. More recently, Angola and the
IMF have failed to reach agreement on a program to support economic recon-
struction because of the Fund’s misgivings about how the country accounts
for its resource-related revenue. The Paris Club of sovereign creditors had
put pressure on Angola to enter into an IMF-supported program in order to
reschedule its debts of about $1.5 billion to $1.8 billion. On a positive note,
Angola has announced that it is planning to adhere to mechanisms, such as
the UK’s Extractive Industries Transparency Initiative (EITI), to improve the
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transparency of government revenues (Reed 2005). During its reconstruction,
it is critical that Angola manages its oil and diamond reserves in a sound and
non-corrupt manner and that proceeds from these resources be effectively
used for the creation of dynamism and inclusion in the country.

These examples illustrate the economic issues related to the so-called
“resource curse,” which refers to the fact that many countries that are rich
in national resources mismanage them to such an extent that they derive
little economic benefit.10 The way countries manage natural resources will
be critical for post-conflict economic reconstruction, and the MNR has a key
role to play. Policymakers in richly endowed countries should not forget that
the international community expects them to bear more of the reconstruction
bill than poor countries, and that only a good strategy and good policies can
enable them to do so.

If done within the multilateral political and economic framework discussed
earlier for post-conflict countries, and if included as part of the strategy
for economic reconstruction, the exploitation of natural resources could be
more transparent than has been the case within a strictly bilateral framework.
This could prevent both foreign firms from taking advantage of vulnerable
countries and corrupt government officials from doing the same.

THE CENTRAL BANK

In industrial countries, as well as in the majority of emerging markets, many
experts, including former governors of central banks, argue that the fun-
damental function of the monetary authority is to promote and maintain
price stability. Even in cases in which price stability is not the only—or even
the most important—objective of economic policymaking, both theory and
practice provide support for the view that the central bank should focus its
operational activities on the fight against inflation and the long-term preser-
vation of gains in this area. Empirical evidence indicates that the instruments
within reach of the central bank—that is, the instruments related to mone-
tary policy—are particularly effective in eliminating inflationary pressures. At
the same time, there are clear indications that such instruments are not the
best to achieve other policy objectives—such as growth, full employment, or
greater income equality. On the contrary, the use of monetary policy for such
objectives may have perverse consequences.11

Empirical evidence shows, moreover, that the fight against inflation
requires the adoption of a long-term framework. This, in turn, requires
insulating the central bank, as the institution that is mainly responsible for
ensuring price stability, from the daily political, social, or sectoral pressures to
which it might be exposed, by guaranteeing its institutional independence.
Such independence entails—among other things—protecting the central
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bank and its officials from the effects of changes in the domestic political
environment.

As Blejer and I argued (Blejer and del Castillo 2000b), it was not, as many
argue, the centers of power of the industrial world nor the neo-liberal beliefs
prevailing at the international financial institutions (IFIs) that determined
best practices in this area. Instead, they reflected the decisive influence that
international capital markets have in the allocation of resources and in penal-
izing countries that have higher rates of inflation. Countries that lack at least
de facto if not de jure central bank independence, and that are non-compliant
with the objective of price stability and other rules of the game, risk being
bypassed by the large international flows of private capital that characterize
today’s increasingly globalized world.

This is not at all the case for countries in post-conflict situations. Countries
in the war-to-peace transition have no possibility whatsoever of tapping the
international capital markets. They are dependent on official financing flows,
mostly in the form of grants and concessional loans. Hence, the discipline of
the capital markets is not something that should concern them in the initial
period.

On the contrary, during post-conflict economic reconstruction, the objec-
tives of the central bank have to expand, diminishing the importance of price
stability, or subordinating it to different types of political and business-cycle
needs. Although best practice in the long run should be the objective of
price stability, in the short run this objective might be affected by immediate
and critical financing needs of reconstruction-related projects. Such financing
needs may arise from the reluctance of donors to fund projects that are often
critical in a successful transition to peace. In such cases, central banks, in con-
junction with the President and the Ministers of Reconstruction and Finance,
should seriously consider domestic financing, even if it carries a short-term
inflationary cost. Problems with financing reconciliation programs, including
employment creation in Kosovo, the arms-for-land program in El Salvador,
and much-needed confidence-building measures in East Timor, Afghanistan,
Iraq, the Democratic Republic of Congo (DRC), and elsewhere, have endan-
gered a fragile peace in many of these countries.

Countries in the process of reconstruction differ greatly, both in the institu-
tional capacity of their central banks and in how war affected their payments
and banking systems. In general, countries undergoing reconstruction will
need to strengthen and modernize the central bank and build up an efficient
and solid banking system by improving its regulatory and supervision powers.
In some cases, as it was in Afghanistan, countries may also need to move to a
two-tier banking system, where the central bank stops performing commercial
functions and focuses on monetary policy and its regulatory and supervi-
sion policies. Although countries could establish a Banking Superintendence
during reconstruction, it may be better to locate regulatory and supervisory
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powers, in addition to monetary policy functions, within the central bank.
This would allow the head of the central bank to coordinate with the Minis-
ters of Reconstruction and Finance, the President, and other political actors
in incorporating political considerations as needed, so that monetary and
exchange rate policies could be fully attuned to the demands and constraints
of the war-to-peace transition.

Some have likened the financial sector to the blood of the human body
that permeates the economic system throughout. Stiglitz (1998) likens the
financial system to the brain of the economy. At any rate, both analogies are
good to illustrate the fact that a well-functioning financial sector is necessary
to ensure the efficient allocation of scarce capital. In post-conflict transitions,
too, a sound financial system is a requisite for effective intermediation and
effective monetary policy. However, the formal financial system often consists
only of banks, which are frequently state-owned. In the immediate post-
conflict period, therefore, the authorities need to assess and audit existing
banks. Given that reform of the banking system is essential for improving
the mobilization and allocation of savings, the authorities should close banks
deemed to be insolvent and beyond recovery, and must develop a plan for the
revival of other banks. The need to finance micro- and small-sized enterprises
(MSEs) is large, requiring the establishment of microfinance institutions if
they do not exist. Banking regulation and on-site supervision needs to be
improved. The central bank must eventually build the capability for surveil-
lance of the financial system and enforcement of prudential rules, which will
become stricter and in greater accordance with international standards as the
system develops.12

In countries such as the DRC and Afghanistan, where a large part of the
territory remains outside the control of the national authorities, a major
challenge in the monetary and banking area will be to extend the payments
and credit system to areas of the country that will gradually come under the
authorities’ control. This will create a great demand for external financial and
technical assistance.

RESOURCE FUND: ALLOCATING RESOURCES BETWEEN
CURRENT AND FUTURE GENERATIONS

In addition to the basic institutions for economic policymaking, governments
will have to establish a number of institutional arrangements to deal with
specific issues. For instance, commodity-producing countries often create
resource funds and other savings schemes. These have become best practice
as a countercyclical policy in normal development, following the practice in
industrial countries.
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Although it is best practice to save for a rainy day, in post-conflict transi-
tions it pours everyday and what is best practice under normal development
may be a wasted opportunity during the post-conflict transition. In fact, it
should be an issue for debate among policymakers designing the strategy for
reconstruction whether resource-related income should be saved in a fund for
a financial return or whether it should be invested in human and physical
infrastructure to improve the future productive capacity of the country and
improve the welfare of the population at the same time. The latter—if effec-
tively and transparently invested—would probably have a higher rate of return
than the former. Most importantly, by raising the “peace dividend,” it will
likely lower the high risk that a country in the transition to peace otherwise
has to revert to war.

What, in my view, policymakers should not even consider is to replicate
institutional arrangements that originate in a completely different environ-
ment. What may be best practice for a developed country such as Norway,
with an aging population at the top of the Human Development Index, will
certainly not be best practice for a developing country like Timor-Leste, which
has the fastest population growth in the world, one of the lowest per capita
income levels, seriously damaged infrastructure, and is at the bottom of the
Human Development Index (HDI). A different institutional arrangement for
its oil and gas revenue could have accelerated reconstruction and prevented
the renewed violence that broke out in 2006, after the UN had already filed
the country as a success story.

Rather than using a large proportion of the increasing oil and gas rev-
enue starting in 2004 for reconstruction purposes—including investment in
human and physical infrastructure—Timor-Leste, with IMF support, created
a Norwegian-style petroleum fund. According to the IMF, the key element of
this fund is a savings rule that permits the country to use only interest income
for development purposes. The World Bank strongly supported this policy, as
José Ramos-Horta, then Foreign Minister and since 2007 President, noted in
a speech to the 60th General Assembly.

In the Bank’s view, the country has adopted a state-of-the-art legal framework for
on- and offshore petroleum production and taxation and a draft savings policy and
associated Petroleum Fund Act consistent with the Extractive Industries Transparency
principles even before EIT existed. . . . True to stated principles, the government has
adhered to a provisional savings policy for petroleum revenues ahead of the adoption
of the permanent savings policy.13

This policy, in conjunction with a policy of zero domestic or foreign borrow-
ing, has unnecessarily constrained economic reconstruction. Under normal
conditions, poor countries should get grants rather than loans, since they
will have difficulties repaying loans. The situation of resource-rich countries
is different. As mentioned earlier, on one hand, donors are less likely to be
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generous and, on the other, borrowing may be necessary for investment in
infrastructure and resource development that is likely to have a high rate of
return, which would allow the country to develop and service its debt in the
future. Furthermore, by investing their oil and gas proceeds in human and
physical infrastructure the country would have facilitated the transition to
peace.

Thus, it seems to me that, in following optimal economic policies and best
practices, the government of Timor-Leste—with the advice and blessing of the
Bretton Woods institutions—was more royalist than the king. In fact, I would
argue that the petroleum fund went beyond even “development as usual”
practices. The Asian Development Bank (ADB 2006: 246) showed more sense,
noting, “it is unclear that the current policy on drawdown is the best approach,
given the early stage of the economy’s development . . . [and the fact that] new
discoveries of energy in the future . . . may well mean that future generations
are much better off than the current generation.”

The ADB also notes that government policy makes it possible to use more
revenue for development and for social support in the short and medium
term, because the parliament can authorize spending from the petroleum
fund in a particular year that exceeds the limit. The government will serve
its people well by disregarding the Bretton Woods institutions’ advice and
accelerating the use of petroleum and gas revenue for economic reconstruc-
tion. In Timor-Leste, the rehabilitation of basic infrastructure and services,
the creation of jobs for the 30 percent of the labor force that is unemployed,
and the development of the agricultural sector, which currently accounts for
75 percent of employment, should have top priority. There, as in any other
post-conflict situation, the objective of peace should prevail at all times, and
peace will be ephemeral unless economic reconstruction takes place within
a framework of political inclusion and national reconciliation. Because post-
conflict economic reconstruction is a development-plus challenge, business-
as-usual policies, best practices, and institutional arrangements in pursuit of
purely economic objectives can have tragic consequences.

INSTITUTIONS FOR THE TRANSITION TO NORMAL DEVELOPMENT

The experiences of El Salvador and Timor-Leste brought to light the impor-
tance of exit policies for the transition from reconstruction to normal devel-
opment. The international community and national authorities need to plan
and coordinate the exit strategy well. These cases also highlighted two issues
that countries must negotiate to ensure the proper institutional arrangements
for the new transition.

First, the government should ensure that the UN (or any other organization
involved) creates the necessary institutional arrangements to carry out any
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unfinished business related to the implementation of the peace agreements.
Governments should not assume that development institutions will deal with
them appropriately on their own. As the UN peacebuilding mission winds
down, the UN Development Group (UNDG) National Coordinator should
become both the UNDP Resident Representative and UNDG National Coor-
dinator (see Figure 3, p. 64). The experience that he or she would bring
to the job would ensure support for the sustainability of the peace process,
while at the same time facilitating a smooth transition to the “development
as usual” functions of the UN system. Countries at low levels of development
that have had comprehensive support from the international community for
some period of time should not be deprived of such support drastically and
abruptly, as happened in Timor-Leste. Diminution of international support
should be gradual and well monitored to ensure that it is not proceeding
too fast. The inadequate institutional framework to deal with “unfinished
business” related to peace-related programs was a critical factor in making
some of them unsustainable.

Second, the transition to normal development is the time when national
authorities, supported by the development institutions, will have to design
their strategy to alleviate poverty and achieve the MDGs. Although insti-
tutions dealing specifically with reconstruction should disappear, reformed
national institutions will be stronger and will be able to assume their full
responsibilities in the development of the country.

Summary of institutional arrangements
for effective reconstruction

Effective post-conflict economic reconstruction will require a new institu-
tional framework within the countries involved and also within the UN. I have
argued that if the UN were reformed, strengthened, and adequately staffed, it
would be the best organization to lead reconstruction.

For this, the UN institutional arrangements—required at headquarters and
at the peacebuilding mission in the field—need to be revised to ensure the
organization’s technical capacity to carry out its mandate in this area. Since the
UN will need the strong support of the IFIs, the UN programs and agencies,
non-governmental organizations (NGOs), and other donors, the institutional
arrangements also reflect the need for effective coordination and collabora-
tion. For this, the UN institutional arrangements-required at headquarters
and at the peacebuilding mission in the field-need to be revised to ensure the
organization’s technical capacity to carry out its mandate in this area. Since the
UN will need the strong support of the IFIs, the UN programs and agencies,
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Figure 6. Proposed coordination links between the Government and the UN Peacebuilding
Mission in the Country

Notes: 1. President or Prime minister, depending on country. 2. Post-Conflict Economic Reconstruc-
tion Department; 3. National Reconstruction Coordinator Office; 4. Deputy Special Representative of
the Secretary-General for Economics and Finance; 5. Special Representative of the Secretary-General.

nongovernmental organizations (NGOs), and other donors, the institutional
arrangements also reflect the need for effective coordination and collabora-
tion. My proposal for an institutional framework for effective reconstruction
is shown in Figures 2–6.

Figure 2 (p. 63) indicates the need for a Post-Conflict Reconstruction Unit
(PCRU) in the UN Secretariat to provide leadership, support, and operational
guidelines to the mission in the field. Due to the political nature of reconstruc-
tion, the PCRU would be located in DPA, with strong links to the DPKO and
the DESA, with each of these departments having a Post-Conflict Reconstruc-
tion Coordinator (PCRC) that would facilitate coordination among them.

Figure 3 shows the National Reconstruction Coordinator Office (NRCO)
in the UN peacebuilding (or integrated) mission in the field, as counter-
part to PCRU, and with overall operational responsibility for economic
reconstruction. The National Reconstruction Coordinator (NRC) would
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be either under a Deputy Special Representative of the Secretary-General
(DSRSG) for Economics and Finance or directly under the SRSG, depending
on the size of the mission. The NRCO would include four units, each headed
by a Policy and Strategy Coordinator, an Aid Coordinator, an IFIs Coordina-
tor, and a UNDG National Coordinator.

Figure 4 (p. 65) shows the proposed links through which the UN Secretariat
and the peacebuilding mission in the field should communicate and coor-
dinate in matters related to post-conflict economic reconstruction: directly
between the PCRU at headquarters and the NCRO in the field.

Figure 5 (p. 241) shows the institutional arrangements to deal effectively
with reconstruction at the country level. The Cabinet, headed by a President
or Prime Minister, would have a Ministry for Reconstruction, in charge of
all political and technical decisions regarding reconstruction, and a Minister
of Finance, who would address all financing issues related to reconstruction,
including aid.

Finally, Figure 6 shows the proposed links for effective coordination
between the government and the UN peacebuilding mission. Coordination
between the government and the international community is essential to
ensure that international support strengthens the government rather than
bypass it. It is also essential to ensure that the impact of scarce resources is
maximized rather than wasted.

Unless a clear institutional structure is put in place for the channels through
which the UN and the rest of the international community will support
the government, a piecemeal approach, conflicting interests, duplication and
waste, and other inefficiencies will remain the rule rather than the exception.



13 National reconciliation
efforts

Disarmament, demobilization, and reintegration

FROM EMERGENCY TO NORMAL DEVELOPMENT

National reconciliation efforts include the disarmament, demobilization, and
reintegration (DDR) of former combatants and other groups affected by the
war as well as the rehabilitation of basic services and infrastructure. Gov-
ernments need to carry out these efforts continuously and implacably, from
the early emergency phase to the end of post-conflict economic reconstruc-
tion, when the country moves back onto a normal development path. This
is what clearly makes reconstruction during the war-to-peace transition a
development-plus challenge.

As discussed in the case studies, peace agreements, UN resolutions, and
statements by high-level officials of occupying countries often build up expec-
tations about what peace will bring to the population at large, which are
often unrealistic and difficult to satisfy. Unfulfilled expectations of disgrun-
tled groups can seriously endanger an entire peace process. For this reason,
planning and financing of peace-related programs, as well as synchronization
among the different programs, and continued support until their completion
are important to make these programs effective and sustainable. This is why
the design of the reconstruction strategy is so important.

Many countries in post-conflict situations need to deal with large numbers
of returning refugees and internally displaced persons. Plans for reintegration
of all these people into society and the economy need to be in place. In
many cases, the speed with which the new authorities and the international
community have to deal with the issue of returnees has taken the authorities
by surprise. This was certainly the case in Kosovo. This is why it is so important
to incorporate this issue in the strategy for economic reconstruction.1

One of the dangers of economic reconstruction is that many of the emer-
gency programs that are started at the time war ends are allowed to wither
over time, mainly because of lack of financing, technical assistance, or interest
from the national authorities or the donor community and multilateral and
bilateral organizations that support reconstruction.

Humanitarian aid will increase the consumption possibilities of vulnera-
ble groups during the emergency phase and should be welcome. However,
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policymakers need to be aware that humanitarian assistance will not cre-
ate investment and employment in the country. Hence, reconstruction aid
should start as soon as possible so that rehabilitation of infrastructure and
other investment will promote employment creation, increase productivity,
and avoid long-term aid dependency. This, of course, will only happen if
governments utilize reconstruction aid largely to contract local companies
and employ nationals. Good aid utilization will facilitate the move from
short-term emergency programs to longer-term reintegration programs that
are sustainable over time and that facilitate the transition from post-conflict
economic reconstruction to normal development.

One of the conditions for successful reconstruction of a country is the
DDR of former combatants, including all militia groups. This involves their
cantonment, the storage, custody, and disposal of their arms, and the provi-
sion of short-term emergency programs to satisfy their immediate needs in
terms of food, documentation, housing, tools, and training. In addition to
former combatants, emergency and longer-term reintegration programs will
also need to include returnees, internally displaced persons, and other groups
marginalized during the years of conflict.

Disarmament and demobilization of former combatants is critical since
these groups are those more used to violence and therefore more likely to
resort to banditry or to take up arms if promises to them are not kept. Post-
Sandinista Nicaragua in the early 1990s and Angola a few years later were rele-
vant in this regard. The recent experience of Lebanon is painfully conclusive in
that countries that do not succeed at disarming their militia groups are likely
to go back to war. In Lebanon, failure to disarm and demobilize Hezbollah
largely reversed the gains from fifteen years of economic reconstruction after
the civil war in the 1980s.2

In designing the strategy for DDR it should be kept in mind that, as
Salomons (2005: 19–20) points out, disarming represents the decisive moment
for any peacebuilding process. When combatants have to give up their arms,
they face a point of no return. They, and their leaders, must have faith in a
future where the advantages of peace for better living conditions outweigh
those of war. As Salomon also notes, supporting a demilitarization process is
not just a technical military issue. It is a complex operation, which has politi-
cal, security, humanitarian, and economic dimensions. It requires the resolve
and perseverance of the national leaders and the international community to
carry it out effectively.

Because disarmament is a point of no return, former combatants are likely
to cheat and keep some of their arsenals outside the verification process, and
this is likely to put severe pressure on the peace process, as it did with the
missiles that the Salvadoran FMLN kept in Nicaragua. Thus, the UN (or any
other organization doing the verification) needs to have adequate resources
to ensure proper disarmament. Spear (2002: 157), for example, attributes
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the large cheating by UNITA in the implementation of the Bicesse Accords
in Angola to UN logistical and technical problems which allowed UNITA to
return to war in a relatively stronger position.

No peace process has ever succeeded without the reintegration of former
combatants, as well as other groups affected by the conflict, taking place in an
effective manner. This is because effective reintegration promotes security by
limiting the incentives to these groups to act as spoilers. Reintegration, how-
ever, is the longest and one of the most expensive reconstruction activities. As
the IPA (2002d) notes, reintegration is typically neglected, as major donors shy
away from open-ended commitments to the costly social and economic pro-
grams that are often essential for sustainable peace. Donors should consider
that, without effective reintegration, their military and security expenditure to
keep the peace may be significantly higher.

The UNDP and several of the UN agencies support UN efforts at DDR
of former combatants and other groups. This process is critical in support-
ing national reconciliation and the promotion of peace. In December 2006,
the UN launched new Integrated Disarmament, Demobilization, and Rein-
tegration Standards, acknowledging the difficulty of transforming individuals
scarred by conflict into productive members of their societies. In order to facil-
itate the transition, the Standards call for measures to provide psychosocial
counseling, job training, educational opportunities, and mechanisms to pro-
mote reconciliation in the communities to which those individuals return.3

Short-term emergency and training programs

Governments need to establish short-term emergency programs as soon as
possible with the assistance of the international community. Humanitarian
assistance should target the former combatants, groups displaced by the con-
flict, and returning refugees, as well as other victims of the conflict. Refugee
repatriation and the relocation of displaced populations are critical in peace
consolidation. Any strategy for post-conflict reconstruction needs to include
plans and sources of finance for this process.

The government—or the international community in cases where the gov-
ernment is still not in place or too weak—need to provide relief and human-
itarian assistance in the immediate post-conflict period. This includes basic
food and health services, temporary housing, potable water and sanitation,
logistics, and other basic services to vulnerable groups. They also need to
provide psychological, social, and medical support programs for people emo-
tionally affected by the conflict, including women, children, and people with
physical disabilities.4

As the war winds down, it is necessary to rush relief supplies to points
where people need them the most. For this, it is essential to start the planning
and logistics as soon as feasible. As I argued earlier, emergency programs do
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create serious distortions and need to wither as soon as feasible. Thus, for the
emergency phase to be successful, relief workers would ideally leave the coun-
try after the crisis is over, having built up basic local initiatives and capabilities
that would allow local people to carry out the next stages of rehabilitation
and reconstruction. This will not happen in countries at a very low level of
development, where capabilities are limited and there is a huge resource gap.
In those countries, the international community should be prepared to be fully
involved in the country long after the emergency phase is over. Nevertheless,
emergency programs should be restricted to as short a period as possible.

Despite the urgency of establishing a number of programs immediately,
these need nevertheless to have a medium-term framework from the very
beginning. Thus, emergency programs should be as much as possible a
first step in long-term reintegration of targeted groups. A good strategy
and advance planning are necessary for such programs since otherwise, the
urgency of establishing them for humanitarian reasons, and to ensure the
ceasefire, often operates against their longer-term relevance and program
sustainability. This is particularly true of programs in education, skill- and
job-training, and other capacity building activities that cannot be restricted to
the emergency phase only.5

Lessons from Mozambique, El Salvador, Guatemala, and many other coun-
tries are conclusive in this respect: short-term reintegration programs served
an important purpose in providing demobilizing soldiers with a means of
survival and an alternative to banditry that indeed helped maintain the cease-
fire. However, these short-term programs lacked planning, coordination, and
synchronization with demobilization dates. As a result, people used short-
term programs for economic gain rather than as a first step in the process of
developing a viable, longer-term professional occupation. For example, many
of the beneficiaries of the land program in El Salvador had not participated in
training programs in agricultural production, while many that had were not
entitled to the land program. This made longer-term reconstruction particu-
larly challenging and expensive and failed to ensure its sustainability.

Medium- and long-term reintegration programs

Building on the short-term emergency and training programs, medium- and
long-term programs should aim at ensuring proper reintegration of former
combatants, their supporters, returnees, and other such groups into society.
Policymakers should design this strategy carefully and as well-integrated as
possible to the emergency one. It is important that the strategy have enough
financial and technical support at each stage, to make reintegration sustainable
over time, since it has proved a sine qua non for peace consolidation. If the
strategy fails, former combatants and other groups that were closely involved
with the war may go back to arms in order to secure their livelihoods. Even
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if this does not derail the peace process, it will be responsible for the great
public insecurity that has characterized many post-conflict situations from
El Salvador to Afghanistan.

If policymakers want a consistent and effective strategy for reintegration,
they will need to have an overall integrated strategy to ensure good planning
of the various programs. Having the whole picture would allow policymakers
to react to rapidly changing circumstances. This is clearly preferable to having
donors or different local and international organizations carry out and finance
programs separately. This would be a problem for effective policymaking.

There can be different avenues for reintegration. Reintegration often takes
place through the agricultural sector, micro-enterprises, fellowships for tech-
nical and university training, and even through the incorporation of former
combatants into new police forces, the national army, or political parties.
Reintegration programs for the disabled are particularly important. These
involve not only short-run emergency medical rehabilitation (including the
provision of artificial limbs, hearing aids, wheelchairs, and specialized vehi-
cles) but also programs to reintegrate as many as possible into the produc-
tive life of the country, with long-term financial support for those who are
not able to support themselves because of their physical or psychological
disabilities.

Reintegration programs also have to address the needs of other vulnera-
ble groups, including children, women, and the elderly. Child soldiers and
other children suffering from the devastating impact of war or other disasters
require a wide variety of special services relating to health, education, training,
and rehabilitation. Policies should foster the reinstitution of family life, after
years of conflict during which families often drift apart. Particular attention is
necessary to women who need to redefine their positions in society. Women
are often empowered by the war and see their roles and responsibilities rede-
fined at the time of peace. In such circumstances, women are especially vul-
nerable and require support in terms of social services, access to credit, train-
ing, education, and technical assistance. Returnees and displaced people also
have particular needs that governments need to contemplate in designing the
reintegration programs. For example, children may not have attended school
while they were refugees or internally displaced. In addition, it is common
that somebody else may have taken over their family house while they were
away.

It is important to analyze carefully the viability of implementation and the
financing implications of different options before deciding on a particular
channel for reintegration. Policymakers also need to look at reintegration
programs in an integrated manner. The Salvadoran land-for-arms program
is illustrative, not only of how the lack of integration can affect reintegration,
but also of the need to explore different avenues. The lesson was that pro-
viding credit for the purchase of land was not sufficient. Unless governments
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and the international community provide training, technical assistance, and
credit for both housing and agricultural production that is well coordinated,
reintegration will not succeed or be sustainable. The lack of integration of
these programs drove many recipients of the arms-for-land program away
from their land and greatly increased urban insecurity. In retrospect, given
Salvadoran entrepreneurial abilities and land shortages, other avenues of rein-
tegration could have been perhaps more effective.6

Reintegration is the most complex, challenging, expensive, and longer-term
activity relating to post-conflict reconstruction and the one in which the polit-
ical and economic objectives of reconstruction are so intertwined for national
reconciliation. The success of reintegration programs is often dependent on
economic recovery and foreign financing. Reintegration becomes particularly
difficult in stagnant economies and in countries undergoing necessary but
rigorous economic stabilization and structural reforms programs. This is so
because the financial implications of peace-related programs are often in con-
flict with the objectives of economic stabilization. For this reason, the design
and implementation of stabilization programs require flexibility and prag-
matism. Successful reintegration is often dependent on governments making
difficult political and financial decisions to solve critical problems relating to
property rights, lack of credit, housing, and technical assistance.

For reintegration programs to serve their purpose, people need to per-
ceive them as fair. Both in Nicaragua and in Angola, reintegration pro-
grams contemplated better treatment of Contra guerrillas and former UNITA
combatants than government troops. This obviously created serious resent-
ment. Thus, reintegration programs failed to be peace-supporting, as they
should be.7

In Sierra Leone, considered a basket case before May 2000, post-conflict
economic reconstruction is proceeding reasonably well with the strong sup-
port of the international community, in part because of the strong effort at
DDR of the various groups. Although now the big challenge is creating sus-
tainable employment for the population at large, particularly the young one,
DDR programs had an important impact in stabilizing security conditions.8

The success of post-conflict economic reconstruction in countries such as
El Salvador, Mozambique, and Uganda, for example, is also associated with the
priority they gave to DDR. By contrast, in Kosovo, a large part of the Kosovo
Liberation Army (KLA) remained united and under the same leadership,
which is a potential source for trouble.

It is for all these compelling reasons that any strategy for post-conflict
economic reconstruction should include a well-designed, consistent, fair, and
well-financed DDR program. The success of reconstruction will depend on the
dedication and continuity with which governments implement this program
over time. The UN, its agencies, the World Bank, and other humanitarian and
development organizations should work together with bilateral development
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agencies and NGOs in supporting governments and financing their DDR
strategies.

PRIVATE-SECTOR INVOLVEMENT

In developing a post-conflict reconstruction strategy, it is important to keep
in mind that support for micro- and small-sized enterprises (MSEs) should
be a priority of any government in post-conflict situations. The creation of
private-sector jobs is essential for effective long-term reintegration since most
countries start from a very weak fiscal situation that does not allow them to
create public-sector jobs, which donors are reluctant to finance.

One of the main challenges for countries in post-conflict situations—
not unlike those in post-financial or natural disaster crises—is how to pass
from emergency programs, which often enjoy strong financial and technical
support, to the post-emergency phase in which external support will drop
sharply to more normal levels. During the latter, employment and services
created cannot become recurrent expenditures of the government, simply
because there will not be financing for budgetary support of the magnitude
available during the emergency. That is why the establishment of long-term
reintegration programs is so challenging. Although these programs will need
financial support from the reconstruction aid budget, they will eventually have
to become self-sustaining. Furthermore, the challenge of involving the private
sector in these post-emergency situations should not be underestimated and
policymakers need to address it head-on. MSEs can be an important source
of employment and the creation of employment is a sine qua non for national
reconciliation and peace consolidation.

The private sector should be involved early on in the transition but security
and political considerations often make it practically impossible. Further-
more, the government needs to create an adequate—and as simple and flexible
as possible—macroeconomic framework, as well as an institutional, legal, and
regulatory one, that would support the private sector to develop competi-
tiveness in certain areas, so that they will be able to create jobs and exports.
The macroeconomic and microeconomic framework needed to support the
private sector will be discussed in more detail in Chapters 14 and 15.

OTHER ISSUES RELEVANT TO THE DESIGN
OF A REINTEGRATION STRATEGY

In designing specific projects, national policymakers and those supporting
them should keep in mind a number of factors that can affect the transition
to peace, as well as those that affect the chances of moving the country onto a
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path of normal development. The strategy for reconstruction should balance
these two factors, which may work in different directions.

In 1947 Dulles (1993) argued that it would be a waste of money merely to
feed the Europeans for a year or two and not give them the tools, fertilizer,
and fuel without which they would have little chance of righting their own
(post-war) economies. He believed that what they did in the first year of the
Plan was going to be decisive. The same applies to present day experiences,
and policymakers should design specific projects with this in mind.

Food aid

Countries in the war-to-peace transition are likely to rely on food aid for
some time. The UN, mainly through the World Food Program (WFP), has
significant experience in providing it. Food aid is particularly important to
countries that have lost their capacity to produce or acquire food because
of war or natural disaster, or to those in which war has uprooted, internally
displaced, or forced to seek refuge elsewhere a significant proportion of the
population.

However, food aid, as all types of aid, can create dependence and distortions
and policymakers need to analyze them carefully as the transition proceeds. To
avoid such dependency, policymakers need to plan for the phasing out of food
aid. By affecting local prices, aid often interferes with or distorts domestic food
production. The transition from food aid to reliance on domestic production
must be encouraged through the provision of essential inputs such as seeds,
fertilizers, and pesticides. Donors can initially provide these goods in kind
or can provide budgetary support to the government so that it can subsidize
them.9 Technical assistance and credit are essential elements in this transition.
The UN system—mainly through the Food and Agriculture Organization
(FAO) and the International Fund for Agricultural Development (IFAD)—
with NGOs and bilateral donors can play an important role in providing or
facilitating both.

Fuel

Fuel is a basic humanitarian necessity. Although there are no special UN agen-
cies that can provide such a service, the UN Joint Logistics Centre (UNJLC),
an interagency mechanism led by the World Food Program, supports humani-
tarian actors in this area. Various aspects, from the production of crude, to the
transportation through oil pipes, to the refinery of gasoline, to the distribution
and allocation, are often the target of sabotage attacks that can be a serious
deterrent to humanitarian assistance and economic reconstruction. The local
and foreign population will use fuel for various activities including cooking,
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the distribution of food, running a heating system, in all types of production
and transportation, and many others.

Fuel demand will increase in post-conflict situations, not only because of
the reactivation of growth but also in relation to the expatriate civilian and
military presence in the country. This is what happened in large operations
such as those in Kosovo and during the occupation of Iraq. As they plan the
strategy, policymakers need to make a careful and realistic assessment of the
needs.

Policymakers need also to be concerned about increasing supply. Just as
with food, the issue of fuel has both humanitarian and reconstruction objec-
tives that often conflict with each other. On the one hand, subsidies to oil and
oil products, which often mitigate the hardship of post-conflict situations, will
create distortions by delaying and discouraging production and refining of oil
products. The phasing out of subsidies will be politically difficult, and should
be done gradually and at the right time, so as not to have a large humanitarian
impact on the population at large, which could backfire politically.

Conflict causes environmental damage, often through deforestation or
through attacks on refineries, power plants, or other such infrastructure. Thus,
after an assessment of initial conditions, those drawing up the strategy for
reconstruction will need to contemplate plans for reversing or cleaning up
of environmental damage. The United Nations Environmental Programme
(UNEP) is the UN body on which to rely both for assessments as well as
for support in dealing with the problem. For example, when Israeli air raids
hit the Jiyyeh thermal power plant south of Beirut in the July 2006 conflict
in Lebanon, an estimated 10,000 to 30,000 tonnes of fuel oil spilt into the
Mediterranean Sea. UNEP sent a team of international experts to deal with
this problem as well as to assess pollution risks to drinking water, sewage
treatment, and hospital facility sites.10

Demining

The removal of mines is frequently a prerequisite for many reintegration
activities. It is a very costly operation and it can involve environmental con-
siderations, since it is often necessary to burn large stretches of forest or fields
to remove mines. Mines are not only a danger to the population, but can also
seriously impede agricultural production and endanger cattle.

According to the Humanitarian Demining Program Office of the US Army,
the challenge of demining is related to the fact that those that use landmines
bury them at different depths, in different soils, and in different terrains. In
addition, there are over 600 types, models, and varieties. These are composed
of different materials, contain different explosives, different components, and
sometimes unique anti-tampering or triggering devices.11



264 A STRATEGY FOR RECONSTRUCTION

Demining primarily includes the detection, clearance, and neutralization
of mines. Other activities necessary to support demining include increasing
mine awareness in the population and advising governments accordingly, and
training soldiers, former combatants, and others in mine removal. There are
few alternatives for demining. El Salvador, for example, used private compa-
nies that relied on former combatants (from both the military and the guerrilla
groups) for guidance in locating the mines. In Nicaragua, on the other hand,
demining took place under the auspices of the Organization of American
States (OAS). The UN Mine Action Services (UNMAS) has field programs in
Afghanistan, Democratic Republic of Congo (DRC), Burundi, Ethiopia, and
elsewhere, where it works with governments, NGOs, commercial companies,
and donors.12

DESIGNING THE REINTEGRATION STRATEGY

Since the Salvadoran experience with reintegration is by most accounts one
of the most successful in the post-Cold War period, three lessons from this
experience are worth considering in designing the strategy for reintegration.

Target the “right” avenue

The need to target the right avenue for reintegration is imperative given the
scarce resources—both human and financial—in post-conflict situations. Tar-
geting land was the wrong decision given the scarcity of land; the difficulties in
financing land purchases (because of donor restrictions); the existing tenure
and property rights problems and the likelihood that they would give rise
to a variety of legal difficulties in transferring land. Furthermore, in spite of
their rural origin, many former combatants were not naturally inclined toward
farming. Given the renowned inventiveness and entrepreneurial capacity of
the Salvadoran people, programs for MSEs should have been much larger.
In developing the reconstruction strategy, policymakers will need to analyze
carefully the factors—both positive and negative—that can have an impact on
the different options. They should consider both the viability of implementa-
tion and the financing implications of different options before deciding on a
particular channel for reintegration.

“Preferential” treatment becomes more difficult as time goes by

In designing the strategy, policymakers should remember that it is more polit-
ically expedient to target groups directly affected by the war for preferential
treatment right after the ceasefire agreement than at any later point in time. As
the economic reintegration process proceeds, it often becomes more difficult
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to justify adopting preferential treatment for these groups, when there are
others in similar conditions of poverty and need, violating thus the “equity
principle” of development.

It is important for governments to understand so and realize that it is
politically better to comply with peace agreements as soon as possible. It is also
important for targeted groups to realize that, as time goes by, they are likely
to receive less rather than more. Moreover, leaders who negotiated peace will
change and their successors may not be as committed to the peace process as
those that were involved in the negotiations.

In El Salvador, President Cristiani signed the peace agreements and was
committed to their implementation. President Calderón Sol, though openly
supportive of the peace agreements, made social development the top priority
in his agenda; as such, it was more difficult for him to discriminate among
groups, particularly since poverty was widespread. Because of this, remain-
ing problems of implementing the land and other reintegration programs,
including human settlements, in El Salvador became more difficult to solve
with time. The policy of the FMLN of postponing certain decisions with the
expectation that further efforts at negotiation would yield better results was—
in retrospect—misguided.

Integrate programs to ensure success and viability

In designing the reintegration strategy, policymakers need to integrate pro-
grams if they want the strategy to be successful and sustainable. Providing
credit for reintegration through the purchase of land or the establishment of
MSEs is not sufficient. Unless governments and the international community
that supports them provide well-coordinated training, technical assistance,
and credit, reintegration will not succeed or be sustainable. Medium-term
programs in El Salvador proved to be inadequate in terms of their scope and
breadth. Most beneficiaries of the arms-for-land program lacked agricultural
experience and were entitled to very small plots. The agricultural credit and
technical assistance available only allowed beneficiaries to produce basic grains
for subsistence, which was clearly insufficient to allow them to repay their
debts. In addition to the fact that many lacked houses, this led them to
abandon the land.

Thus, policymakers need to complement medium-term reintegration pro-
grams with adequate credit and technical assistance facilities to ensure their
success and long-term viability. Unless production becomes profitable, those
who received loans for reintegration projects might end up worse off than they
were before: in the past they did not have an asset (for example, land, truck,
house, or micro-enterprise) but they had no debts; after reintegration pro-
grams are finalized they will have an asset but they will also be indebted. Unless
they service their debt, they will soon be ineligible for any further credit,
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making future production difficult. The international community should play
a crucial role in providing adequate credit and particularly technical assistance
in support of medium-term programs.

Rehabilitation of basic services and infrastructure

It is vital that in the early transition from war there be a rapid improvement in
the wellbeing of the population through the restoration of basic services and
infrastructure. Signing of a peace agreement or other settlement to the conflict
should not only bring the prospect of a ceasefire, elections, or freedom of the
press, but should bring also a quick improvement in the living conditions of
the population. Infrastructure is also critical in reactivating economic activity.
Almost every productive sector needs transport, energy, and water and sewer-
age to function, and thus, infrastructure destruction in these areas is a serious
threat to growth reactivation in the early stages of the transition.13

Policymakers should look at the rehabilitation of infrastructure and basic
services as a source of short-term employment for local firms and workers.
Both by its potential to improve living conditions and by creating employ-
ment, rehabilitation of infrastructure and services will help to consolidate
peace. On the other hand, if electricity, fuel, water, communications, and other
basic services and infrastructure do not improve, or if foreign contractors get
a large proportion of the jobs created as in Iraq, the population will resent it
and the security situation will deteriorate.

Rehabilitation and reintegration of former combatants, returnees, and
other war-affected groups are intricately linked and both essential to peace
consolidation. The provision of basic infrastructure will facilitate the reacti-
vation of productive activities in the private sector. This in turn will promote
longer-term employment, which will facilitate reintegration.

Short-run rehabilitation will often take place across a wide variety of areas.
Short-term rehabilitation includes the restoration of power generation and
other basic infrastructure such as the repair of roads, bridges, and railroads;
the improvement of housing14 and infrastructure for education and health
services (schools, health clinics, hospitals); the collection of garbage and the
provision of safe water and adequate sanitation to the largest number of people
possible. The last three programs should jointly be geared towards reducing
the burden on overextended health services, as wars, sanctions, and other dis-
asters often cause epidemics and diseases as well as physical and psychological
disabilities that require specific drugs, nutrition, and medical treatment.

Short-run rehabilitation in these areas is often a prerequisite for the
resumption of productive activities. In the early phase, many post-conflict
countries’ best chance to resume productive activities is through the



NATIONAL RECONCILIATION EFFORTS 267

reactivation of agricultural production. The rehabilitation of roads, bridges,
and railroads will support it. The rehabilitation of the infrastructure for
exports, which will also include airports and ports, is important so that the
countries can increase their export capacity and access to foreign exchange as
soon as possible.

At the same time, policymakers should look at rehabilitation programs
as a way of creating employment for the local population. Rehabilitation
should encompass labor-intensive community projects that can utilize former
combatants as they disarm and demobilize until they can find longer-term
productive jobs in the private sector. These programs can be important in
helping to maintain a ceasefire and avoiding the high delinquency rate that
can result if former combatants are idle right after demobilization. In putting
together former combatants, ethnic groups or other enemies, quick-impact
and rehabilitation projects are often confidence building and contribute to
national reconciliation.

Quick-impact and longer-term rehabilitation programs should minimize
the use of foreign contractors. As discussed earlier, the presence of a large
number of foreign workers creates a number of distortions by increasing the
demand for housing and services, as well as by the higher cost of security to
protect such workers. This results in an ineffective use of aid resources and a
diminished capacity to create local employment. In cases where rehabilitation
necessarily requires foreign expertise, there should be quotas for expatriates,
say 25 percent of the total workers employed. At the same time, this would
contribute to capacity building of the local labor force. The experiences of Iraq
and Afghanistan, as well as those of Kosovo and Timor-Leste, are illustrative of
the distortions created by the large presence of the international community,
and the need to utilize aid flows to improve productive employment of the
local population. These experiences are also illustrative of how lack of progress
in these areas is likely to be a great obstacle to national reconciliation and to
worsen security conditions.

In the area of rehabilitation of infrastructure, the UN system has a strong
institutional capacity to help countries, mainly through the UNDP, ILO,
WHO, UNICEF, DHA, UNHCR, FAO, and UNESCO (see List of Abbrevia-
tions). If well coordinated and financed, and in collaboration with the World
Bank, the regional development banks, bilateral donors, and NGOs, the UN
agencies can play a major assistance role in this area. Whenever financing
is available, countries can also resort to private companies—both local and
foreign—to solve their immediate and longer-term rehabilitation needs.

During the war, countries’ infrastructure suffers to very different degrees.
In addition, many countries have also suffered from the lack of investment,
even before the war. This was certainly the case with Kosovo, Afghanistan, and
Iraq. Deterioration may also occur in the immediate transition from war. In
Iraq, for example, although damage to infrastructure was limited during the
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US military intervention itself, looting, insurgent attacks, and sabotage have
been recurrent since, and have undermined efforts to rebuild the economy.
Although export revenues have been larger than anticipated due to the high
price of oil, attacks on oil pipelines and other infrastructure have prevented
Iraq from reaching targeted export volumes.

The reactivation of productive activities should by no means be restricted
to the increase in exports, to the detriment of more labor-intensive domes-
tic production. All countries in reconstruction, however, have to reactivate
exports, since this will eventually have to become their main source of foreign
exchange, as aid withers after a few years in the transition. This is particularly
imperative in resource-rich countries that have to foot a larger part of their
reconstruction bill. For this reason, the rehabilitation of infrastructure related
to the export sector may be even more urgent in these countries.

DIFFERENT ACTORS IN REHABILITATION OF INFRASTRUCTURE

The role of the government

National governments (including the central government, local governments,
and state-owned enterprises, SOEs) can finance infrastructure utilizing pub-
lic sector resources (including the central government budget and those of
local governments and SOEs). Governments of countries in post-conflict
situations, however, are generally not in a position to finance infrastructure
from their own resources, at least in the immediate transition to peace. This
is true in general, even in resource-rich countries. Those governments will
need to rehabilitate the infrastructure related to the natural resources that are
abundant in their countries, together with the transportation, storage, ports,
and airports needed for the country to export. Only then, will governments
have resources to invest in other things.

Governments, however, have a critical role to play at this early stage. First,
security is a prerequisite for the rehabilitation of infrastructure. Rehabilitation
in insecure areas will be difficult, as has been amply demonstrated in the recent
experience with reconstruction in Afghanistan and Iraq. Second, governments
will need to set up the basic institutional, legal, administrative, and regula-
tory framework for infrastructure. Donors will not be willing to finance, nor
investors be willing to invest, without such a framework.

The role of donors

Because of the weak fiscal situation of countries coming out of war, and the
fact that reactivation of the economy is dependent on basic infrastructure,
rehabilitation is one of the areas which donors are more likely to support
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during reconstruction. Assistance is normally of two types. As part of their
humanitarian assistance, donors either finance or repair basic infrastructure
and services. Expatriate experts often get involved in short-term rehabili-
tation. This does not create local employment and, at the same time, the
international presence creates distortions. For both reasons, this has to be only
a short-term phenomenon. Longer-term, donors should target reconstruc-
tion funds and technical assistance to improve the infrastructure the country
needs, to provide basic services to the population at large, and to restore
production and trade.

Public–private partnerships

As it was clear from the case studies, financing—from both the government
and donors—is often inadequate for the large investment needs of countries in
post-conflict situations. Thus, governments have to explore different alterna-
tives to finance public sector infrastructure. Under normal conditions, private
investors finance infrastructure, through either equity or debt issuing. In post-
conflict situations, however, private investors hardly ever get involved, unless
it is in partnership or with guarantees from the government or donors. In
between the options of fully publicly financed infrastructure and fully pri-
vately financed ones, there is a variety of mixed public–private partnerships
(PPPs). PPPs include a number of innovative financing techniques, which are
partly off-budget, that is, that do not affect the public sector finances.15 PPPs
tend to reduce the fiscal implications of the investment or at least defer its
impact, which is something that post-conflict governments could welcome.
Although PPPs may not really be an option for the early transition, govern-
ments should definitely explore and debate them, particularly for the time
when donors’ financing starts dropping. Financing normally peaks two to
three years after the end of the war and falls sharply thereafter.

Each country will have different needs and constraints, and both the inter-
national financial institutions (IFIs) and many of the bilateral ones will advise
them to privatize their SOEs. For this reason, policymakers need to investi-
gate and analyze innovative practices used by other countries—successfully
and otherwise—in financing infrastructure in the critical sectors, particularly
transportation and energy sectors which require large investments. These
include different types of public sector concessions to the private sector,
including leasing, which do not necessarily require the sale of public assets.
Other options include asset-backed securitization, where short-term financing
has claims on long-term resources such as exports, or mechanisms to post-
pone the fiscal cost of the investment, as Mexico used following its 1994 finan-
cial crisis. There are many other options, including schemes through which
the IFIs, including the regional development banks, provide guarantees and
assume some of the longer-term risks of investing in public infrastructure.16



270 A STRATEGY FOR RECONSTRUCTION

As discussed in relation to the case studies, privatization may not be a
viable or recommended option for post-conflict countries, either because of
the political implications of selling “the crown jewels” or because of lack of
legitimacy in the existing political framework that creates uncertainty about
property rights that would discourage potential investors. Other options may
be politically and economically preferable and governments should consider
all the options.

Rules for national reconciliation

Despite some inter-state wars, most conflicts in the post-Cold War period
took place within nations. This means that after the war was over, people had
to continue living with each other. This is why national reconciliation is so
important following intra-state wars. The activities I have been discussing,
both in the area of reintegration of former combatants and other war-affected
groups, as well as in the rehabilitation of services and infrastructure are critical
in national reconciliation. Most countries that have gone back to war did so
because they failed to carry out these activities in a methodical, consistent,
effective, fair, and sustainable way.

The political transition is important to national reconciliation but there
are also practical conditions that need to be satisfied. The large number of
returnees, displaced people, former combatants (including child soldiers),
and other groups affected by the war need houses to come back to. In their
houses, they need food, water, and electricity. They also need jobs that allow
them to reintegrate into the productive activities of the country and they
need transport to get there. All these things are necessary but, in post-conflict
situations, they may not be sufficient.

As Ambassador Mota Sardenberg of Brazil pointed out in an Open Debate
on Post-Conflict National Reconciliation: The Role of the UN,17 reconciliation
efforts are compromised when the legacy of past violence is left unaddressed.
To build long-lasting peace, national reconciliation is the most effective way
for divided societies to confront threats to their stability, and to promote
durable peace as well as viable democratic institutions and practices.

One thing the UN cannot do—or anybody else for that matter—is to
impose reconciliation.18 The different parties to the conflict need to be ready
to reconcile. Where that is the case, governments in post-conflict situations
have a critical role to play: reconciliation requires that governments respect
the diversity of their people and rule by taking into account the needs and
rights of all rather than particular groups. It also requires that governments
build up the institutional framework to ensure that future grievances—rather
than resulting in conflict as in the past—are addressed through peaceful means
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and that impunity be no longer tolerated. Such a framework often includes
the creation of civil society organizations, a national ombudsman, a human
rights prosecutor, and a Commission on the Truth. The latter would examine
the most notorious cases of violence and human rights violations. This is
important as a catharsis but also to draw recommendations to ensure that
such actions will not happen again.

The catharsis of past atrocities is necessary but not sufficient. In many cases
people demand and are entitled to compensation. In all cases, governments
will need to attend to the needs of those most affected by the conflict and
should be concerned about the future distributional impact of their policies.
Poverty and social needs are high during post-conflict reconstruction. Thus,
to give preferential treatment to some groups to the exclusion of others will
often violate the ethics principle of normal development, where you attend to
all those in need equally. Governments in post-conflict transitions need to be
prepared to violate this principle in the short-run for the purpose of national
reconciliation, and the sooner they do it in the transition, the better.



14 Macroeconomic
policymaking

Before I discuss policymaking in the macroeconomic area, it is important to
keep in mind that the ongoing economic policy debate at a specific time has
affected economic reconstruction in countries coming out of war, from the
Marshall Plan to the post-Cold War experiences. This debate has naturally
influenced the way sovereign governments and the international community
plan for reconstruction and has been a major determinant of the international
assistance and the conditionality imposed by donors. Policymakers need to be
aware of the general policy debate in setting their own strategy for economic
reconstruction. They also need to consider the particular policy constraints
in countries in a post-conflict situation. Together these factors will determine
government choices for policymaking in the macroeconomic and microeco-
nomic areas, the institutional arrangements the country needs to support it,
the policy mix they will favor, and the particular role for the state and the
markets in economic reconstruction.

The economic policy debate

A CONSTANTLY SHIFTING DEBATE

Following the Great Depression of the 1930s, economists and policymakers
profusely debated the role of the state in economic growth. As Stern (1997:
143) points out, in the Keynesian era, a consensus on “big government”
emerged in economic policymaking in industrial countries, and was extended
to the developing countries. On the macroeconomic front, by focusing on
fiscal policy, the government would control aggregate demand, to secure full
employment and inflation, although the latter was not the primary goal.
The balance of payments was a constraint that policymakers could handle,
if necessary, through exchange rate devaluation and controls. On the micro-
economic front, governments had sole responsibility for infrastructure—
that is both important and a natural monopoly. Government also had the
responsibility for promoting or protecting strategic sectors and correcting or
regulating market failures such as the establishment or abuse of monopoly
power.
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The government had social responsibilities as well, particularly over income
distribution. In this regard, the government was the provider of social security
in the form of pensions, unemployment insurance, health, and a safety net for
the most vulnerable groups outside the social security system. In industrial
countries, fulfilling these responsibilities resulted in high expenditures and
high taxes. In developing countries, the responsibilities of the government
were even larger because the market was too weak and inefficient to channel
investment and output in critical areas. These countries often failed to raise the
taxes they needed to finance a large government and ended up highly indebted,
both to domestic and foreign creditors.

Stern attributed the weakening in this consensus to the oil shocks of the
1970s. The two oil price shocks of 1973 and 1979 provided evidence of the
inappropriateness of addressing supply shocks with demand tools. Stagfla-
tion in industrial countries undermined confidence in the unemployment–
inflation tradeoff and the focus of the debate shifted towards understanding
how to fight inflation and structural unemployment.

In 2006, the Nobel Committee granted the Economics Prize to Edmund
S. Phelps, in recognition of work done mostly in the 1970s analyzing the
relationship between inflation and unemployment, and the impact of expec-
tations. Since the latter change over time, so does the relationship between
inflation and unemployment. Stiglitz (2006b), a Nobel Laureate himself and
Phelps’s colleague at Columbia University, pointed out that Phelps’s analysis
has led some policymakers to conclude that they cannot lower the natural rate
of unemployment (consistent with stable inflation) without ever-increasing
inflation. The policy implication of such a conclusion is to focus on price
stability by targeting the rate of unemployment that is consistent with zero
inflation growth. As Phelps has shown, the problem with this conclusion is
that such a rate of unemployment changes, since governments are able to
implement a number of structural reforms to bring it down. The other policy
implication, as Stiglitz also noted, is that adopted by most central bankers,
namely to make low inflation the central bank’s only objective. This may
have a negative impact on investment, growth, and employment and it can
inhibit policy measures for “social inclusion” (another of Phelps’s important
contributions, as discussed in Chapter 15).

In the 1970s and 1980s, the Union of Socialist Soviet Republics (USSR)
and many developing countries followed statist economic policies in which
the state participated heavily in the economy, not only as regulator but also
in production and trade. At the end of the 1980s, with the fall of the Berlin
Wall, the pendulum tilted away from state participation and over-regulated
economies. These had a mixed record at best and resulted in inefficient and
bloated bureaucracies and industries, which were uncompetitive internation-
ally and had a negative impact on national budgets. In this process of critical
evaluation, the pendulum rapidly shifted towards the other end: a liberal and
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lightly regulated trade and investment framework with a small government
where pro-market policies guided economic policymaking. The “neo-liberal”
or “Washington-consensus” was the model of liberalization, privatization,
private-sector led investment, and sound monetary and fiscal policies of the
1990s. The US Treasury, the IMF, and the World Bank adhered to this model
and were among its strongest supporters.

Interestingly, although many argue that this model was “imposed” by
the international financial institutions (IFIs) on developing and transition
economies, Vietnam adopted it independently of these institutions since the
IFIs did not get involved in the country until 1993. After failed attempts at eco-
nomic reconstruction through central planning following the end of the war in
1975, Vietnam followed a piecemeal approach to socialist reforms starting in
1986. This included an effort to reactivate agriculture but neglected to address
the strong distortions in the economy. As the economy continued with large
disequilibria (high inflation, low growth and large fiscal and external deficits),
and as aid from the Soviet Union and preferential trade agreements with the
Council of Mutual Economic Assistance (CMEA) area collapsed with the fall
of the Berlin Wall, Vietnam adopted “Doi Moi” (renovation) reforms in 1989.
These included bold and comprehensive land reform, price liberalization, tax
reform, public enterprise restructuring, modernization of the financial sector,
and freer trade.

By 1991, the World Development Report of the World Bank already noted the
gradual formation of a consensus in favor of a “market-friendly” approach
to development. Despite such a consensus, there were, nevertheless, great
controversies—both at the academic and policymaking levels. These focused
on the policies to be adopted (fixed versus flexible exchange rates, the fiscal–
monetary mix) and over the trade and investment strategies to be used (the
degree of government intervention, the advantages of liberalization versus
managed trade, the role of foreign investment, the need for privatization and
deregulation). There was controversy as well over the nature of the necessary
institutional frameworks (legal, judicial, fiscal) and over the breadth, speed
and sequence of the necessary reforms. The broad consensus of the 1990s
started to wither, however, as expected results did not always materialize,
and income disparities increased. It has suffered a serious backlash since
then.1

Over-reliance on market forces and a diminished role for the state in the
provision of services had worsened income distribution and resulted in social
hardship for a large part of the population in many countries. This was most
notorious in countries in transition from the former socialist soviet republics
and those experiencing financial crises in emerging parts of the world. The
latter often took place in economies that had relied more heavily on dollar-
denominated market instruments in international capital markets to finance
their public-sector borrowing requirements. As risk factors shifted against
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these countries, leading to a quick reversal of capital flows, governments found
it difficult to finance the social and physical infrastructure and other basic
needs of the population. In both cases and with few exceptions, widespread
privatization of state-owned enterprises had taken place, often leading to
corruption, high-cost services, high unemployment, and other inefficiencies.2

Only seven years later, a “Post-Washington Consensus” had emerged at the
World Bank, led by Chief Economist Joseph Stiglitz. Stiglitz (1998) argued
that making markets work required more than low inflation. It required a
sound financial system,3 an adequate regulatory and competitive framework
and policies to facilitate the transfer of technology, transparency, and other
factors neglected by the Washington Consensus. It also required broadening
the concept of development to include other goals, like sustainable develop-
ment, egalitarian development, and democratic development—a vision that
Boutros-Ghali (1995b) had advanced in his An Agenda for Development.

Elections at the turn of the new century were indicative of how the pen-
dulum had shifted, this time towards a more central position, rather than the
two previous extremes of “Statism” and “The Washington Consensus”, with a
marked preference for strong government in only some areas of the economy.4

Although preferences have shifted towards a more active government, there
is no longer a debate, however, on the importance of good macroeconomic
management and the need for solid micro-foundations to support it, and cre-
ate an environment conducive to investment and growth. Fiscal and monetary
orthodoxy has largely prevailed among the newly elected leaders.

Because of this shift in the pendulum, the debate on whether the state
should provide basic infrastructure and services, particularly to the most
vulnerable sectors of the population, has a heavy tilt in favor of it. This
often means other trade-offs, such as, for example, higher taxes on those in
higher-income brackets. A country that wants to have the resources to provide
basic infrastructure and services needs to have a solid fiscal system. Fiscal
imbalances and a large public debt will force the government to allocate a
large part of the budget to financing the deficit and servicing the debt. A good
fiscal position, on the other hand, will allow the country to allocate financial
and other resources to improving human capital and ensuring high living
standards for the population.

A LACK OF DEBATE ON POST-CONFLICT
ECONOMIC RECONSTRUCTION

Although academics, policymakers, and other practitioners have discussed
economic policy issues ad nauseam, policy issues specifically relating to eco-
nomic reconstruction still lack a broad-based and open international debate.
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In the absence of such debate, reconstruction issues continue to be treated
as “development as usual.” Among the issues that need to be debated is the
appropriateness for countries coming out of war to solve their arrears with
the international financial institutions (IFIs), and restructure their debt with
other creditors early on in the transition to peace. Debate needs also to take
place with respect to the allocation of resources between present and future
generations and the creation of resource funds; on the necessity of developing
sophisticated institutional frameworks; on the need for independent central
banks; and on the need to consolidate the financial accounts in a single
national budget under government control. Other issues for debate include
the choice of monetary and exchange rate policies and the choice of currency.
The list should also include the tax and customs systems. The debate on
these issues will differ from the debate on the same issues in countries in the
normal process of development, simply because of the political and security
constraints that characterize the transition to peace, and the necessity to carry
out a number of extra activities for national reconciliation, which have real
and financial consequences. Most importantly, policymaking in post-conflict
transitions takes place under the great uncertainty and risk caused by an
estimated fifty–fifty chance that the country will revert to war.

THE CHOICE BETWEEN THE MARKET AND THE STATE

As Robert Mundell (1968a: 63–5) points out,

A market is a mysterious thing. . . . There are many types of markets. . . . All markets
have two sides, buyers and sellers. The buyers take goods off the market, the sellers put
goods on the market. But every buyer is at the same time a seller, since his demand
for a good is made effective by his offer of something else in exchange for it. By the
same token, every seller is at the same time a buyer, since his offer of something to the
market implies the demand for something in exchange. . . . In barter markets, where
there is no common thing used as money, sellers have to spend a great deal of time
looking for profitable exchanges. But this system of trade, which takes great skill, is a
primitive one . . . and an inefficient way of matching demands and supplies; . . . Market
price is determined by demand and supply. . . . Market equilibrium is established when
demand equals supply; the price prevailing at this time is the equilibrium price. The
equilibrium price is the price at which markets clear.

Efficient markets, however, are not a feature of post-conflict countries. This
is because of the price and quantity distortions created by government con-
trols, other interventions, and different market failures. Market failure refers
to the inefficiencies created by the wrong product mix (too much of some
good and too little of others); exchange inefficiencies (exchange could make
everyone better off by allocating goods to those who would value them the
most); and production inefficiencies (where the economy is producing below
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potential) (Stiglitz 1997: 64–6). Under such conditions, the choice between
the market and the state becomes more difficult. Pointing to the market
failures—particularly in developing countries—Stiglitz (2006: xiv) argued
that “whenever information is imperfect, in particular when there are infor-
mation asymmetries—where some individuals know something that others
do not (in other words, always)—the reason that the invisible hand seems
invisible is that it is not there. Without appropriate government regulation
and intervention, markets do not lead to economic efficiency.” Earlier, Stiglitz
(1998) had argued that the issue was not whether the government should
get involved but how. Thus, there are strong arguments for complementarity,
rather than substitution, between government intervention and the markets.
The appropriate level of intervention is something that governments will have
to decide before designing the strategy for reconstruction.5

Governments can adopt many alternative policies and types of institutional
framework. Even so, reform can go badly unless policymakers design poli-
cies that are consistent and well implemented. This is true in post-conflict
situations and it is true even under normal development. Take the example
of privatization. Chile, an early privatizer, went through two clear stages of
privatization: the first one in 1974–9, was badly conceived and implemented,
and had dire economic and social effects; in the later one in 1985–7, lessons
had been learned, a number of things had been done differently, and the insti-
tutional framework had improved, with privatization yielding good results
(del Castillo 1995b). Hence, we cannot say that privatization—or any other
economic policy for that matter—is necessarily good or bad: much depends
on how it is designed and under what conditions it is carried out. It depends as
well on the government’s ability to provide the right institutional framework
and its political will to enforce the legal and regulatory system.

Furthermore, the sequence can be important. For example, it is necessary
to have a legitimate government before adopting privatization. Otherwise,
property rights uncertainty will make investment too risky and unattractive, as
I discussed in the case studies on Kosovo and Iraq. In addition, policymakers
should not adopt privatization and liberalization before they have established
the rule of law institutions—including an appropriate regulatory system. This
principle assumes that appropriate rule of law policies and institutions—
covering contracts, bankruptcy, corporate governance, and competition—are
necessary to minimize abuses.6 If large private groups and strong politicians
are able to transform public monopolies into private monopolies, the impact
on the economy could be just as bad as it was in the presence of inefficient
public monopolies before the privatization.

To improve the impact of privatization on income distribution, some East-
ern European countries designed a system of vouchering among workers to
give them a stake in the economy. According to Stiglitz (2001), this system,
which dispersed shares widely in equity markets, required strong protection
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for investors to succeed. In his view, the Czech Republic, which pioneered
this method, lacked such protection, with the result that a few people became
wealthy and everyone else felt cheated. The same happened in other countries.

If governments in post-conflict countries decide to carry out privatization
of their state-owned enterprises, they need to consider lessons from the expe-
rience of other countries to try to minimize all the problems associated with
privatization. Furthermore, they should keep in mind that privatization is
not always necessary, even for countries that want the market to play a larger
role.7

With regard to economic policymaking, post-conflict countries—as well
as those coming out of serious financial crises or natural disasters—have
less flexibility, a sense of urgency and forgiveness for distortions, and large
aid flows and intrusive involvement of the international community, that are
largely lacking in the normal development process. Crises normally lead to
emergencies that require short-run solutions to satisfy humanitarian needs
and require giving preference to some groups to the detriment of others.
Short-term solutions are not necessarily best if the objective is medium- and
long-term sustainability. From an economic point of view, the specific chal-
lenge of reconstruction is to set the bases for a move from these inevitable and
distortionary short-term measures, into longer-term policies that can eventu-
ally lead to fair and sustainable development, as well as fiscal and external
sustainability. In this regard, it is relevant to remember Henry Hazlitt, the
renowned US journalist who wrote Economics in One Lesson (Hazlitt 1946).8

There he argued that the art of economics consists in looking not merely at
the immediate but at the longer-term effects of any act or policy; it consists
in tracing the consequences of that policy not merely for one group but for
all groups. This is certainly the development maxim, but to get there, govern-
ments in post-conflict situations will have to break it by adopting distortionary
short-term programs and giving preference to conflict-prone groups, to the
exclusion of others. Without this, peace will not progress and there is a strong
chance that the country will revert to war.

THE ECONOMIC POLICY MIX

The case studies in this book provide enough empirical evidence that policy
choices are more restricted in countries coming out of conflict, who must rec-
oncile the conflicting demands of peace and development. One of the critical
decisions in any reconstruction strategy is the type of economy that policy-
makers want to build up. Without a “country vision” to guide policymaking—
both in the macro- and microeconomic areas—and a clear strategy, govern-
ment policies with regard to investment, production, and trade will be highly
discretional and will lack cohesion, consistency, and transparency.
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Despite a country vision and national ownership of the specific policy
mix, policy formulation and macroeconomic management in post-conflict
situations will be always constrained by donors’ preferences. Preferences lead
donors to finance one program and not others, or one group to the exclusion
of another, although the rejected programs or groups may be critical in the
peace process. Donors may also impose financing restrictions such as ear-
marking for specific types of programs or contracting their own companies
and natural resources. This may create serious constraints on the implemen-
tation of the reconstruction strategy and policymakers will have to make
contingency plans for it, including the use of inflationary finance in extreme
cases.

In designing their own reconstruction strategy, policymakers should bear
in mind that most donors would agree with Hazlitt that unsound fiscal and
economic policies or widespread corruption in the government could make
any outside help futile (Dulles 1993). In the current policy-mix debate, people
rarely question any longer the need to have fiscal, monetary, and exchange rate
stability as the medium- and long-term objective of economic reconstruction.
Macroeconomic stability, however, is a necessary but not a sufficient condition
for investment and growth. An appropriate business climate to ensure inter-
national competitiveness is important in establishing the right policy mix,
particularly in countries undergoing post-conflict economic reconstruction.

In the short run, policy efforts should focus on providing the necessary
infrastructure and basic services. Financial assistance from international orga-
nizations, bilateral donors, and NGOs to do so is essential since government
resources—both human and financial—are likely to be scarce in post-conflict
transitions. Furthermore, owing to the high risk of these transitions, private-
sector involvement will not be readily forthcoming. As reconstruction pro-
ceeds, and country and other risks diminish, the government should consider
public–private partnerships (PPPs) to improve the infrastructure of the coun-
try, particularly as it relates to investment and trade (discussed in Chapter 13).

With more restricted policy choices and with a high degree of polarization
that makes consensus more difficult to achieve, two elements are critical in
the formulation of the policy mix in post-conflict economic reconstruction.
Although they are related, it is important to discuss them separately. First,
governments will need to make an effort at communication to explain in plain
language the policies they want to adopt and why. This is important because
of the need to avoid unrealistic expectations. Governments can do this by
conducting public information campaigns to inform the population at large
of the expected medium- and long-term benefits of the proposed policies, as
well as the short-term costs that these may imply. Unless people understand
this, they will have unrealistic expectations of what peace will bring. Unless
people can weigh the expected personal benefits favorably vis-à-vis the costs,
they will not be willing to bear such costs. Second, policymakers need to
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make a special effort also to build up consensus for their policies, among
civil society groups, despite the difficulties in doing so. Unless policymakers
manage to build a broad-based consensus on different policies, these are not
likely to be successful or sustainable. Allowing unrealistic expectations and
lack of consensus on policymaking to persist will endanger reconstruction.

Macroeconomic management9

THE NEED FOR A MINIMALIST FRAMEWORK

In 1994, Secretary-General Boutros-Ghali created the High Level Group on
Development Strategy and Management of the Market Economy, chaired by
Amartya Sen and Joseph Stiglitz, before both became Nobel Laureates. A
year before, the Secretary-General had asked the Fund to prepare a basic
framework for economic policymaking in countries coming out of conflict,
taking into account the fragile state of these countries and the need to avoid
their reverting to war. In representation of the UN Secretary-General’s Office,
I participated in a number of meetings with the monetary/exchange and
fiscal groups, led by V. Sundararajan and Ved Ghandi, respectively, to discuss
the experience and constraints of particular countries, including El Salvador,
Cambodia, Mozambique, Haiti, and others, and to draw lessons. One thing
that came out of those discussions was the need for a “minimalist” approach
that would not put unnecessary pressure on the scarce technical, administra-
tive, and managerial capacity of post-conflict countries.

The Fund prepared two excellent papers on the architecture of minimal-
ist monetary/exchange rate and of fiscal policies for post-chaos/post-conflict
situations (IMF 1995c, 1995d).10 These papers discussed the “nuts and bolts”
of macroeconomic management and institutional development and should
be obligatory reading for policymakers, practitioners, and others involved in
post-conflict economic reconstruction. Despite the fact that Vito Tanzi, the
head of the Fiscal Department at the Fund, presented these papers at the Third
Meeting of the High Level Group, the editors had the poor judgment (and
the “development as usual” frame of mind) not to include them among the
published papers and proceedings of these meetings.11 The Fund has never
published them either (perhaps because they produced them for the UN), but
they should update them as necessary and publish them, so that they are easily
available to all those dealing with the macroeconomic management aspects of
reconstruction.

The two papers provide a checklist of institutions, policies, and instruments
for each policy, and the key strategic policy choices in each area. The authors
wisely followed the motto “keep it simple” (Premise 6) in enumerating the
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many activities that countries in these situations need to carry out in the
respective areas. This is what a country like Afghanistan would have needed.
It is clear that countries coming out of chaos or conflict do not need the
sophisticated framework that the IMF and US Treasury recommended and
Afghanistan adopted. The two IMF papers should also be obligatory reading
for the institution’s own staff. I found it surprising, to say the least, that these
papers were not included in the bibliography of some of the later IMF work in
this area.12 The minimalist framework proposed by these papers would have
better served countries like Afghanistan and Timor-Leste than the framework
they ended up with.

It is not possible here to make a thorough and rigorous analysis of macro-
economic issues in post-conflict economic reconstruction. Rather than pre-
senting a detailed and comprehensive technical discussion, as the IMF papers
do, I will present here a more general analysis of the issues that policymak-
ers need to consider in designing the strategy for reconstruction. I will also
identify policy options and dilemmas, which governments will face in such an
endeavor. In each case, I will refer to specific countries to illustrate different
options based on good and bad experiences.

When I was at the Fund in the late 1990s, I wrote a paper on El Salvador,
which was published a few years later in World Development (del Castillo
2001a). I argued that assistance to post-conflict countries required the
rethinking of analytical and operational issues to frame them in a multi-
disciplinary strategy in which “first-best policies based on purely economic
profit-maximizing criteria are often not appropriate or even recommended.”13

Many of my colleagues viewed this as “heresy” at the time. Nevertheless,
over the years, as the IMF gained experience in post-conflict countries, the
organization has come to accept this in some cases. Gupta et al. (2005),
for example, mention that tax policy in post-conflict situations may require
adopting policies that are not “first best” from an efficiency point of view (such
as export taxes). In the discussion at the Board on rebuilding fiscal institutions
in post-conflict countries, directors agreed that “first-best policies” may not
be immediately appropriate, but that policies which are not optimal should be
phased out as soon as feasible.14

MONETARY AND EXCHANGE RATE POLICIES15

Countries coming out of war often have to overcome the vicious circle of
high inflation (or even hyperinflation) and currency depreciation that is the
legacy of war. In this area, several key strategic issues need to be resolved
expeditiously to facilitate the rebuilding of the monetary and exchange rate
systems. These countries also need to improve the statistics in these areas since
they are necessary for effective policymaking.
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Although most countries would have probably maintained basic institu-
tions, systems, and markets throughout the war and need only to modernize
them, a few will have to start from scratch. While the former was true of El Sal-
vador, Guatemala, and Mozambique, in Kosovo and East Timor the system
of payments and banking had collapsed because of the conflict. In all cases,
the monetary authorities will need to establish a basic system for exchange,
internal and external payments, and the provision of credit, particularly for
micro- and small-sized enterprises (MSEs). This may take some time and
policymakers will often need to adopt temporary solutions to deal with urgent
payment needs.16

In all countries, the authorities will have to make choices with regard to
the currency and the exchange rate system. This will determine their role in
monetary policy.17 In any case, both the authorities and the institutions will
have to build up credibility. To carry out effective monetary and exchange rate
policies, the authorities will have to give priority to rebuilding or modernizing
the central bank, the payments and banking system, and the foreign exchange
market. They will also have to give priority to improving policy formulation
and implementation, banking supervision, public debt management, and the
accounting and information systems. Establishing reliable statistics is also
important as a guiding mechanism for policymaking.

Inflation hawks argue that monetary policy should aim for price stability
in the context of a floating exchange rate system. In their view, responsibility
for conducting monetary policy should lie exclusively with the central bank,18

which may or may not share responsibility on exchange rate policy with the
Ministry of Finance. In Chapter 12, I argued that central banks should not
have the power to act independently of the government in setting monetary
and exchange rate policies in post-conflict reconstruction where the political
objective should predominate. Thus, policymakers adopting monetary policy
in such situations may consider broader objectives—including growth and
employment and most importantly, the financing of peace-related projects in
cases where foreign financing is lagging. Without the possibility of financing
critical projects, the whole peace process may collapse. Thus, deficit financing
should increase policymakers’ options in particular cases in the transition
from war. Nevertheless, despite the required flexibility that may lead to some
temporary deviations from its basic objective, monetary policy should aim for
price stability in the medium- and long-run. If central banks do not achieve
relatively low levels of inflation, it will create uncertainty, discourage private
savings and investment, and hurt the most vulnerable sectors of society.19

Flexible versus fixed exchange rates

It is common that countries coming out of war face high inflation, a depreci-
ating currency, and scarce international reserves as they start their transition
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to peace. For this reason, in designing a reconstruction strategy, currency
stability should be a key objective. As the transition to peace progresses,
appreciation normally occurs because of large volumes of foreign exchange
due to aid, the large number of expatriates in the country, and remittances
from the diaspora (nationals of the country living abroad). Although this
usually helps to bring inflation down, if the national currency appreciates
in real terms (that is, an appreciation larger than the increase in prices), it
will worsen the international competitiveness of the country’s exports and
facilitate its imports, worsening the external balance (or current account of
the balance of payments).

Odd situations often happen with the exchange rate in war and post-
conflict situations where aid and the international presence are large. For
example, in Somalia in the early 1990s, at a time when there was no central
government and no central bank, the national currency started appreciating.
The reluctance of Somalis to accept dollars was, in part, due to the lack of
tradition of using foreign currencies, as many countries do. But, the reluctance
to use the dollar was also a political reaction against the UN and the US
presence in the country, a presence that Somalis in general did not welcome.
Thus, while the inflows of dollars and other hard currencies increased, the
supply of national currency remained unchanged. This led to the bizarre
situation in which the national currency appreciated in a failed state. The
Somali experience also illustrated the fact that introducing foreign currencies
to replace the national currency may be politically or culturally unfeasible in
some post-conflict countries.

The choice of the exchange rate system is important. Under normal devel-
opment, the debate on the exchange rate system is ongoing and always chang-
ing. Fixed exchange rates were popular in the hard fight against inflation
that marked the 1980s and 1990s in many emerging markets. Countries in
Latin America, Israel, and Turkey adopted a fixed exchange rate system. Fixed
exchange rates used as the economies’ anchor succeeded in taming infla-
tion and even in smothering hyperinflation.20 Even countries with moderate
inflation adopted this system. Following the Asian financial crises in the late
1990s, and its global repercussions which included the subsequent collapse of
pegged exchange rates in Russia and Brazil, debate raged about how to secure
macroeconomic stability. The alternatives seemingly boiled down to two: a
rigorously fixed exchange rate (“hard peg” in the sense that it is difficult legally
to break it) that served as an anchor, or, a freely floating exchange rate, with
the central bank targeting a low level of inflation and then doing all it could to
hit that target.21

These two alternatives have been the choice of many countries in post-
conflict situations. Countries often end the war or other conflict with high
rates of inflation and with their monetary authorities having low credibility.
This has often led them to adopt a hard peg or simply legally to adopt the
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currency of another country. This de jure “dollarization” can become the cen-
tral feature of the stabilization policy. Countries have used different currencies
to “dollarize”. While Kosovo, where the Deutsche Mark was de facto used,
adopted this currency and then moved to the euro, East-Timor preferred the
dollar, which was more used in trade and as storage of value.

If the country decides to adopt a fixed exchange rate system, another option
is possible. For example, Iraq could have opted for a currency board (as it
had after independence in 1932 and as Bosnia and Herzegovina established
in the mid-1990s) to fix to a stable currency.22 In Iraq, to fix to the dollar
would have been a political mistake. The fix to the euro at a time the currency
was appreciating vis-à-vis the dollar could also have posed a problem, since
a large part of Iraq’s trade is in dollars. Frankel (2003) has argued that one
possibility would have been to fix the dinar to the price of oil. However,
while this would have facilitated the recovery and expansion of the oil sector,
it could have discouraged production of other tradeable goods, by shifting
the burden of price uncertainty to them. He proposed pegging the dinar to
a basket that includes two currencies and the price of oil. For simplicity, the
central bank could define the value of the dinar as one-third the value of the
dollar, plus one-third the value of the euro, plus one-hundredth of a barrel
of oil.

However, countries often need a new national currency to act as a symbol
of the new political reality. In some cases, as the central government regains
control of the country, it needs to get rid of currencies that have coexisted
in different parts of the country. This was the case with the Swiss dinar, used
in the autonomous region of Kurdistan. Thus, Iraq adopted a new dinar as a
symbol of the new country, replacing both the Swiss dinar and the Saddam
dinar used in the rest of the country. Similarly, Afghanistan adopted the new
Afghani to replace the old one. Both countries have managed to keep their
currencies rather stable, despite not having yet built up credibility with respect
to their policies and institutions. As I mentioned earlier, a lot has to do with
the large inflows of capital into these economies.

In a few countries, the monetary authorities had been implementing strong
macroeconomic policies even while they negotiated peace. This had built up
their credibility and they opted for a flexible exchange rate system, eliminating
the multiple exchange rates of the past. This was the case in El Salvador,
for example. As external aid and remittances increased significantly in the
post-peace agreement period, the colón started a strong appreciation and
the central bank intervened (purchased dollars) heavily to avoid a large loss
in external competitiveness. The system became a de facto if not de jure
peg to the dollar. To avoid the inflationary impact of this policy, the central
bank had to issue bonds in domestic currency. The central bank kept the
receipts from bond sales in a special account, which it could not use, thus
“sterilizing” the inflationary impact of the original increase in the money
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supply. Although the inflationary impact was controlled, the interest paid on
these bonds was costly and created a large quasi-fiscal deficit for the central
bank.

Although I am presenting all these options, I am not promoting any. As
Jacob Frenkel, a former Chief Economist of the IMF and Governor of the
Bank of Israel, has often posited, it is irrelevant whether to fix or float, if
the right conditions are present for each regime. Policymakers will have to
decide whether conditions are present for the type of exchange rate they want
to adopt, given the political and economic constraints that each country will
face. This is indeed a tough choice and governments need to weigh carefully
all the pros and cons before deciding.23

FISCAL POLICY24

A sound fiscal policy is essential in post-conflict situations, not only for
macroeconomic stability but also for ensuring assistance from donors. Exter-
nal assistance will be dependent on both fiscal discipline and transparency.

The fiscal framework for supporting post-conflict economic reconstruction
will consist of a budget and public expenditure management structure (the
treasury); appropriate revenue policies and revenue administration; and a
coherent coordinating framework for fiscal federalism to allocate the expen-
diture and revenue responsibilities of the central government vis-à-vis the
provinces, particularly in large countries. It will also need to include a mech-
anism to coordinate aid with donors to ensure that aid supports government
priorities, rather than acting independently of them.

In the initial transition to peace, donors often establish a separate system
of aid management outside the national budget, to include both humanitar-
ian and reconstruction assistance, with the idea of integrating it later into
the fiscal structure of the country. In this case, the national budget will be
restricted to recurrent expenditure (wages and salaries mostly). This has been
necessary in some cases because of the difficulties and timeframe required
to prepare the national budget and certain donor restrictions on financing
recurrent expenditures. Although the reasons for this happening are valid,
the countries should establish a consolidated government budget, including
recurrent expenditure, humanitarian assistance, and capital investment as
soon as feasible.

As I discussed in the case of Afghanistan, a donors-supported budget,
financed through trust funds, is likely to promote activities that are on the
donors’ agenda but do not necessarily have priority in the government’s
reconstruction strategy. More problematically, such an arrangement might
undermine the government and even question its legitimacy, since it does
not facilitate the financing necessary for the government to carry out its
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basic functions. Furthermore, it is likely to favor foreign contractors to the
detriment of local employment.

Because of the urgency of humanitarian activities in the early transition,
a trust fund will be required as soon as feasible in the transition. Preferably,
there should be only one trust fund for this purpose. The creation of several
trust funds is likely to be a source of confusion and lack of transparency.

Ideally, the government, as the elected representative of the people in post-
conflict situations, should be able to set up a consolidated national budget
with all revenue and all expenditure, including those related to economic
reconstruction, even if financed through foreign assistance. The national bud-
get should thus include and prioritize all revenue (including grants) and all
expenditure (including investment) in the country, making it the centerpiece
of the government’s reconstruction strategy. In cases where the government
has weak implementation capacity for delivering services and rehabilitating
infrastructure, it can consider “outsourcing” to national companies a large
part of the tasks, strengthening the private sector in the country in the process.
It is important in post-conflict situations that the legal framework for procure-
ment be in place and modernized to make it transparent and competitive.

Policymakers often will have to create temporary budgets for three or six
months. This is because of the difficulties in elaborating a longer-term budget
in such dynamic situations and the uncertainty about donors’ pledges. Budget
priorities will have to shift as the transition proceeds. The authorities often
have to establish temporary budgets to ensure payment of wages and salaries to
civil service staff, and other education and health workers, and to cover basic
security. A major shift to pro-poor, infrastructure, and service supporting
spending should take place as soon as governments can lower security related
expenditure.

Fiscal federalism

In normal development situations, federalism includes a number of fiscal
issues, particularly in relation to the allocation of revenue and expenditure
responsibilities of central and local governments. Revenue and expenditure
responsibilities should move together. If provinces have their own revenue,
they also need to have spending responsibilities in education, health, or other
specific services. In addition, post-conflict transitions often involve the draft-
ing of new constitutions in which issues relating to fiscal federalism might be
included.25

As happens with peace agreements, the difficulty of interpreting the con-
stitution will depend of the clarity and specificity with which experts draft it.
Because many of the issues included may have to be tested, this is another
operational difficulty in the post-conflict transition. As the case study on Iraq
in Chapter 10 revealed, issues in the allocation of existing and new oil fields
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become a political issue in post-conflict situations, often difficult to deal with.
To be peace supporting, legislation on the exploitation of natural resources
will have to be well specified and fair, and enjoy wide support. Adequate
regulation, enforcement mechanisms, and an efficient judiciary will need to
be in place. The issue of allocation of resources—particularly in resource-rich
countries—may well present one of the most difficult political and economic
decisions policymakers will have to make as they design and implement the
strategy for economic reconstruction. If the different stakeholders do not
perceive the framework as fair, there will be pressures to go back to conflict
and the country may even break up, as some experts warn may happen to
Iraq.

REAL SECTOR POLICIES

Real sector policies relate to decisions by firms, households, and the govern-
ment to save and invest. Countries record the annual (or quarterly) produc-
tion of all goods and services of these three sectors, as well as the trade (export
and import) transactions of the country with the rest of the world in their
National Income Accounts (NIA). Both the analysis of events and the design
of appropriate economic policies require accurate economic information and
statistics, available in a systematic and timely fashion. In post-conflict situa-
tions, the quality of the NIA recording production and trade of all goods and
services in the economy is often poor, and in need of major improvement.
Better estimations of price indices and the exchange rate are also critical in
improving the national accounts.

In addition to the shortage of technical capabilities necessary for the com-
pilation and analysis of data, one of the major distortions in the NIA in
war economies has to do with the fact that a large part of the activities that
take place internally and externally relate to illegal transactions (contraband,
narcotics, black markets, and so on). The NIA do not record such transactions.
An improvement in the fiscal and monetary policies discussed earlier will help
to improve the NIA by improving public sector data, monetary data, and
customs data (covering exports and imports). To improve data collection,
reporting, and analysis, governments can request technical assistance from
the IMF and the World Bank, as well as from other institutions. Because of
the importance of good data for effective policymaking, training and capacity
building in this area should start as soon as feasible in the transition to
peace.

Real sector policies focus on the strategy to promote savings and
investment—domestic and foreign—both of which are usually low in post-
conflict countries. Given political and economic constraints in the early trans-
ition, domestic investors producing on a small scale for the domestic market
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will probably be the most important factor in growth reactivation. Other
factors will include the local expenditure of the expatriates in the country, as
well as other activities facilitated by foreign assistance. Since the institutional
framework for creating micro-lending banks will take some time, govern-
ments will need to provide some credit and facilitate technical assistance,
particularly for MSEs. As the economy recovers and reform of the banking
system proceeds, the challenge will be to attract capital that left the country
as capital flight and maintain domestic savings in the country through an
efficient banking system.

EXTERNAL SECTOR POLICIES

Policies with respect to the external position of the country, both with regard
to flows recorded in the balance of payments, and stocks of external debt, are
critical in post-conflict countries. The balance of payments records the yearly
exchange in goods, services, and assets between the national economy and
the rest of the world. In this sense, it is the mirror image of what happens
in the local economy. The balance of payments is divided into the current
account and the capital and financial accounts. The current account is the
sum of the trade balance (exports minus imports of goods and services),
plus factor income (interest payments, dividends, royalties, and fees), plus
personal transfers (remittances). The capital account consists mainly of official
transfers (grants), which are often large in post-conflict countries. The finan-
cial account consists of debt-generating flows (loans and portfolio debt) and
equity-generating flows (foreign direct investment and portfolio investment).
Portfolio flows and foreign direct investment are often low or non-existent in
post-conflict countries.

If the economy is internationally competitive in trade and investment, the
balance of payments will record a surplus, that is, a capital inflow into the
national economy. This is because foreigners will be buying its exports and
investing in the local economy, more than its citizens will import from and
invest abroad. This is not the case in post-conflict economies. Rather than
resulting from high international competitiveness, capital inflows into post-
conflict countries are the result of aid. Although a large part of the aid to
these countries comes in the form of grants (and hence without a quid pro
quo), countries in post-conflict situations also borrow abroad. These flows
allow countries to import large amounts for humanitarian and reconstruction
purposes, often exhibiting large trade deficits.

While grants are recorded in the capital account as “official transfers,”
remittances are included as “personal transfers” in the current account. These
two types of transfer are in principle differentiated on the basis of whether they
are used for consumption (current account) or investment purposes (capital
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account). This is not clear-cut: part of the remittances is often used to build
housing (investment), and humanitarian aid is largely used for consumption.

In designing the strategy for economic reconstruction, policymakers will
have to make critical decisions with respect to arrears on foreign debt and
debt restructuring. Most importantly, they will have to decide on how to
solve arrears with the international financial institutions (IFIs) since these
institutions will not be able to play an active role in the country unless this
is done. They will also have to make a decision on how to restructure their
foreign debt to other creditors.



15 Microeconomic
policymaking

Microeconomic foundations

In designing the strategy for post-conflict economic reconstruction, policy-
makers will need to keep in mind that good macroeconomic management
is necessary but not sufficient for the reactivation of investment, trade, and
employment. Thus, they will also need to adopt a number of measures to
improve the domestic business climate so that markets and industries can
perform better.

Distortions in economies undergoing post-conflict transitions are signifi-
cant, as discussed in the case studies in Chapters 7–10. Governments will have
to address these distortions to improve the productivity and international
competitiveness of the country and the private firms in it. Without this the
country will find it difficult to reintegrate into the international trade and
investment system. Policymakers need to improve the business climate keep-
ing in mind the political and security constraints under which they operate.
For example, reducing subsidies for food and fuel that are distorting domestic
prices and hence production may be a desirable reform, but if carried out too
drastically or at the wrong time, it may have an adverse political, social, and
security impact—as happened in Iraq, for example—that may jeopardize the
transition to peace.

Countries can create a virtuous circle of sustainable growth only through
increased investment, and post-conflict countries are no different from other
developing countries in this regard. Higher investment is necessary but not
sufficient to increase the value-added of exports, which in many post-conflict
countries consist principally of raw materials that create little employment.
Countries need also to improve productivity and competitiveness through
better technology and innovation at the level of the firm. For this to take
place, the government needs to create an appropriate business climate, as
discussed below. This is difficult in countries at very low levels of human
development. Contrary to what many policymakers believe, international
competitiveness cannot be achieved solely by relying on a more competitive
real exchange rate (depreciation of the national currency above its rate of
inflation).
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BUSINESS CLIMATE

The business climate includes all those factors that the government controls
and that, by affecting returns and risk for the private sector, influence decisions
about whether to invest. The business climate of a country thus includes a
wide range of macroeconomic and microeconomic factors, as well as social
conditions. The World Bank defines a good business climate as one that pro-
vides firms with an adequate legal, regulatory, and institutional framework,
promotes competitiveness, strengthens governance, minimizes bureaucratic
inefficiencies, and facilitates access to basic infrastructure, human capital,
technology, and financial services.

Improving the business climate in post-conflict situations is important,
but doing so takes time. International indices, including the World Bank’s
Doing Business Project, the World Economic Forum’s Global Competitiveness
Index, and others, rank countries in post-conflict situations at the bottom
in this area. In addition to macroeconomic mismanagement, some of the
features that are common to most post-conflict situations and that are a strong
deterrent to investment include

� Lack of “country vision” to lead public policies;
� Discretionary public policies that often lead to uncertainty, corruption,

and discrimination;
� Rules of the game that are unclear, nontransparent, and change

frequently;
� High government bureaucracy (red tape);
� Impunity of the civil service in its treatment of clients;
� Unfair and illegal competition (informal markets, smuggling);
� Lack of protection for intellectual property (patents and trademarks);
� Deficiencies in physical infrastructure (roads, airports, ports, bridges,

etc.);
� Uncompetitive quality, price, and availability of public services (electric-

ity, fuel, communications) due to public monopolies;
� Low investment in technology and innovation;
� Large gaps in human infrastructure (education, health, housing);
� Education systems not adapted to the needs of firms;
� Unproductive labor forces due to failures in education, brain drain, high

emigration;
� Inflexible labor markets that make it prohibitively expensive to recruit

young and inexperienced people;
� Weak judicial systems that fail to enforce contracts.

Strong leadership, a country vision, and lack of widespread corruption will
facilitate and make policymaking more effective. It will also make possible
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strong support from donors. In Rwanda, for example, despite the difficulties
of escaping the legacy of the genocide, the government has developed an
ambitious strategy for the densely populated and green country known as the
“Land of the Thousand Hills.” The goal is to become a regional hub for com-
munications and computing. To achieve this, fiber-optic cable is being laid
throughout the country, and the country may soon have the most advanced
broadband wireless Internet network on the continent. The challenge is great
in a country with scarce skilled labor and shortages of energy supply, where
only 5 percent of the population was connected to electricity, which has the
highest cost in the region. The government is also planning to add value
to their production of coffee and tea, their main commodity export, and is
committed to finding new trade routes through regional integration for this
land-locked country (Whitelaw 2007; England 2006a; White 2006a).

Policymakers need to keep in mind that the more clear, simple, transparent,
trustworthy, and stable the institutions, laws, regulations, and other govern-
ment procedures are, the larger will be the incentive for firms to invest and
grow in the country. If the business climate does not improve as the transition
to peace proceeds, foreign investors will not invest in the domestic market,
and capital flight by domestic firms and individuals will continue.

FOUR TYPES OF INVESTMENT

It is important to distinguish between four types of investment in an economy:
domestic investment for the domestic market (DD), domestic investment for
the foreign market (DF), foreign investment for the domestic market (FD),
and foreign investment for the foreign market (FF).

Foreign investment for the domestic market (FD) is not likely to be signif-
icant in post-conflict countries in the short run. First, even if the domestic
market is large in terms of people, it will be low in terms of purchasing power
and thus not attractive to foreign investors. Of course, there will be exceptions,
as the reopening of the Pepsi plant in Iraq indicates. Second, investment in the
domestic market will normally require strong improvement in the domestic
business climate—which is often a strong deterrent to investment by both
foreign and domestic firms.

Privatization of state-owned enterprises or opening up of critical sectors
to private investors, both domestic and foreign (DD, FD), is always a polit-
ical decision and a path that only governments with some legitimacy can
pursue. Interim governments—and even more so countries under UN or US
protectorates—are better off avoiding it. This is not only because of the likely
political backlash it may cause, but also because uncertainty about property
rights will discourage potential investors. Furthermore, governments may
want to delay a decision to open up critical sectors or privatize assets until
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conditions are right. By then, the government probably will have had sufficient
time to stabilize the economy and create the appropriate legal, institutional,
and regulatory framework necessary. As the government advances in these
areas, the attraction and value of national assets will increase.

However, in resource-rich countries, which have to bear a larger part of the
reconstruction bill, policymakers may want to accelerate the exploitation and
export process. In some cases, they can safely assume that foreign investors will
be willing to invest (FD, FF), even if the risk is high. Greed often prevails over
caution when prices are right, as they were in the oil market in 2007. In any
case, oil companies are normally the most willing to accept high risk, probably
because of their experience in operating in high-risk conditions in places
like Colombia, Nigeria, Chad, and many other countries around the world.
As we have seen in Iraq, however, the absence of a legitimate government,
uncertainty about property rights, and a lack of security can make it difficult
to attract foreign investors under any circumstances.

Five-pronged employment promotion strategy

The inadequate business climate prevailing in post-conflict countries will
discourage investment and employment. Given that reform in this area takes
time, governments will need to think about reactivating investment and
employment through innovative mechanisms that are not directly dependent
on an improvement in the business climate. In order to establish the virtuous
circle of employment and growth, increased domestic productivity and inter-
national competitiveness, governments should promote these mechanisms
with the assistance of the donor community, unless the country is resource-
rich and can finance it themselves, as is the case in Angola, for example.
Aid channeled this way will create national capabilities and livelihoods and
will avoid creating the aid dependencies that donors have created in many
countries.

With this in mind, governments in post-conflict countries could consider a
five-pronged strategy aimed at creating both dynamism with social inclusion,
through the short-run reactivation of investment and trade. Such a strategy,
which would have to be adapted to local circumstances, could focus on the
provision, promotion, or creation of (type of investment shown in brackets)

� Subsidies to domestic enterprises, financed through aid, to hire and train
targeted groups, and produce for domestic and foreign markets (DD,
DF);

� Subsidies or price support to agricultural production for the domestic
and foreign markets (DD, DF);
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� Special “reconstruction zones” for domestic and foreign firms to produce
exclusively for exports (DF, FF);

� Investment by micro- and small-sized enterprises (MSEs) for the domes-
tic markets (DD);

� Investment in infrastructure, by both national and international compa-
nies (DD, FD).

PROVIDING SUBSIDIES TO DOMESTIC ENTERPRISES TO HIRE AND
TRAIN TARGETED GROUPS (DD, DF)

Although I cannot provide in this chapter a detailed analysis of Phelps’s major
study Rewarding Work (1997) or his more recent work (2003, 2006), suffice it
to say here that he presents a strong case for how work is a key component of
a normal life. In his view (Phelps 1997: 11–13)

Work is at the center of a normal life. Most people who have experienced a job cannot
get along without its important rewards. . . . Our jobs become a central part of who we
are. . . . The lack or loss of a job may be dangerous to your health.

In the Introduction to Designing Inclusion (Phelps 2003: 1), he posited that

People want the dignity brought by self-support and the autonomy brought by having
a substantial income of their own to meet their special needs. Earning one’s own
way—making enough to support one’s self at a decent level by society’s standards
and to be a part of community life—is hugely important for people’s self respect.
For these reasons, the availability and the quality of a country’s jobs as well as the
wages employers can afford to pay, hence the productivity of work, are among life’s
“primary goods” in John Rawls’ terminology. It is no wonder, then, that people want to
be included. The recognition of inclusion, by the way, is not new to economics, which
has long prized low unemployment, high job satisfaction and high productivity.

With regard to the appropriate policy response to the lack of inclusion, and in
particular the role of government, Phelps notes that (2003: 6)

A basic question here is whether the deficiency of inclusion among the less advantaged
is, to any degree, a problem for society to address through the state. In the view of
some observers, low inclusion, however regrettable, is not a phenomenon appropriate
for social intervention—not something to be corrected through collective action by
the state.

The reply to that position, a reply dating back to the eighteenth century Enlighten-
ment, is that a democratic country’s formal economy is a project for citizens’ mutual
gain, so the accessibility of this project and the satisfactoriness of the terms it offers
participants are a legitimate object of social policy.
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Although Phelps’s work has focused on how to restore participation and
social inclusion in the industrial world, the need to restore a normal life
to people through gainful employment is a sine qua non for post-conflict
countries. Efforts at inclusion will fail, however, in stagnant economies. Thus,
in countries coming out of war, efforts at improving the dynamism of the
economy and those at social inclusion should go hand in hand, which makes
it particularly challenging (del Castillo and Phelps 2007).

Making the labor market flexible, as many suggest, will not by itself improve
dynamism and inclusion, particularly in the midst of political, social, and
institutional vulnerabilities, as well as the damage to human and physical
infrastructure that are the legacy of conflict. Income support and other welfare
programs adopted during the transition to peace, unless restricted to the
very short run and emergency phase, will aggravate the unemployment and
exclusion problem by reducing incentives to work and creating a culture of
dependency (ibid.).

In Iraq, for example, Crane (2007) reports that the employees of state-
owned enterprises still receive paychecks, although about a third of these
enterprises were destroyed. Not surprisingly, many have shown no interest in
going back to work. His conclusion that the fundamental problem in Iraq is
not jobs and that foreign assistance will be best spent in improving the police,
the prisons, and the courts is misplaced.1 Improvement in those areas can help
deal with the insecurity problem but will certainly not eliminate a major root
cause of conflict. The sectarian groups in Iraq and in other places would have
much less of a reason to resort to violence if they could make a decent living for
their families and be productive members of a society in which the means of
production—including key natural resources—were fairly distributed among
the different groups and regions.

But fast growth is no guarantee of inclusion in post-conflict countries.
Angola’s recent macroeconomic performance has been good. The IMF shows
that output growth has been robust since 2001 both in the oil and non-oil
sectors (diamonds, manufacturing, construction, processing, and services).
GDP growth averaged 20 percent in 2005–7. Although poverty figures are
disputed, the Catholic University of Angola reckons that two in three Angolans
still live on $2 or less a day. In its 2007/8 report which uses data for 2005,
the UNDP Human Development Index ranks Angola in 162nd place out of
177 countries, with a life expectancy at birth of 42 years, and a combined
enrolment ratio for primary, secondary, and tertiary education half that in
Rwanda, a poor country in comparison with Angola. In a December 2006
poll by a pro-democracy group and the USAID, six out of ten Angolans said
their economic situation was no better then than five years before (LaFraniere
2007). This dismal social situation amid fast economic growth is directly
related to corruption and lack of job opportunities for the large majority of
the population.
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As Conte (1997) noted, Phelps reminds us that work builds character, gives
us a sense of place, employs our mental faculties, and establishes a nearly
inseparable link to family and community life. No matter how routine or how
boring, work is far better than the alternative of idleness. Furthermore, high
unemployment, particularly among young people, leads to crime and drug
abuse and to increased spending on preventing both, as well as in the admin-
istration of justice. Post-conflict countries from El Salvador to Afghanistan
provide strong empirical evidence of the danger of unemployment and its
heavy impact on crime and public insecurity. This is another reason why
everyone should participate in (personally and financially) rewarding work
in post-conflict situations.

According to Phelps, inclusion will not be forthcoming unless governments
adopt sound policies. In his view, a flexible labor market like that in the United
States, as many propose for Europe, will not by itself promote inclusion. In
fact, social exclusion has been growing in the United States. Specifically, he
recommends the adoption of an employer subsidy program that would lower
the cost of hiring unskilled workers to a minimum and hence make it more
attractive for firms to hire them, with on-the-job training making it attractive
to workers and to society as a whole.

Having been concerned about the social impact of stabilization in develop-
ing and post-crisis countries throughout my professional life, I have naturally
been attracted to Phelps’s proposal. However, I have also been aware that most
of these countries suffer from weak fiscal positions, rendering the provision
of subsidies infeasible in most cases. Having worked in conflict and post-
conflict situations for almost two decades, and after conducting new research
for this book, I am convinced that aid policies are in disarray, and that donors
must reorient them if they really want to support post-conflict reconstruction
effectively. In particular, a large part of donors’ support is channeled through
projects that they carry out, independently of the government or national
priorities, and involving their own experts and firms. The population at large
in post-conflict countries resents this. Nowhere has this become clearer than
in Afghanistan.

This is why Phelps and I have proposed—and I put it up here for debate—
that donors could use aid more effectively and in support of national-led
reconstruction if they channeled aid through national budgets for specific pur-
poses. This could, among other things, allow governments to subsidize domes-
tic firms to hire unskilled workers in post-conflict countries. Given lower
labor costs, national entrepreneurs could decide to invest under the conditions
of uncertainty and high risk that characterize these countries. The advan-
tages in terms of employment creation, reintegration of former combatants
into productive activities, savings from safety-net programs, and improved
public security would be many. At the same time, aid of this type would
provide political support for the authorities, since the population would
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be grateful to a government that promotes active policies for employment
creation.

More importantly, from an economic point of view, this policy would have
neither the fiscal cost associated with government-financed subsidies nor the
cost in terms of distortions caused by the difficulties in cutting subsidies
once the government has offered them. We have argued that grant-supported
subsidies would remain in place for a finite period, and would gradually be
phased out once the aid program ends. Furthermore, such subsidies would
help reactivate the private sector, which is essential as large-scale post-conflict
aid withers to the low levels that are common under conditions of normal
development (del Castillo and Phelps 2007).

PROVIDING SUBSIDIES OR PRICE SUPPORT TO AGRICULTURAL
PRODUCTION (DD, DF)

Reactivation of labor-intensive agriculture should be a priority in most post-
conflict countries as a source of employment for groups affected by the war
as well as for other workers in the community. This, however, has not proved
easy. Food aid often distorts prices. The infrastructure is lacking or in disre-
pair, which makes it difficult to take the produce to the market. Demining is
often a precondition for sowing. Furthermore, the trend is for young people
to move to the urban areas and away from the rural ones. Even if credit is
available, which is often not the case, farmers are reluctant to get indebted to
purchase fertilizer and seeds and acquire basic skills under conditions of high
uncertainty.

Larger production of vegetables, fruits, grains, and animals could lower
domestic food prices in the urban areas. If in large supply, these products could
find foreign markets, or be processed domestically, to increase their value-
added. However, the reactivation of agriculture is not likely to take place unless
subsidies or price support programs are put in place. The same arguments
used above apply here: donors should make aid available for these programs
since the fiscal situation of these countries would not allow it. In addition to
price subsidies, donors should finance improvements in basic infrastructure,
and provide technical assistance and capacity building for primary produc-
tion, higher-value processing, and marketing. Donors should also open up
their markets for products produced in post-conflict countries.

Both the United States and the European Union assist their farmers through
loan and price support programs and other incentives.2 Now, countries like
Malawi have defied the advice of donors and the IFIs and started to subsidize
fertilizer and seeds with spectacular results (Dugger 2007b). If donors want
to improve the effectiveness of the aid they provide to countries coming out
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of war, they should channel reconstruction aid through the national budget.
Only aid would enable those governments to provide subsidies or other incen-
tives to agricultural producers. This would be particularly effective in coun-
tries, such as Afghanistan, where it could provide farmers with an alternative
to drug production. While the UK government is at present considering price
support for Afghan farmers, other donors should do the same (Phelps and
del Castillo 2008).

PROMOTING INVESTMENT BY MSEs FOR THE DOMESTIC
MARKET (DD)

An unattractive business climate affects the activities of the micro- and small-
sized enterprises (MSEs) as well. Furthermore, many of these enterprises oper-
ate in the informal market. One possibility that policymakers could debate
is whether the government—with financial and technical support from the
international community—can develop an “emergency program” to reactivate
these enterprises in areas such as light manufacturing (textiles, leather, cloth-
ing) or in agricultural production (meat or fish processing, dairy products,
frozen vegetables, fragrances). Governments would use this program largely
for the reintegration of former combatants and other war-affected persons.
However, eligible candidates would also include other MSEs that want to
reactivate old businesses or start new ones. MSEs are labor-intensive and hence
potentially an important source of employment in post-conflict situations.
Thus, this program would constitute a good use of aid for economic as well as
political, social, and security reasons. A framework for the quick reactivation
of enterprises of this type should include

� A simple legal form and procedure for opening and registering
MSEs;

� A simple tax form and a very low tax rate (say, 5 percent) which would
facilitate the creation of a culture of tax payment, not common among
MSEs, especially in post-conflict situations;

� A single “window” in the government for dealing with MSEs;
� Effective training, capacity building, and support for MSEs in various

fields;
� Intensive training in information technology, management, and basic

finance;
� Creation of “reconstruction parks” where MSEs would share necessary

infrastructure and benefit from externalities;
� Initial grant financing for start-up MSEs.
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PROMOTING SPECIAL “RECONSTRUCTION ZONES” TO PRODUCE
EXCLUSIVELY FOR EXPORTS (DF, FF)

“Reconstruction zones”—or “free-trade zones” as they are called under nor-
mal development conditions—include assembly plants (maquila-type opera-
tions) that use mostly foreign inputs, processing plants that use local inputs,
and other outsourcing-related activities.3 The maquila involves mostly the
temporary admission of imported inputs. Local workers assemble them and
re-export the final product tax-free, normally to the United States or to
other mature economies. This type of investment was an important source
of Mexico’s reactivation after the 1994 crisis, and countries such as El Salvador
and Guatemala used maquila during their own post-conflict reconstruction.
Processing plants that use domestic commodities to supply world markets
also have great potential in countries with abundant natural resources and
agricultural sectors and low value-added in their traditional exports. Foreign
direct investment in maquila, processing plants, and other outsourcing service
activities in Costa Rica, for example, or in Ireland in the 1980s, transformed
these countries by increasing their exports’ value-added and increasing their
international competitiveness. In countries at a higher level of development—
from Dubai to Singapore to Uruguay—these zones include mostly services
(software, biotechnology, finance).

The World Trade Organization (WTO) is, however, in the process of phas-
ing out the tax preferences under which the free-trade zones operate in com-
modities. Thus, countries such as Costa Rica, El Salvador, Guatemala, and
Mexico will have to increase gradually the taxation of firms that operate in
these zones until they reach a level comparable to the taxes they impose on
firms in the national economy, thus eroding their competitive edge. What
Ireland did a few years ago, in order to comply with European Union require-
ments similar to those of the WTO, was to decrease the domestic tax rate
radically, thereby maintaining the free-trade zones’ competitiveness. However,
this is impossible in many developing and post-crises countries, given their
serious fiscal constraints.

Although there are a priori a number of difficulties with respect to the
establishment of “reconstruction zones”—policymakers should nonetheless
explore possibilities for the export-oriented production of goods and the
provision of low-skilled services from these zones. These possibilities could
be attractive if

� The WTO approves a “special status” for “reconstruction zones” in post-
conflict/post-crisis countries and donors give preference in their own
markets to goods originating from such zones (in this donors could play
a constructive role);
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� Governments create the appropriate legal and regulatory framework for
these zones, including requirements for links to the rest of the national
economy;

� Governments promote their “reconstruction zones” aggressively.

One of the advantages of this type of operation is that it is rather self-
contained. Indeed, these zones are possible in some areas, even if the rest
of the country is in turmoil and outside the control of the authorities. With
the assistance of donors, governments could establish the basic infrastructure,
while foreign or domestic investors producing in the zones could finance the
assembly plants. For example, in a study that I conducted on the Democratic
Republic of Congo (DRC) for the Organization for Economic Cooperation
and Development (OECD) Development Centre (del Castillo 2003a: 24), I
argued that

Foreign investors . . . could set up maquila for exports. This, for example, could be
possible in the Bas-Congo area on the Atlantic Ocean where security conditions
are acceptable, infrastructure is adequate and labor supply is abundant or could be
brought from other areas of the country. Maquila operations producing low-tech
products, mostly clothing, leather products, and other goods produced with intensive
use of low-skilled labor, could be an important source of employment creation and
raise disposable income in the country.

Empirical evidence on this type of operation is conclusive about the impor-
tance it can have in generating employment, both direct and indirect, with the
use of national goods and services as inputs. At the same time, production in
such zones would facilitate the training and capacity building of the local labor
force, particularly if investors are top firms in their respective fields. Empirical
evidence also shows that this type of investment can help improve corporate
and safety practices for suppliers of local inputs. Some of these effects occur
through osmosis. Others occur simply because investors in the zones impose
on their local providers standards for quality, labor, and safety practices, and
environmental protection. In addition, investors in the zones can create links
to local technical schools and universities by helping them develop courses
and training that are more attuned to firms’ labor demand. Investors can also
offer internships to students, contributing to technology transfer.4

With the preferential access that Kosovo has to EU markets and with its
huge number of unemployed young people, its lack of intense “reconstruction
zones” production has certainly been a missed opportunity. Serious develop-
ment of this option would not only have drawn on the large and growing work
force, thus improving the standard of living of those employed, but also would
have had an impact on the wide balance-of-payments deficit by increasing
exports. More importantly, it could have offered possibilities to Kosovars—
of both Albanian and Serbian origin, as well as other minorities—to
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work together, which could have contributed to national reconciliation and
improved security.

PROMOTING INVESTMENT IN INFRASTRUCTURE (DD, FD)

The four previous proposals to increase investment and employment require
that there be better infrastructure. Chapter 13 addressed this issue. Suffice
it to say here that investment in infrastructure is not only important to the
production and trade of all goods and services, but it should also be seen as
a source of employment and an important factor in national reconciliation.
Governments should consider using both domestic companies and foreign
companies, depending on the political and security situation, the relative
strength of the companies, the needs of the country, and the constraints related
to donors’ financing. Governments can impose quotas to ensure an appropri-
ate number of jobs for local workers. In sectors in which the government wants
to keep control, it could consider public–private partnerships (PPPs) to build,
operate, manage, and finance certain infrastructure projects.
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Concluding remarks: Putting
reconstruction on track

Countries coming out of war or chaos confront a multi-pronged transition.
Crime and violence must surrender to public security; lawlessness and politi-
cal exclusion must give way to the rule of law and participatory government;
ethnic, religious, or class confrontation must give in to national reconcilia-
tion; and war-ravaged economies must reconstruct and become functioning
economies that enable ordinary people to earn a decent and licit living. The
fact that economic reconstruction takes place amid this multi-pronged tran-
sition makes it fundamentally different from “development as usual.” The fact
that without the creation of dynamism and social inclusion in the economy the
path to peace will be elusive makes reconstruction particularly challenging.
The fact that countries in the transition to peace have roughly a fifty–fifty
chance of reverting to war makes reconstruction a high risk–high reward
investment for the international community and the respective countries.

Case studies presented in Chapters 7–10, as well as others discussed in the
literature provide ample evidence that economic reconstruction is a critical
aspect of the war-to-peace transition. However, the development as usual
approach, the failure to develop a realistic comprehensive strategy for recon-
struction in most countries, the lack of effective aid and technical assistance
mechanisms, and the inexistence of appropriate and specific institutional
arrangements to deal with reconstruction at the international and national
levels have failed to help countries to stand on their own feet in the transition
to peace. Without a change of course, countries will not be able to create the
productive investment and the sustainable employment that is necessary to
improve their livelihoods, sustain the peace, and avoid aid dependency. It is
thus imperative that national governments and the international community
that supports them rethink and debate the way in which they carry out post-
conflict reconstruction.

Reconstruction has proved particularly difficult in the post-Cold War con-
text. Although often with regional implications, reconstruction has taken
place in countries coming out of civil war or other internal chaos—requiring
special efforts at national reconciliation so that the warring groups can
live together in peace. At the same time, reconstruction has taken place
in countries at low levels of development—often failed states, breakaway
provinces, and countries at the lowest levels of human development which
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lack basic resources and capabilities, require large amounts of humanitarian
assistance, and call for special efforts to lure spoilers away from the illicit and
profitable war economy into the peace process.

Contrary to what happened in the post-world war periods, post-conflict
economic reconstruction in the new context has failed to generate a rigorous
theoretical and practical debate about how to design an overall strategy for
effective reconstruction, and to articulate what are the best policy options
and practices for different situations, what are the pros and cons of different
programs, how to address the different trade-offs and sequences involved in
the process, and how to deal with the economic and financial consequences of
the transition to peace.

In the absence of such debate, post-conflict economic reconstruction has
been approached—both by national governments and by the international
community that supports transitions to peace—as if it were development
as usual. Empirical evidence in the case studies shows that reconstruction is
fundamentally different from normal development. Although it is true that
these countries face the development challenges that other countries do, such
as alleviating poverty and complying with the Millennium Development Goals
(MDGs), these are long-term propositions. In the short run, the challenge of
economic reconstruction is primarily to contribute to national reconciliation
and the consolidation of peace. Unless this succeeds, peace is not going to be
long-lasting. This is why the cost of failure is high indeed.

In fact, economic reconstruction is a development-plus challenge: in addi-
tion to the normal challenge of development faced by post-conflict countries
in the post-Cold War period, those countries also need to carry out critical
peace-related programs which are clearly distinct from development ones and
have important financial and technical implications. These include the disar-
mament, demobilization, and reintegration (DDR) of former combatants; the
return of refugees and internally displaced groups and their reintegration into
productive activities; the rehabilitation of basic services and infrastructure
destroyed during the conflict; and the clearance of mines, without which it
is often impossible to restart agricultural production.

Post-conflict countries need to carry out all these activities among the
uncertainties, risks, constraints, and expenditure imposed by the political,
social, and security transitions that take place simultaneously. In addition to
economic reconstruction, countries need to advance political reform; reform
the armed forces; create and train civilian police forces; establish an ade-
quate institutional framework to create trust and respect for human rights,
to facilitate the resolution of disputes and be able to address future griev-
ances through peaceful means; and to deal with the psychological trauma
of the war. All these activities are critical to the peace process and have
serious financial implications. Without them, efforts at reconstruction will be
futile.
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Because the main short-term challenge of economic reconstruction is
national reconciliation, the objective of peace should prevail at all times over
that of development—if the two ever clash, as they often do. This is why
optimal and best-practice macroeconomic policies are not usually possible or
even desirable at this time, even though they should be the objective for the
longer term. Policies such as the independence of the central bank and the no-
overdraft rule for budget financing adopted in some countries—a desirable
policy framework under normal conditions—has proved too restrictive and
inflexible in the post-conflict context. Sophisticated macro- and microeco-
nomic frameworks established in some countries have proved too complex
for governments lacking technical, administrative, and managerial capacities,
and have led to lack of transparency and even corruption.

Reconstruction requires an alternative, simpler and more flexible set of
policies and practices. Furthermore, the extra activities which countries in
post-conflict situations need to carry out need to be given priority in budget
allocations, even if macroeconomic stabilization is somewhat delayed in the
process. Failure to give such priority has proved a major factor in countries’
relapse into war.

With regard to economic policymaking, post-conflict countries—as well as
those coming out of serious financial crises or natural disasters—have less flex-
ibility, a sense of urgency and forgiveness for distortions, and large aid flows
and intrusive involvement of the international community, that are largely
lacking in the normal development process. Crises lead to emergencies that
require short-run solutions to satisfy humanitarian needs. These solutions
are inevitable but often create distortions and are not necessarily the best
ones if the objective is medium- and long-term sustainability, as it is under
normal development. These crises generate at the same time an interest and
concern from the international community that leads to spikes in aid and
an intensive and often intrusive political involvement which post-crisis coun-
tries find difficult to deal with. Under normal development such involvement
would be considered interference in national affairs. Crises also require giving
preference to some groups to the detriment of others, breaking the “equity
principle” of normal development where those in need should be treated
equally. To give preference to groups affected by the crisis is imperative in the
short run to ensure that spoilers and others that had benefited from the illicit
war economy get a stake in the peace process and are willing to support it.

During post-conflict reconstruction, economic policymaking is also con-
strained by the legitimacy of the government or other policymaking body. A
weak interim government—and even more so the UN, the United States, or
any other country or organization that temporarily assumes executive and/or
legislative functions in the country—should avoid adopting controversial
policies that may create a political backlash. Such policies include, for example,
privatization of state-owned enterprises, deregulation of key sectors, opening
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up regulated sectors to foreign investment, or major changes in the legal and
regulatory system. Similarly, reconstruction efforts should take into account
the fact that lack of legitimacy creates uncertainty over property rights and is
a strong deterrent to investment.

Thus, although reconstruction policies should set the bases for an eventual
move to normal development, it should be accepted by all that economic
policymaking in post-conflict situations and under normal development dif-
fer greatly. Because of the political, security, and policymaking constraints,
as well as data limitations, a different yardstick should be used to measure
success in economic reconstruction—both for the overall strategy and for its
component programs. These should not be measured by purely economic or
financial profit maximizing criteria but by whether they contributed or not to
reconciliation and peace consolidation. At the same time, governments should
develop a basic statistical framework to facilitate policymaking and to measure
and record social and economic progress.

With more restricted policy choices and with a high degree of polarization
that makes consensus more difficult to achieve in post-conflict situations,
three elements are critical in effective policymaking. Although these elements
are related they have different policy implications. First, an immediate “peace
dividend” is essential if people are to believe that they have a stake in the
success of the peace process and should support it. In this regard, quick-
impact projects should take place immediately in the transition to peace to
improve basic services and to provide other humanitarian assistance to save
lives and improve livelihoods. At the same time, humanitarian assistance,
which increases consumption rather than investment, needs to wither as soon
as possible to avoid aid dependencies.

Second, for the peace dividend to be sustained, reconstruction aid needs to
start promptly and concurrently with humanitarian aid so that countries can
create employment, investment, and growth. Humanitarian aid and recon-
struction aid should not be conflated—as is often the case—including by the
UN in its institutional arrangements in the field, where it has humanitarian
coordinators leading reconstruction activities. Their impact on the economy
is quite distinct and they should be carried out by different people and orga-
nizations with specific expertise and know-how. Humanitarian aid, although
essential as a palliative to crises since it increases the consumption possibilities
of those affected by the crises, does not improve the productive capacity of the
country. On the other hand, reconstruction aid, if well invested to strengthen
the government, to create a good business climate to support private initiative
and to replace illegal production, will allow countries to avoid aid dependen-
cies and help them to move into sustainable development. The Marshall Plan,
by all accounts the most effective reconstruction plan ever, was based on a
clear distinction between the two, in terms not only of expertise but also of
financing. While financing for humanitarian assistance was on a grants basis,
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there was some quid pro quo for reconstruction assistance so that national
governments would assume responsibility for it.

Third, policymakers need to make a special effort also to build up consen-
sus for their policies—not only within the government but also among civil
society groups—despite the difficulties in doing so as a result of the polariza-
tion created by war. In this regard, governments will need to make an effort
at communication to explain in plain language the reconstruction strategy
that they want to adopt and why. Governments can do this by conducting
information campaigns to inform the public of the expected medium- and
long-term benefits of the proposed policies, as well as the short-term costs
that these may imply. Unless government officials and people in general can
weigh the expected personal benefits favorably vis-à-vis the costs, they may
not be willing to bear such costs. This will also avoid building up unrealistic
expectations of what peace can bring. Unfulfilled expectations of disgruntled
groups can seriously endanger a war-to-peace transition.

Unless policymakers manage to build a broad-based consensus on different
policies, these are not likely to be successful or sustainable. A building up
of unrealistic expectations, lack of consensus on policymaking, a slow move
from humanitarian to reconstruction aid, and an inadequate macro- and
microeconomic framework for post-conflict countries have been important
factors in recent failures with reconstruction.

Because of the critical importance of political and security issues in post-
conflict situations, leadership of operations in the field should be done at the
political level, rather than by the UNDP or another development organization.
The UN, through the Special Representative of the Secretary-General (SRSG)
in the field could be the best placed to do this except that the UN has proved
incapable of doing it effectively. This is partly due to the lack of adequate
institutional arrangements, and partly because of lack of qualified experts and
internal training programs to create the necessary team to deal with post-
conflict economic reconstruction.

Although the UNDP and other development and financial institutions need
to play a critical technical role in post-conflict economic reconstruction, their
mandate is to collaborate with governments and ensure their ownership in
national programs. Thus, former rebel groups which are frequently equal
partners in peace agreements or other political solutions see these organi-
zations with misgivings since they do not feel treated by them in an equal
manner to governments. Only the UN can play an impartial political role and
balance the various factors and trade-offs necessary to carry out the multi-
pronged transition. The UN needs—and recent reforms have not provided—
the right institutional arrangements, expertise, and talent to be able to play
an effective role in economic reconstruction. The institutional arrangements
that I propose (see Figures 2–6), if complemented with good leadership and
adequate technical resources, would give the UN the capacity to lead and
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coordinate economic reconstruction effectively, not only with the develop-
ment and financial institutions, but also with national governments.

At the same time, both the case studies and the analysis of donors’ support
for economic reconstruction in Chapters 5 and 6 provide convincing evidence
that aid policies are in disarray. Although the arguments are too many to
enumerate here, it is clear that donors need to reorient their policies if they
want to support economic reconstruction in an effective way. Unless they do
so, rather than contributing to the multi-pronged transition to peace they have
often become an obstacle to it. Several factors could improve the effectiveness
of aid in post-conflict situations.

First, there is a need for greater flexibility in the payment of debt arrears and
more aid on concessional terms from the international financial institutions
and other donors. Financing reconstruction could be a good investment for
the international community. Leaving aside the human cost, the cost of financ-
ing reconstruction has proved to be a pittance compared to what it would cost
the international community in military and peacekeeping operations should
the country relapse into conflict.

Second, donors’ policies requiring that the government build up policy
credibility before they get access to certain financing often threatens the early
transition to peace. Although it is imperative to make strong efforts at building
the policy implementation capacity of national governments and at improving
economic governance, aid in the immediate transition to peace is necessary to
carry out the critical peace-related activities without which the process will
not prosper. Delaying aid until such time that the government has a better
managerial and absorptive capacity can have tragic consequences.

Third, although donors have been more willing to provide budgetary
support than they were in the early post-Cold War period, in more recent
operations, aid has been increasingly channeled to projects that donors carry
out independently of the national government, and that involve their own
contractors and experts. This policy needs to be reevaluated. This weakens
the government, is resented by the local population, and creates aid depen-
dency. On the contrary, budgetary support for specific expenditures including
subsidies and price support programs could reactivate the agricultural sector
and other labor-intensive activities in post-conflict countries. If at the same
time donors provided know-how, other technical support and credit, as well
as access to their markets under preferential tariff treatment for exports from
“reconstruction zones” in post-conflict countries, this would greatly con-
tribute to reconstruction and national reconciliation. Lack of viable employ-
ment has been a major feature of all post-conflict economies and one of the
main deterrents to the consolidation of peace.

An emphasis on the role and responsibility of the international community
in supporting economic reconstruction, should not, however, detract from the
responsibility of governments and other domestic actors to use aid effectively.
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The case studies also provide convincing evidence that governments in post-
conflict countries often lack the responsibility, transparency, and account-
ability for dealing with aid and reconstruction issues. For effective recon-
struction, governments must follow sound economic policies and provide
an appropriate legal, fiscal, judicial, and institutional framework essential to
fostering domestic savings and attracting private capital inflows as soon as
possible. Although such a framework will take time to develop—because of
the restrictions of the multi-pronged transition—without it, a country will be
unable permanently to reintegrate large numbers of people into productive
activities, let alone move onto a normal development path, regardless of how
much foreign money is poured into its economy.

An improvement in economic governance in the post-conflict transition
is imperative if aid is to be sustained. Unless taxpayers in donor countries
support international assistance to countries in the post-conflict transition,
and can appreciate the impact that the reconstruction strategy is having in
those countries, as well as in the region or internationally, their political
leaders will not allocate the necessary resources. Without proper financing,
technical assistance, and strengthening of national governments’ capabilities,
the chances of effective reconstruction are indeed slim.

Governments need to have a comprehensive strategy for economic recon-
struction. Piecemeal approaches have not worked. The objective of this book
has also been to facilitate the preparation of such a strategy by describing
activities and policy guidelines that governments could adopt to maximize
their chances of success. Policymakers will be constantly opting among dif-
ferent economic choices and need to be informed about such choices. Thus,
in Chapters 11–15 I have presented lessons from recent experiences that are
relevant to different aspects of the strategy, as well as what have been discerned
to be best practices in post-conflict reconstruction. In most cases, these have
not necessarily proved to be the best practices under normal development.

I hope I have provided enough substance and empirical evidence to con-
vince the reader that the status quo is not sustainable with regard to post-
conflict economic reconstruction and that major changes are necessary in this
area for peace to have a chance. Because of the great variety of stakeholders
and their often conflicting goals during reconstruction, many of the premises,
lessons, best practices, and policy guidelines are likely to be controversial since
changing the status quo has never proved easy. My purpose, however, will
be fulfilled if I can help to stimulate, and perhaps contribute constructively
to, the type of fruitful public debate about reconstruction that followed the
publication of The Marshall Plan, and that has been so notoriously lacking in
the post-Cold War period.
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� NOTES

Introduction: Reconstruction off track

1. It was called East Timor before it became an independent country in 2002. Throughout the
text the two names are used, depending on whether it refers to the period before or after
independence.

2. Although the International Monetary Fund (IMF) and the World Bank are part of the UN
system, for purposes of the analysis, and because of their specific role in financing, I include
them among the international financial institutions (IFIs) or refer to them as the Bretton
Woods institutions.

3. “Aid” refers to official assistance that provides some relief to the receiving country, and
includes both “grants” (assistance without a quid pro quo) and “concessional loans” (loans
at interest rates below commercial or market terms). See Chapter 6.

1 Features of recent transitions

1. To avoid repetition, this book often uses “war-to-peace transitions,” “peace transitions,”
“transitions to peace,” or simply “transitions” interchangeably.

2. Debt forgiveness is often referred to by its technical name, “debt condonation.”

3. Stanley and Holiday (2002) argued that, “The government and the URNG (Unidad
Revolucionaria Nacional Guatemalteca) transformed a negotiated surrender into an inter-
nationally supported peace process. The Guatemalan parties sold the international com-
munity an image of a war-weary country seeking to excise the roots of conflict through
political and social transformation. The accords promised major political, institutional,
social, and economic reforms aimed at democratization and greater equity.” The authors
also argued that the UN’s inability to verify compliance with the accords reflected the
absence of Security Council clout, while other international actors like the United States
lacked leverage because of Guatemala’s limited wartime dependence on international
assistance.

4. The $ sign indicates US dollars throughout the book.

5. See Giersch et al. (1993: 15–16). In the case of West Germany, the ratio was only 1.4 percent,
well below the average of 2.1 percent for all countries. By the time the ERP started in June
1947, the US had already provided about $9 billion in aid to Europe since the end of the
war. For analyses of the Marshall Plan, see Dulles (1993), Schain (2001), De Long and
Eichengreen (1993), and Hogan (1987).

6. Staines (2004: 5) notes that after the end of the Cold War, donor practices shifted away
from support for countries in conflict towards post-conflict assistance. As will be discussed
in the case studies, this shift in donors’ practices sometimes facilitated UN-brokered peace
negotiations.

7. See, for example, the 1992 and 1996 peace agreements for El Salvador (UN 1992a,
DPI/1208-92614) and Guatemala (MINUGUA, 1997).
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8. While 13 operations were established during the first 40 years of UN peacekeeping from
1948 to 1988, 36 new operations were launched in the following decade. At its peak in
1993, the total deployment of UN military and civilian personnel reached more than
80,000, and represented 77 countries. In March 2008, there were more than 100,000
personnel including uniformed personnel (70,000 troops, 11,000 police, 2,500 observers)
and civilians (5,000 international, and 11,500 local recruits) in 18 missions (See UN web
site).

9. See de Soto and del Castillo (1994). At the time, we both were at the Office of the
Secretary-General, de Soto as Assistant Secretary-General and special political advisor to
the Secretary-General and I as Senior Officer in charge of economic matters and post-
conflict reconstruction.

10. I refer to these later as “UN protectorates”. Jenkins (2006) refers to them as “neotrustee-
ship.” In his view these are arrangements whereby multilateral institutions temporarily
govern states that have collapsed in spasms of misrule and violent conflict.

11. I refer to this in the text as “US-led occupation.”

12. For a detailed analysis of the security transition, see, for example, Call and Stanley (2002),
Feil (2004), and Salomons (2005).

13. Rubin et al. (2003: 18) refer to this two-way causality between security and reconstruction
as a “virtuous circle” and Weinbaum (2006: 139) refers to it as “two sides of the same coin.”

14. Orr (2004: 58) posits that the extent to which a coherent, legitimate government exists or
can be created is arguably the most important factor in determining the success or failure
of the post-conflict transition. Dobbins et al. (2003: xix) argue that democratization is the
core objective of nation-building operations. In a study of 14 peacebuilding operations
launched between 1989 and 1999, Paris (2004: 5) posits that underlying the design and
practice of these operations was the hope and expectation that democratization would
shift societal conflicts away from the battlefield and into the peaceful arena of electoral
politics.

15. Failed states and breakaway provinces will be analyzed in the case studies of Kosovo and
Afghanistan (Chapters 8 and 9).

16. For more details on the political transition, see, for example, Doyle (2002), Lyons (2002),
and Dobbins et al. (2003, 2005).

17. For more details on the social transitions see, for example, Prendergast and Plumb (2002)
and Spear (2002).

18. As Woodward (2002: 183) pointed out in 2002, there had not been any systematic analysis
of the contribution of economic factors to the success or failure in the implementation of
peace agreements. Her 2002 piece on economic priorities made a significant contribution
but very little has happened since. Much more is needed in terms of analysis and debate.

19. Stabilization and liberalization carried out by post-conflict economies have been criticized
by several authors (for example, Paris, 2004), without a proper analysis of the consistency
and comprehensiveness with which this strategy has been applied to see whether the prob-
lem was with the strategy itself, or rather, with the way it was implemented. Indeed, in my
view, the problem is not with the strategy per se, but its application. Some of the policies
were inconsistent and critical reforms were missing. As I will discuss in Chapter 13, policy
inconsistencies and incomplete reforms were often the cause of financial crises in the
1980s and 1990s as well. See also Dobbins et al. (2003, 2005).

20. See, for example, work by the IMF and World Bank on Kosovo, Timor-Leste, and the
DRC.
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2 Debate on the economic consequences of peacetime

1. Reparations also took place following earlier wars. For example, Devereux and Smith
(2005) noted that during the 1871–3 Franco-Prussian War, France transferred to Germany
an amount equal to 22 percent of GDP each year for a period of three years.

2. The famous debate between Keynes and Bertil Ohlin on the economic consequences of
peace in 1929 is documented in the Economic Journal. See Keynes (1919, 1929a, 1929b,
1929c) and Ohlin (1929a, 1929b). For the theoretical underpinnings of the transfer prob-
lem, see Mundell (1968b: 17–26), and Mundell (1991: 3–7).

3. The US Secretary of State, George Marshall, revealed the details of the plan for the
reconstruction of Europe in a speech at Harvard University on June 5, 1947. At the time,
many thought that the post-conflict reconstruction of Europe had come to a halt, and
that democracy and stability in Western Europe were once again under siege. Marshall
addressed this issue and spoke of the need to “break the vicious circle” (Schain, 2001: 4).
The Marshall Plan marked the end of isolationism and the beginning of what Henry Luce,
the influential American publisher, called the “American Century” (Hogan 1987: 1).

4. In fact, a survey of the American Institute for Public Opinion showed that no more than
45 percent of the public supported the Marshall Plan.

5. According to Dulles (1993: 69), “the sum is vast. This is not even debatable. But it is
certainly pertinent to remind those who are impressed . . . that the sum is also less than
the cost of three months of war, when at the peak of our military expenditure, we were
spending at the rate of $80 billion a year.” In December 1947, President Truman pointed
out that the Plan’s cost represented a pittance compared with the cost to the US of World
War II, and less than 3 percent of the national income. Nevertheless, the sum was “decried
as being almost twice the annual appropriation for national defense, as amounting to about
half of the annual government budget, or as constituting a ‘gift’ to Europe of approximately
$120 from every person in the United States.” The US would provide aid mostly in the form
of agricultural products, fuel, commodities, machinery, and other capital goods, but not in
money terms. American supply of such goods was limited, and this limited available aid.

6. For an analysis of the factors that make countries vulnerable to armed conflict, see, for
example, International Peace Academy (IPA 2002d), and Collier and Sambanis (2005).
According to the World Bank (2002), all but 7 of the 110 conflicts recorded between 1989
and 2000 were civil wars. An accepted definition of civil war, though by no means the
only one, is that the conflict is between a government and an identifiable rebel group and
generates at least 1,000 dead on both sides.

7. Development theory and practice have undergone major changes in the post-World War II
period, particularly with respect to the role of aid. See, for example, Burnside and Dollar
(2000), who found that aid is effective only if domestic policies are adequate and consistent.
This has often created problems for aid delivery to post-conflict countries, which have not
yet built up policy credibility. See also, Bourguignon and Sundberg (2007).

8. This point was strongly made in de Soto and del Castillo (1994).

3 Definitions and characteristics

1. For simplicity, I often refer to it as “economic reconstruction” or simply “reconstruction.”

2. Development is thus broadly defined to include fundamental human rights, environmental
concerns, and justice. See Boutros-Ghali (1995b).
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3. See UN (2005c: 31). See also IPA (2002d) and Paris (2004). Collier (2001) estimated a
slightly lower probability of relapse into conflict (about 44 percent).

4. Thus, the term “post-conflict development,” coined by Junne and Verkoren (2005), is
unfortunate, for it elides the striking differences and distinctive policy implications relat-
ing to post-conflict reconstruction and normal development.

5. See also UN (1995b) and del Castillo (2001a: 1900).

6. In a letter of August 10, 1995, to Anstee, the Secretary-General particularly noted “the
finding of the Colloquium that the mission involved in post-conflict peacebuilding, while
using a variety of tools, is essentially political, and is thus fundamentally different in
nature from normal relief or development activities.” The Secretary-General also “notes
the suggestion that appropriate systems and procedures need to be set up at Headquarters
to ensure that these responsibilities are discharged on my behalf, and particularly the idea
that ‘a specific Department should act as a focal point, and marshall all the necessary staff

and other elements needed on an ad hoc basis whenever circumstances demanded, and
that this might be the Department of Political Affairs.”

7. Others also eventually recognized the differences between reconstruction and normal
development. See, for example, Orr (2004a: 21).

8. In the case study of Kosovo, for example, I illustrate this point by making reference to
how short-term programs to winterize destroyed houses were a waste in terms of the
future housing development of the province. Perlez (2006) discusses how houses built by
Save the Children after the tsunami were so quickly and badly built that they only served
a short-run purpose.

9. Demekas et al. (2002b: 3) point out that post-conflict aid can reach extraordinarily high
levels, both in per capita terms and relative to the size of the recipient economy imme-
diately after the conflict ends, but typically declines very rapidly. In Rwanda in 1994, aid
reached 95 percent of GDP, but declined to under 20 percent within five years. In Bosnia
and Herzegovina in 1994, aid reached 75 percent of GDP, but fell to less than 25 percent
by 1999. By contrast, aid during normal development fluctuates much less and remains
at much lower levels. For example, according to World Bank data, official development
assistance (ODA) to the group of low-income countries in 1995–2000 ranged from 2.5 to
3 percent of gross national income (GNI).

10. Funds are “pledged” at donors’ meetings or bilaterally. Funds for which agreements have
been signed become “committed” funds. Once the funds are deposited into the accounts
of the recipient country, they become “disbursed” funds.

11. Contagion refers to the impact on a country’s financial system from policies or events in
another country.

12. After the personal involvement of President Bush, the US government agreed to a bridging
loan until a large package was negotiated with the IMF, the Inter-American Development
Bank (IADB), and the World Bank. The overall IMF package was unprecedented for
the institution, and, given Argentina’s default at the end of 2001, it was clearly targeted
at avoiding another “default precedent” for Brazil, and preventing contagion to other
emerging markets. Uruguay’s rescue package represented 23 percent of its GDP in 2002,
whereas the much talked about $30 billion assistance package to Brazil in 2002 amounted
to only 5 percent of GDP. As a result of the crisis, in just 15 months beginning in February
2002, Uruguay went from “investment grade” ratings from the three major rating agencies
(Moody’s, Standard and Poor’s, and Fitch), to the largest ever IMF package for any
country (del Castillo 2004).
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13. In Uruguay, for example, the leftist government coalition that assumed power in March
2005 had to adopt a 1-year Emergency Social Program (extended for another year) costing
roughly 1 percent of GDP. Despite an astonishing public-sector external debt level of more
than 100 percent of GDP, the IFIs supported and facilitated its financing.

14. When fiscal deficits cannot be financed through bond issues, they usually lead to mone-
tization (money creation). If the central bank creates money to finance the government
deficit, this is likely to generate inflation (unless the demand for money is increasing).

15. The “Washington Consensus” is a term coined by John Williamson in the late 1980s to
describe a set of policies recommended by the IFIs to Latin American and other emerging
countries that had suffered serious financial crises. These countries needed to reactivate
their economies by creating a policy and institutional environment conducive to private-
sector activity. Since the crisis in Argentina at the beginning of this century, the terms
“Washington consensus” and “neo-liberalism” have increasingly been used pejoratively
to describe policies that restrict the state role in the economy. See Chapter 14.

16. Failure in these situations can be explained by the “Theory of the Second Best” developed
by Lipsky and Lancaster in the mid-1950s, who argue that adopting some policies but not
others that are equally necessary will not necessarily move the economy closer towards
the desired state.

17. See Chapter 10 for an analysis of debt restructuring in Iraq.

18. Referring to the latter, a 1996 study by the Center for Preventive Action at the Council
on Foreign Relations stated that, “History will judge us harshly if we do not build on
the achievement of Dayton to establish a comprehensive peace in the Balkans” (p. 3).
Because the two sides were too far apart in Kosovo to reach agreement on the final status,
they urged pursuit of “an interim settlement that would defuse tension.” Such a proposal,
if implemented, would have avoided the human tragedy and physical devastation that
ensued in 1998–99. However, it could not be pursued, mostly for the reasons discussed
above.

4 Basic premises for policymaking

1. Following Bildt (2004a), I use the term “state-building” rather than “nation-building”
because “the task is not about ‘building nations’ but building states, very often in areas
where several nations and nationalities have to coexist within one framework. State-
building as we see it in the real world from Bosnia and Herzegovina in the north-east to
Basra in the south-east, is often about transcending nations and overcoming nationalism.
Much the same applies in Afghanistan and certainly in the problem areas of Africa.”
Furthermore, as Bildt points out, the term “nation-building” was invented “to discredit
such efforts rather than give guidance about their nature.” Although de Soto and I have
used the term “nation-building” in the past, I find Bildt’s arguments compelling against
its use now.

2. In addition to the economic and financial implications of disarmament, demobilization,
and reintegration, this process involves many other issues that need to be well integrated.
See, for example, Berdal (1996), Ball (2001), and Spear (2002). The issue of disarmament,
demobilization and reintegration will be discussed in detail in relation to the case of
El Salvador (Chapter 7).

3. The different reconstruction actors are discussed in detail in Chapter 5.
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4. On El Salvador, see de Soto and del Castillo (1994) and Goulding (2002); on Angola, see
Goulding (2002) and Anstee (2003); on Cambodia, see Doyle et al. (1997) and Doyle
(2001). On Nicaragua, see Overseas Development Council (1995); on Guatemala, see
Stanley and Holiday (2002); on Kosovo, see Chapter 8.

5. The discussions took place with members of the Office of the UN Secretary-General.
World Bank policy changed in fundamental ways after James Wolfensohn took over in
1995. The Bank became closely involved in supporting post-conflict economic recon-
struction, including reintegration efforts, although even a year earlier, in 1994, the Bank
had begun work on reintegration in Uganda.

6. The UN has four programs (UNDP, UNFPA, WFP, and UNICEF) and several agencies.
The most relevant to post-conflict economic reconstruction are UNHCR, FAO, IFAD,
WFP, WHO, UNICEF, and ILO. Although the Bretton Woods institutions—the IMF
and the World Bank—are, strictly speaking, also UN agencies, I include them sepa-
rately because of their particular status as IFIs. In addition to these institutions, the
IFIs include the regional development banks, of which the four most important are the
African Development Bank (AfDB), the Asian Development Bank (ADB), the European
Bank for Reconstruction and Development (EBRD), and the Inter-American Develop-
ment Bank (IADB). The major bilateral development agencies include: USAID, DFID
(UK), CIDA (Canada), SIDA (Sweden), and AFD (France). See List of Abbreviations,
pp. xvii–xxi.

7. See del Castillo (1995a: 31).

8. In matters of “peace and security,” the Secretary-General is assisted principally by the
Under-Secretary-Generals of the departments of Peacekeeping Operations (DPKO), Polit-
ical Affairs (DPA), Humanitarian Affairs (DHA), and Legal Affairs (DLA).

9. The IMF recognized such leadership in post-conflict situations early on. See Camdessus
(1993). O’Donnell (2005: 6) contrasts the UN’s broad mandate with the restricted man-
date of the World Bank. She notes that the Bank needs to avoid involvement in political
affairs, particularly concerning elections, disarmament, and other sensitive issues. She
argues that the impartiality and legitimacy of the UN in post-conflict reconstruction is
equivalent to that of peacekeepers, whose strongest “weapon” is drawn from the fact that
they have a Security Council mandate and represent the international community as a
whole.

10. As with every rule, there might be exceptions. The most notorious relates to Iraq. Because
of comprehensive sanctions imposed by the UN for 12 years in Iraq, which had a dev-
astating impact on the population at large, it was hardly reasonable to expect that Iraqis
would view the UN as impartial. In other cases where the UN has imposed sanctions, UN
leadership in post-conflict reconstruction may be questioned as well.

11. This is an important difference with humanitarian agencies. While the development
agencies have a mandate to collaborate with governments, humanitarian agencies must
keep a distance from the political process to ensure that assistance is provided to those
most in need, irrespective of political considerations.

12. Murphy (2006) cites the UNDP’s impartiality on several occasions. But it is difficult to
believe that an organization with a clear mandate to collaborate with the government
can be perceived as impartial by groups that have been fighting the government for many
years, as was the case in El Salvador and Guatemala, for example. Unfortunately, Murphy’s
history of the UNDP is short on any serious evaluation of the organization’s role in post-
conflict reconstruction.
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13. As a World Bank case study on El Salvador (2000: 39, 65) notes, the primary relation-
ship of the Bank is with the government. This was necessarily so because of the Bank’s
Articles of Agreement, which specify that it can negotiate loans only with a member
government (or an enterprise or other government when a member government provides
a satisfactory, full guarantee of the loan). In principle, a dialogue with former guerrilla
groups could take place only with the government’s consent. As the country director for
El Salvador pointed out, however, it was first essential to gain the trust of the government
in power in the early 1990s, so that the Bank could “afford” to talk to opposition groups.
O’Donnell (2005: 7) quotes a World Bank official, according to whom “our long-term
client is the local institutions.”

14. Under-Secretary of the Treasury, John Taylor (2007: 48) described the “distressing lack
of urgency” he perceived in meeting with Asian Development Bank (ADB) staff on the
building of a new road from Kandahar to the border with Pakistan at Spin Boldek. He
conveyed the sense of urgency of such projects as follows: “This isn’t business as usual;
we’re fighting a war, a war on terror, and if you don’t get moving like development
banks never have before, we could lose that war. Afghanistan’s political situation is del-
icate; if it went back to the wrong people it could again become a training ground for
terrorists.”

15. The division of labor between DPA and DPKO should be clearly delineated, since there
is a continuing unresolved debate about the respective mandates, with DPKO invariably
arguing that it is also a political department. See Chapter 5, note 17 for a discussion of
Goulding’s proposal to merge the two departments.

5 The multilateral framework for international assistance

1. For the complete Organization Chart of the UN System, including the six organs (the
Security Council, the General Assembly, the Trusteeship Council, the International Court
of Justice, and the UN Secretariat), all the programs and agencies, and the Secretariat
Departments, see UN web site. For the development organizations and the international
financial institutions (IFIs) see Chapter 4, note 6. Bilateral and regional donors are
important sources of finance and technical assistance, particularly in countries in their
respective backyards, or areas of influence/preference (e.g. Japan in Cambodia, Australia
in Timor-Leste, the United States in Haiti, the EU in Bosnia and Herzegovina and Kosovo,
the Asian Development Bank (ADB) in Afghanistan, and the World Bank in Liberia).
Some foreign and local NGOs are important sources of humanitarian assistance. See,
for example, Abiew and Keating (2004) and O’Brien (2004) for the role of NGOs. For
a broader discussion of humanitarianism see, for example, Donini et al. (2004), Fisher
(2007), and Barnett and Weiss (2008).

2. See Meyer and Califano (2006) and Turner (2006b). As Turner notes, an internal review
of the UN peacekeeping operations found “substantial evidence of abuse” in procure-
ment operations, leading to “financial losses and significant inaccuracies in planning
assumptions.” Issues relating to UN staff have been a serious problem as well in the
capacity of the organization to deal effectively with the problems the organization faces.
In The Best Intentions, Traub (2006: 139), for example, mentions how US Ambassador
Richard Holbrooke frequently assailed the institution, “observing in almost every speech
that the UN employed far more people in its public information department than it
did in peacekeeping—meaning that the UN was more preoccupied with bureaucratic
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self-preservation than with effective action.” For a vivid and disheartening description of
poor management and the lack of accountability at the highest level of the UN led by Kofi
Annan, see Traub (2006: 294, 415).

3. The latter applies also to the UN Secretary-General’s association, through his membership
in the Middle East Quartet, with a policy toward the democratically elected government
of the Palestinian Authority that is widely seen by Palestinians and people in the Arab
world as collective punishment for the way they voted in those elections. The bombings
of the UN offices in Baghdad in August 2003 and in Algiers in December 2007 point to
the need for the UN to maintain a steady, even-handed approach so as not to be seen as a
puppet of policies of dubious legitimacy. The UN’s role in Iraq raises additional questions
about whether the UN can be an effective player in an environment in which it is so closely
associated by many groups as part of the occupation. These and other factors have led to
the marginalization of the UN in some cases. As pointed out by the UN envoy to Sudan
at the time, Jan Pronk (2006), the Sudanese government withdrew its support in March
2006 for a UN peacekeeping force to replace African Union troops in the Darfur region,
portraying the UN’s entry as a precursor to a Western takeover of the country. Cousens
(2002: 544) noted that in Bosnia and Herzegovina, for example, the Organization for
Security and Cooperation in Europe (OSCE) rather than the UN was asked to supervise
elections, despite its lack of experience in doing so, because the UN had been largely dis-
credited by its peacekeeping performance during the war. Sexual exploitation and abuse by
peacekeepers, most flagrantly in the Democratic Republic of Congo (DRC), has not helped
either.

4. For a detailed discussion of how the UN is financed, see Laurenti (2004). While the UN’s
regular budget and peacekeeping costs are financed through mandatory contributions
by member states, the agencies and programs are financed primarily through voluntary
contributions. In the earlier period of UN peacekeeping operations, when these operations
were a rare occurrence, the Secretary-General was dependent on the regular budget to
establish the mission. The large cost of the Congo operation in the 1960s started the
practice of assessed contributions where the permanent members of the Security Council
paid a larger share. By the late 1990s, a new practice of using trust funds with voluntary
financing made it possible to establish operations in a shorter period of time. This was, for
example, the case in East Timor.

5. CEPAL is the Spanish acronym for the UN Economic Commission for Latin America and
the Caribbean (ECLAC), one of the five UN Regional Commissions.

6. DPA’s main role is in peacemaking. DPKO plans, directs, and supports peacekeeping and
peacebuilding operations, often with support from DPA. Peacebuilding operations of a
basically political (rather than military and security) nature are under DPA’s direction. See
also Chapter 4, note 15.

7. Furthermore, neither the DPA nor the DPKO has acquired adequate expertise of their own
on economic and social issues, and the DESA continues to be marginalized from the UN’s
political work. A cursory look at the DESA’s Divisions and Offices, as well as their research
and activities listed in their web site, demonstrates that the DESA follows a “development
as usual” approach. DESA’s involvement would require a mandate from the Secretary-
General.

8. At the time, DESA was called Economic and Social Information and Policy Analy-
sis (DESIPA) and was headed by Jean-Claude Milleron. DPA was headed by Marrack
Goulding.
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9. Until 1992, the Director-General for International Economic Development and Coop-
eration was the number-two person at the UN. The Director-General was in charge of
coordinating all economic functions of the organization. When Boutros-Ghali took over
as Secretary-General, he eliminated the Director-General’s Office and merged the depart-
ments dealing with economic and social issues and technical assistance and moved the
Centre on Transnational Corporations dealing with foreign direct investment to Geneva
to be part of the UNCTAD. As part of this restructuring, I was transferred into his cabinet,
to become the first economist in the Secretary-General’s Office. In the process, he left out
of the reorganization the three most capable and effective assistant secretary-generals in
the economic area: Enrique ter Horst, Goran Ohlin, and Peter Hansen. In my years at the
Secretary-General’s Office, I could not find anybody claiming authorship of this policy,
which proved disastrous. It greatly diminished the UN Secretariat’s capacity not only to
deal with economic and social issues, but also to support economic reconstruction efforts
throughout the world.

10. The DESA’s first attempt to deal with more political issues took place in November 2004,
when Under-Secretary General José Antonio Ocampo convened a one-day Expert Group
Meeting on Conflict Prevention, Peacebuilding, and Development. As I argued earlier,
although they are closely interconnected and often require comparable expertise and
operational tools, conflict prevention, peacebuilding, and development are clearly distinct
issues. To lump them together, following the approach of the Brahimi and the Millenium
reports, detracts from their important differences, and the constraints under which each
should operate to be truly effective. After this, some timid efforts were also made to involve
the DESA in activities with the peacekeeping department.

11. The SMG was a committee of senior heads of departments. The Policy Committee
included the Secretary-General, the Deputy Secretary-General, and the eight under-
secretary-generals heads of areas.

12. Of 200 people interviewed by the group preparing the report, members of the World
Bank staff were included, but no one from the IMF was. The report mentioned the
“hybrid of political and development activities targeted at the sources of conflict,” and
argued that the Executive Committee on Peace and Security (ECPS), chaired by the
head of the DPA, was the ideal forum for the formulation of peacebuilding strategies.
The ECPS is one of four committees created by the Secretary-General in 1997 as high-
level bodies for interagency and interdepartmental coordination. The other three are the
Executive Committees of Economic and Social Affairs, Development Cooperation, and
Humanitarian Affairs.

13. Soon after the Brahimi Report, the focus of UN reform fully shifted toward “normal
development.” As with previous Secretary-Generals, Kofi Annan found it difficult to keep
a balance between the UN’s work in the areas of peace, security, and development. Such
a balance is necessary to serve both the interests of the industrial countries, which tend
to focus more on peace and security, and those of the developing countries, which have
a higher stake in development. This was reflected in the reform agenda. The Millennium
Summit took place in September 2000 to advance the process of UN reform and in light
of the differential impact that globalization in the world economy was having on the UN
membership. In preparation for the Summit, the Secretary-General presented a report
entitled We the Peoples: The Role of the United Nations in the 21st Century (UN 2000a).
Although this report discussed matters of peace and security, its focus was the ambitious
development targets that it included. The Millennium Declaration adopted, with some
changes, the Millennium Development Goals (MDGs). Except for a single mention of
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post-conflict reconstruction, the Millennium Declaration is a typical “development as
usual” document. It is thus hard to believe that institutional and other mechanisms
created to promote the MDGs would necessarily be adequate for post-conflict reconstruc-
tion.

14. For details on the functions of these bodies, see UN web site.

15. Such an organizational structure can succeed in integrating the political and economic
structures of the transition to peace only if the ERSG or SRSG, in addition to having
political or diplomatic credentials, has the background or relevant experience to lead
the economic team. This is not often the case since secretary-generals normally fill these
posts with people who have political and diplomatic skills but are often uninterested in or
ignorant of economic and financial matters. Thus, putting the UNDG or UNCT under
them directly is a recipe for “development as usual” led by the UNDP. My proposed
structure, by ensuring the integration of political and economic matters would have a
much larger chance of success (see Figure 2–4).

16. For details, see note 9 above.

17. Although it is well beyond the topic of this book, my proposal would be more effective had
Marrack Goulding’s proposal to merge DPA and DPKO been accepted. Goulding, who
had been both Under-Secretary-General for peacekeeping operations and for political
affairs—recommended that an enlarged political department be created, with DPKO
becoming an operational arm as an office for peacekeeping operations. As the situation
stands, DPKO also considers itself a political department and it is a source of confusion
that most missions in the field are under DPKO (including some political ones) but some
are under DPA. See also caplan (2005: 234).

18. Although some missions have two Deputies, they do not necessarily follow this model. For
example, the United Nations Assistance Mission for Iraq (UNAMI), a DPA field mission,
has two Deputies, one for Political Affairs, Electoral Assistance, and Constitutional Sup-
port and the other for Humanitarian Coordination (see UN web site). The lack of capacity
to deal with reconstruction issues per se—in contrast to humanitarian ones—is most
surprising in light of its Security Council mandate. According to its mandate, UNAMI
should advise, support, and assist in the implementation of the International Compact
with Iraq, including coordination with donors and international financial institutions.
Its mandate includes also the coordination and implementation of programs to improve
Iraq’s capacity to provide essential services for its people, and continuing active donor
coordination of critical reconstruction and assistance programs through the International
Reconstruction Fund Facility for Iraq (IRFFI).

19. The UNDG, created in 1997, is composed of UN programs and agencies as well as
some parts of the Secretariat (DESA, DPI, UNOPS), the five regional commissions, and
UNCTAD. In addition there are some observers, including the World Bank and OCHA.
The Secretary-General created the UNDG in 1997 to improve the UN’s effectiveness in
development at the country level. The Group is chaired by the UNDP’s Administrator on
behalf of the Secretary-General and has focused on achieving the Millenium Development
Goals (MDGs). The aid coordinator would also coordinate with NGOs since donors often
channel aid through NGOs. See List of Abbreviations pp. xvii–xxi.

20. Although the need for centralization would seem obvious, as Woodward (2002: 200)
noted, most peace missions either have no database of donors and projects or multiple
databases, each with different assumptions and criteria for recording the data. It is no
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exaggeration to argue that aid coordination has been, and remains, one of the most
chaotic aspects of reconstruction.

21. The UN has never been good at preserving institutional memory in the economic area.
For example, when Sidney Dell, one of the most distinguished UN economists, died, his
family tried to give his papers to the UN. The UN refused them on the grounds that the
library had no space. Thus, his papers were archived in a university library, far away from
UN headquarters in New York. When I was offered a job at the IMF, I had to take all
my files after I tried unsuccessfully to leave them at the UN. The Office of the Secretary-
General argued that they, or the DPA had the originals, and the DESA refused them flatly.
Since I was the only person dealing with post-conflict economic reconstruction in the
Secretary-General’s office, there were many documents, particularly the more technical
ones, of which only I kept copies. On a more positive note, this gave me an incentive to
write this book and helped me to document it.

22. This is, for example, what the World Bank did when war broke out in El Salvador in 1980.
However, although the country was still at war in 1986, when an earthquake devastated
the capital, the Bank renewed its engagement. When a new government took over in June
1989, normal relations were reestablished with both the World Bank and IMF, even before
the peace agreement was signed. Both the World Bank and the Fund severed relations with
Iraq in 1980, when the war with Iran started. Relations were not reestablished in the 1990s
because of comprehensive UN sanctions, and were only renewed in 2003, after the US-led
occupation.

23. Informal programs that do not involve any financing from the Fund are referred to as
“shadow programs” or “staff-monitored programs” and often take place before clearance
of arrears. For example, when the peace process in Angola was experiencing serious
difficulties in the mid-1990s, the country had a staff-monitored stabilization program
involving policy dialogue and capacity building.

24. For a discussion on the role of the IFIs in capacity building in Africa, see Nsouli (2002).

25. The report found that some of the best examples of cooperation between the Bretton
Woods institutions occur when both institutions have essentially been mandated, often
by their shareholders, to pursue joint products. In the absence of such mandates, the
report notes good examples of the staff of the two organizations working together. The
report emphasizes, however, the need to ensure that good collaboration does not depend
on the personalities and initiative of individuals involved but on a more systematic and
institutionalized system (p. 25).

26. Notwithstanding the broad division of labor between the Fund and the Bank, there
are areas of overlapping responsibility between them. They relate mainly to financial
market issues, public sector reform, and issues of transparency, governance, corruption
and legislative reform, trade policy, and debt management. The Fund, the Bank, and the
UNDP often collaborate in rebuilding capacity in different areas.

27. For a detailed legal and institutional analysis of these arguments, see Boon (2007: 521–2).

28. At this time, the President of the World Bank argued that while the Bank’s Articles of
Agreement prohibit the organization from intervening in the domestic political affairs
of member states, the new post-conflict framework contemplated that the Bank had
to ensure that the activities it supports “do no harm” and avoid aggravating existing
inequities in fragile situations. This justified their involvement in activities that were
clearly political in nature. See also Boon (2007).
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29. See World Bank (1998a). In 2001, the Post-Conflict Unit became the Conflict Prevention
and Reconstruction Unit (CPRU). According to Boyce (2004), however, the fact that
the CPRU remained in the Bank’s Social Development Department limited its role in
operational policy making. Other organizations also created special arrangements to deal
with crises and post-conflict countries. The UNDP, for example, created an Emergency
Response Division in 1995. In 2001, this Division was elevated to become the Bureau for
Crisis Prevention and Recovery (BCPR) with funding from extra-budgetary resources.
The OECD and bilateral development institutions have also created specific arrangements
for peacebuilding activities. See, for example, Orr (2004c: 28–30); Tschirgi (2004: 5–9),
and Boyce (2004).

30. The Watching Briefs monitor country developments in cases where regular Bank assis-
tance is no longer possible because of the conflict, with the aim of being able to provide
assistance as soon as conditions allow it. A Transitional Support Strategy is a short- to
medium-term plan that is prepared for countries where the Country Assistance Strategy
(CAS) is no longer possible because of the conflict or for countries just emerging from
conflict.

31. Boyce (2004) relates this decision to the 9/11 terrorist attacks, arguing that they were
a wakeup call to staff about what they were doing and what they could have done
differently in Afghanistan. This led the Bank’s staff to question the “selectivity policy”
of the late 1990s, according to which resources were targeted at countries with “good
policies” in the belief that this would improve the effectiveness of aid. A new Unit in
the Bank’s Operational Policy and Country Services was created to manage LICUS, in
contrast to the CPRU, which had a limited operational policymaking role. In my view, by
addressing the issues of post-conflict countries and other low-income countries together,
the LICUS office reinforces the “development as usual” approach which I argue has been
an impediment to effective post-conflict reconstruction. Furthermore, having two units,
rather than centralizing all matters dealing with post-conflict countries, may also lead to
duplication of efforts and, even worse, inefficiencies and fragmentation. The reason for
the persistence of two offices may be the difficulty that bureaucracies have in eliminating
offices once they have been established.

32. El Salvador and Guatemala in the early 1990s had an average per capita income of over
$1,000, thus exceeding the threshold for concessional terms to support post-conflict
reconstruction, although both countries’ income distribution was extremely skewed, with
a large part of the population living in abject poverty.

33. My experience at the UN and the Fund, and later in Kosovo, made me appreciate the
cultural differences between these two organizations. While UN lawyers always imme-
diately told us what we could not do every time we had to consult with them, IMF
lawyers were more inclined to find a way to do something that needed to be done. For
example, given the political restrictions on the Bank’s activities, it created a Trust Fund for
financing the establishment and training of a civilian police force in Afghanistan where
actual appraisal and supervision of the project was handed over to UNDP, with the Bank
retaining management of the Fund.

34. Following an agreement between the Bank and the UNDP, countries are precluded from
having both a consultative group meeting and a roundtable process concurrently.

35. Bosnia and Herzegovina became the first beneficiary, receiving $45 million.

36. For example, $130 million of a $151 million loan that the Federal Republic of Yugoslavia
(FRY) received at the end of 2000 was used to repay bridge loans taken to pay arrears to the
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Fund. Repayment took place amid what the IMF itself described as disastrous conditions:
“Ten years of regional conflicts, international isolation, and economic mismanagement
have left a dire legacy in the FRY. Output, which has only partly recovered from the
economic devastation caused by the Kosovo war, stands at about 40 percent of its 1989
level. Unemployment amounts to one half of the labor force. The country’s infrastructure
is in disrepair following years of inadequate investment and the damage inflicted during
the Kosovo war. About 900,000 refugees and internally displaced persons live in FRY
under difficult conditions. Serious energy shortages are being somewhat alleviated with
humanitarian assistance. The macroeconomic situation is very fragile, and with declining
output, the ratio of external debt to GDP has risen to about 140 percent in the absence
of debt servicing.” The loan was approved soon after the FRY fulfilled the necessary
conditions to succeed to the former Socialist Federal Republic of Yugoslavia’s membership
of the IMF (see IMF web site).

37. This is a quote from the July 2004 statement by Anne Krueger (First Deputy Managing
Director of the IMF) concerning an EPCA loan to the Central African Republic (IMF web
site).

38. Rwanda’s civil war, for example, ended in July 1994, but a $12 million loan under the
EPCA was approved only in April 1997 (another $8 million was approved in December
1997). In the interim, the Fund provided technical assistance to the National Bank of
Rwanda and the macroeconomic situation improved under a staff-monitored program in
1996. In 1997, the IMF hoped that a transitional phase would lead to a program supported
by a loan under the Enhanced Structural Adjustment Facility (ESAF), through which
the IMF provides financial assistance on concessional terms to low-income countries.
According to a press release that the IMF issued in April 1997, “the authorities’ medium-
term strategy seeks to promote economic and social reintegration of over 2 million
former refugees, foster economic and financial recovery, and pave the way for sustained
growth and development.” Reintegration should have had top priority in the immediate
transition to peace, and the fact that Rwanda was still in that process three years after the
end of the civil war was not a good signal of how reintegration was proceeding or how
the IMF was assisting it. In other cases, the time gap with regard to EPCA was shorter. For
example, an EPCA loan to the Republic of Congo was approved in July 1998, less than one
year after the civil war ended in October 1997, and another to Sierra Leone was approved
in November 1998, eight months after the end of the military government.

39. The interest rate on loans to such countries was subsidized down to 0.5 percent per year,
with the interest subsidies financed by grants contributed by bilateral donors. The ESAF
became the PRGF in 1991, and was redefined to increase countries’ “ownership” of the
poverty-alleviation program through broad-based and participatory processes. At the
same time, with the participation of civil society and development partners, the Bank and
the Fund launched the Poverty Reduction Strategy Paper (PRSP) for low-income countries.
In November 2001 the Poverty Reduction Strategies Trust Fund (PRSTF) was estab-
lished as a multi-donor trust fund to finance capacity-building activities in low-income
countries that are undertaking poverty reduction strategies. Weak country capacity was
perceived to be a major constraint to effective preparation and implementation of poverty
reduction strategies. The PRSP became a key input for the HIPC Initiative, launched
by the IMF and the World Bank in 1996 to eliminate unsustainable debt in the world’s
poorest, most heavily indebted countries.

40. IDA countries receive interest-free loans (with a service charge of 0.75 percent of funds
paid out) with payback periods of 40 years.
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41. No post-conflict country has yet borrowed more than 25 percent of quota. In 2004–5,
only three countries borrowed under this facility: Iraq ($435 million, or 25 percent of
quota), the Central African Republic ($8 million, or 10 percent of quota), and Haiti ($16
million, or 12.5 percent of quota). At the end of 2006, after a decade in its existence, only
12 countries had received EPCA (on 19 different occasions). In January 2007, following
a major donor conference that yielded pledges of close to $8 billion, EPCA negotiations
started with the Lebanese authorities to support efforts to deal with the country’s massive
debt, rebuild infrastructure destroyed during the previous summer’s month-long war
between Israel and Hezbollah, and reform the economy. In April 2007, the IMF Board
approved an EPCA of 25 percent of quota amounting to about $80 million, to support
the five-year reform program presented by the authorities at the Paris III conference in
January. In August, the Board approved an EPCA of about $60 million for the Ivory
Coast. In 2007, the Central African Republic and Haiti repaid their EPCA loans earlier
than scheduled.

42. A Trust Fund is a separate accounting entity with a designated trust manager that receives
and manages donor funds for a broad thematic purpose (such as budgetary support)
rather than for a specific project. Funding comes mainly from bilateral sources but World
Bank trust funds also include net income from the Bank’s capital.

43. Emergency funding was used to finance critical imports for agriculture, power, and trans-
port; lines of credit for small- and medium-sized enterprises; support for the functioning
of key government institutions; and an Emergency Social Fund to provide minimal levels
of cash assistance to the poorest households, and for water supplies and war victims’
rehabilitation.

44. Contrary to UN practice up to that time, which discouraged UN officials from publishing
articles—least of all of a critical nature—under their own names, Boutros-Ghali encour-
aged us to write about the problems in El Salvador. We succeeded in stimulating debate
at the main organizations’ highest levels, including the Secretary-General of the UN, the
Managing Director of the Fund, and the President of the World Bank. Furthermore, even
we were surprised by the extent to which scholars and practitioners alike agreed with
our warning concerning the danger of implementing UN-sponsored peace agreements,
while independently carrying out “business as usual” economic programs supported by
the IFIs. Our warning of the problem continued to be cited even many years after. Orr
(2001: 167–8), for example, pointed out that, “As chief architects of the accords and
the land transfer program respectively, de Soto and del Castillo were concerned that the
stringent fiscal policies of the government demanded by the multilateral lending agencies
were hampering the development of the new National Civilian Police and the land transfer
program—central elements of the UN’s peacebuilding strategy.”

45. Stanley and Holiday (2002) acknowledge that “coordination within the (all inclusive)
UN system was exceptional in Guatemala, reflecting lessons learned in El Salvador. The
Bretton Woods institutions participated during the negotiations phase, and have been
supportive of the peace process and its financial requirements.”

46. O’Donnell (2005) concurs with this assessment. With respect to the UN and the World
Bank in particular, she notes that “in general, communication between the two organi-
zations appears to have improved somewhat since 1994, when de Soto and del Castillo
described post-conflict assistance as two doctors operating on a patient with a curtain
down the middle.” She notes, for example, that Bank staff contributes to economic and
social sections of reports of the Secretary-General to the Security Council. In turn, Bank
staff defer to the UN on political issues such as elections.
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47. See, for example, the letter from Boutros-Ghali to Camdessus at the Fund (and a matching
one to the Bank) of March 18, 1996. The Secretary-General recalls their meetings in July
1995 in Wyoming, where they agreed to enhance cooperation between their organiza-
tions in post-conflict situations, and holds out Angola as a test case to identify ways of
enhancing coordination in such circumstances. A letter from Camdessus to Annan on
September 21, 1997, and Annan’s reply of October 23, 1997, indicate that collaboration
also existed in the case of Guatemala. The spirit and tone of these letters contrasts with that
of the Secretary-General to World Bank President James Wolfensohn on December 22,
1995, raising concerns about the implementation of the peace accords in El Salvador, and
particularly with previous letters, for example, those of July 13, 1992, to the heads of the
two institutions.

48. The Enclosure to the Secretary-General’s letter of March 18, 1996, to the Managing
Director of the IMF and the President of the World Bank notes the lessons learned from
El Salvador, particularly with respect to the need to collaborate and coordinate the peace
program with the economic and financial program of the country, supported by the
Bretton Woods institutions.

49. For details see Chapter 7.

50. Ten years later and five days before leaving the institution, his perspective on building
peace had mellowed in light of the little success there had been in winning the peace.
He welcomed the Peacebuilding Commission and the opportunity to participate with the
Security Council in matters concerning peace and security.

51. For problems of interagency coordination within the UN, see Flournoy (2004).

52. For an interesting discussion of the distortions created by the large UN presence in East
Timor, see Pires and Francino (2007).

53. Developing countries, led by the Group of 77, rejected the proposal for integrated offices,
largely because they believed that the Secretary-General was trying to make development
ancillary to peace. At a less altruistic level, the proposal was resisted by the sectoral
ministries at the national level, which benefited from the direct relationship that their
ministries had with the different UN agencies. The existing system gave the ministry of
agriculture, for example, a direct relationship with the representatives of the WFP and
the FAO. Ministers were in general more inclined to preserve these personal connections
than to improve the overall use and efficiency of scarce resources. The proposal was also
resisted by the agencies themselves, which lobbied governments against it.

54. For more details, see note 18 above.

6 Issues for debate on international assistance

1. Cited by De Long and Eichengreen (1993: 189).

2. Just as there is a need to revise the mechanism to improve multilateral aid, the same is true
with bilateral aid. For example, Dugger (2007a) reports how the Millennium Challenge
Corporation, a federal US agency set up with bipartisan support, that has approved close
to $5 billion for projects in 15 countries for 2007, has only spent $155 million by the end of
the year. This is making it vulnerable to a Congressional budget slash in 2008. European
Union aid also needs to be revised. In addition to many constraints and inefficiencies
identified in relation to specific cases, Barber (2007) describes how funds earmarked for
agriculture end up in the coffers of golf and riding clubs and railway companies. In fact,
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the European Court of Auditors reckoned that 12 percent, or close to $4 billion, of regional
aid programs had been incorrectly spent.

3. The media has reported that US military expenditure in Iraq was $800 million to
$1,000 million a week following occupation of the country.

4. Multilateral and bilateral donors spent about $106 billion in aid to developing countries
in 2005. See Bourguignon and Sundberg (2007: 56).

5. The cost of collapsed peace agreements is often high in terms of lives as well (Angola
and Rwanda in the 1990s are but two examples). It is also costly in terms of economic
reconstruction. The setback to Lebanon in infrastructure damage caused by the recent
conflict is estimated at close to $3 billion. In addition, output loss is estimated at an
additional $2 billion. See IMF Survey (January 29, 2007: 19).

6. The accounting for such a quid pro quo relationship would involve the donor country
budgeting as an expense the cost of aid (given in cash or goods) in terms of its own
currency. The compensating item on the other side of the balance sheet would be the
local currency proceeds from the sale of the goods (Dulles, 1993: 83).

7. Collier and Hoeffler (2002: 3) show that historically the actual donor response to post-
conflict situations has not been poverty-efficient. This is not surprising, since poverty
reduction per se should not be an objective of reconstruction aid, which should be
targeted at national reconciliation and an effective transition to peace, with the aim of
putting the country on a normal development path, where the objective of aid shifts
toward poverty alleviation. As discussed in the case studies, many analysts conflate this
distinction, resulting in unrealistic expectations concerning how much can be accom-
plished in the transition from war to peace. More interestingly, Collier and Hoeffler also
report some evidence that aid in post-conflict situations is considerably more effective in
augmenting growth than in normal development.

8. The authors discuss the literature on the impact of aid on growth under normal develop-
ment and conclude that it does not provide a framework to analyze the impact of post-
conflict aid.

9. See, for example, Collier and Hoeffler (2002) and World Bank (2003b). These studies find
that for aid to be more effective it should gradually rise in the first 3–5 years as the capacity
of the country to absorb it grows, and taper to normal development levels by the end of
the first post-conflict decade. This is not at all the observed pattern so far.

10. As Stedman (2002: 2) notes, far from being a time of conflict reduction, the period
immediately following the signing of peace agreements is fraught with risk, uncertainty,
and vulnerability for the warring parties and the civilians caught between them.

11. El Salvador, for example, eventually gave up benefits under US Government PL480
because it was decided that the long-term benefit of basic grain production was more
important for the country than the short-term assistance provided under this program.

12. In December 1947, President Truman’s report to Congress indicated that whether aid
would be in the form of grants or loans would depend on the capacity of each country to
pay and the effect of debt accumulation on its recovery. In deciding how much aid should
be allocated, the Marshall Plan was also noteworthy in that it contemplated that countries
should be rewarded for sound fiscal and economic policies.

13. In nominal terms, the Marshall Plan was significant. The Plan’s $13 billion in 1948–52
represents roughly $100 billion in inflation-adjusted 2003 dollars. See Orr (2004a: 17).

14. See, for example, Stiglitz (2002 and 2006b).
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15. In the case study of El Salvador in Chapter 7, I will show that the government did, in fact,
pursue these policies with a significant degree of success. Indeed, tax revenue increased
by close to 60 percent during the first six years of the economic program, to 12 percent of
GDP in 1995, from 7.6 percent of GDP in 1989. See also del Castillo (2001a).

16. The same is true of the IMF.

17. Cited by Boyce (2004: 2), from the case study of El Salvador (World Bank, 1998c: 51).

18. For a discussion of problems related to peace implementation in Guatemala, see Stan-
ley and Holiday (2002), pp. 421–62. The authors note (p. 430) that donors generously
pledged $1.9 billion when the peace accords were negotiated. Although they do not quote
a figure, they give the impression, not surprisingly, that much less was disbursed.

19. The Secretary-General in his reports to the Security Council regularly reports compliance
with peace agreements. However, the staff of the Bretton Woods institutions does not
normally read these reports.

20. The Paris Club is an informal group of bilateral creditors that provide official
(government-to-government) debt. The Club’s role is to find coordinated and sustainable
solutions to the payment difficulties experienced by debtor nations. By agreeing to the
rescheduling of debts due to them, the Paris Club provides a country with debt relief
through a postponement and, in the case of concessional rescheduling, a reduction in
debt service obligations.

21. Only Iraq and Albania had standing stand-by programs in early 2007.

22. As the situation stands, however, the chances of the IMF getting more heavily involved
in post-conflict reconstruction are not great. As Finance & Development, a quarterly
publication of the IMF, revealed in its September 2004 issue devoted to development and
aid, at the time of the IMF’s 60th birthday, post-conflict economic reconstruction is not
in the minds of the organization’s staff. It is significant to note that the only reference to
“conflict” in one of the ten articles referred to “civil conflict” resulting from banking crises
in Latin America. The word “reconstruction” was nowhere to be found.

23. A final agreement, however, has not been reached as of May 2008.

24. This means that countries stop being current on their obligations by not serving their
debt.

25. Liberia, for example, was in continuous arrears to the Fund for twenty years starting in
1984. The Executive Board suspended the country’s rights in 2003 because of lack of
cooperation in solving the arrears problem. Cambodia was in arrears to the Fund for
fifteen years from the end of 1978 to the end of 1993 and also had its rights suspended.

26. In Angola, for example, the IMF 2007 Article IV report estimates that the government
will collect revenue amounting to 35 percent of GDP (27 percent of which was oil related)
while grants represented only 0.1 percent of GDP. By early 2007, Angola had paid the bulk
($2.3 billion) of its principal and interest arrears to Paris Club creditors and is planning
to get current on other arrears amounting to $50 million. The question to be debated is
whether this is an optimum use of resources, or would the country have been better off

by accelerating reconstruction in the short run through inclusive growth, employment
creation, and investment in infrastructure?

27. Gardiner and Miles (2003) raised the moral dilemma of whether the citizens of a lib-
erated country should be burdened with the debts of a brutal dictatorship. They quote
Wolfowitz, US Deputy Secretary of Defense at the time, arguing that much of the money
borrowed by the Iraqi regime had been used to buy weapons, to build palaces, and to build
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instruments of oppression. Boyce (2004) recommends that, building on precedents in
international law, the international financial institutions should establish a body to assess
the possible scope and complications of initiatives to erase odious debts inherited by post-
conflict governments. In addition to Iraq, other countries also built up a large volume of
odious debt. Ndikumana and Boyce (1998), for example, document how the DRC had
to devote 25 percent of its government revenues in 2004 to servicing the $12 billion debt
inherited from the Mobuto era. The concept of “odious debt” has been discussed more in
the framework of post-conflict situations rather than in the framework of financial crises.
Although large amounts of debt that accumulated in most Latin American countries
during the military dictatorships of the 1970s and 1980s fell under the concept of odious
debt, condonation did not get much support although most countries did restructure
their debt at more convenient terms.

28. A “haircut” refers to the reduction of the stock of debt resulting from debt restructuring.
The most notorious contrast to this behavior was that of its neighbor, Uruguay. Uruguay
restructured its debt with private creditors without a haircut, after a sharp financial
crisis, devaluation and recession that made the debt to GDP ratio jump over 110 percent.
Without a haircut, and despite the largest IMF-support program as a percentage of GDP
ever, Uruguay has had a debt burden that makes it very difficult to grow at rates that would
allow a reversal of the sharp social deterioration that was the consequence of the crisis.

29. Fayolle (2006: 37) addressed the folly of the system by wondering how to explain to
countries that “they are eligible for the cancellation of all their multilateral debts but that
their arrears in repaying these very debts prevent them from the opportunity to get on
track through an IMF-supported program and qualify for the HIPC.” Building up the
track record for eligibility to HIPC Initiative takes time. In Afghanistan, discussions on
this issue started in early 2007, six years into the war-to-peace transition. In 2008, the
Ministry of Finance will submit to the Board of Directors of the World Bank and IMF the
First ANDS (Afghanistan National Development Strategy) Report (March 2008–March
2009) to enable Afghanistan to reach a completion point for debt relief under the HIPC
Initiative (IMF, 2008).

7 UN-led reconstruction following UN-led negotiations: El Salvador

1. Despite the fact that they do not record drug production, official statistics would capture
increased consumption as farmers and dealers spend on goods and services. This, of
course, leads to data problems, which are limited by the fact that the bulk of the drug
revenue remains abroad.

2. This case study relies heavily on published articles by Alvaro de Soto and me (1994, 1995),
by me (1995a, 1997, 2001a), and by de Soto recounting his experience as mediator of the
peace agreements (1999).

3. All institutional reports in this chapter are listed under “Country Reports: El Salvador” in
the Bibliography.

4. Torres-Rivas (1997) believes that this estimate by the Central American University of
100,000 deaths is more accurate than the often-cited figure of 75,000.

5. See, for example, Orr (2001: 153) and Call (2002: 383).

6. In the 1999 HDI, El Salvador was in 107th place. Since this index was prepared with 1997
data, it illustrates that the improvement was minor from the end of the war to the end of
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the implementation of the peace agreements, at least in relative comparison with the pace
of some other developing countries.

7. For an analysis of the very complex land tenure problems in El Salvador, see del Castillo
(1997). During the war, land tenure problems worsened; many rural properties were
abandoned and settled by displaced persons who supported the FMLN.

8. I estimate national savings in the conventional way, as the difference between domestic
investment and the current account deficit (as a proxy for foreign savings).

9. As Torres-Rivas (1997: 215) notes, the Salvadoran conflict was the longest formal, high-
intensity civil war in Latin America, though Colombia has experienced the longest period
of violence and civil strife.

10. Economic data are from the Government of El Salvador and the IMF. Social data are from
published sources from the World Bank, UNDP, IADB, and CEPAL (the Spanish acronym
for the UN Economic Commission for Latin America and the Caribbean).

11. Current transfers are mostly private transfers from remittances of workers abroad that
residents use for consumption purposes. The current account excluding transfers thus
shows the external position of Salvadorans in El Salvador vis-à-vis the rest of the world,
without the assistance of Salvadorans abroad. Official transfers (grants) are mostly used
for investment purposes (rather than consumption) and are included in the capital
account of the balance of payments.

12. For the plan’s details, see Liévano de Marques (1996).

13. A $51 million SBA was approved. Shortly after the completion of the mid-term review
in February 1991, the World Bank approved the first structural adjustment loan (SAL-I)
for $75 million, as well as a Social Sector Rehabilitation Project worth $26 million. Thus,
the IMF arrangement and the World Bank loans were negotiated long before the Peace
Agreement was signed (this is quite common; in Bosnia and Herzegovina, for example,
negotiations on an economic program started while the Dayton Peace Agreement was still
being negotiated). During economic reconstruction (1992–7), El Salvador treated this and
subsequent SBAs as precautionary and made no purchases under them (e.g. El Salvador
did not borrow from the Fund). As I will discuss later, this was because El Salvador’s per
capita income of around $1,100 did not entitle it to concessional financing from the IFIs.

14. For an inside account of the negotiation of the different agreements, see de Soto (1999).
For an analysis of the negotiations and the series of accords, see Sullivan (1994), Doyle
et al. (1997), Pérez de Cuéllar (1997), Call (2002), Goulding (2004), Antonini (2004), and
Negroponte (2006).

15. Recalling the mediation process in El Salvador, de Soto (1999: 362) notes that “the FMLN
handling of economic and social questions as the last substantive issue was particularly
revealing, given that the root cause of much of the unrest that had led to the insurgency
was grinding poverty and marginalization in a densely populated country with an acute
shortage of land. Confronting brutal armed forces repression was a pressing need, but the
military apparatus was at its origin and ultimately only a tool for keeping discontent about
the root causes under control. The FMLN, whether because of factional divergences,
lack of expertise, or a sober appraisal of political realities, left the examination of these
root causes for a later stage; it was only in the last six months of the negotiation that
the FMLN began to articulate its ideas, studiously refraining from any revolutionary
proposal. It did not try to tamper with the economic model that Cristiani’s administration
was promoting, which included economic stabilization and structural reform. Instead, it
substantially lowered its sights, and the economic and social question metamorphosed at
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the eleventh hour into a hastily crafted arrangement on reintegration of combatants and
their supporters.” Without having participated at this stage of the negotiation, it seems
to me that, as argued later, the other side of the coin was that the UN mediator did not
have technical support on economic and social issues and hence could not make relevant
proposals in this area of the negotiation, as he did successfully in other areas.

16. This is how the Secretary-General described the process in the speech delivered at the sig-
nature of the Chapultepec Peace Agreement. Karl (1992) later used the term “negotiated
revolution” as the title of her Foreign Affairs article.

17. There is another sense of the term “peace dividend,” in addition to its fiscal meaning.
Woodward (2002: 186) argues that a palpable sentiment that the benefits from the peace
agreements will outweigh the costs, and that they will be equitably divided, is required for
people to support the peace process. In this sense, the peace dividend was unquestionably
present in El Salvador.

18. During the implementation of the peace agreements there were 300 NGOs in El Salvador.
Although a few of these were professional and effective, many created serious problems for
the government and inefficiencies for the process. The role of the UNDP and the World
Bank in El Salvador has been analyzed by the respective organizations. A UNDP Eval-
uation Office report (UNDP 2000) on the organization’s role in post-conflict situations
concluded about the quality of early interventions that “UNDP country offices found
themselves unprepared when pushed towards post-conflict situations by donors and
pulled towards reintegration activities by the organization’s broadening understanding
of its mandate. As such, they found themselves ill-equipped for the task at hand. Their
meagre staff lacked experience within the context.” A case study on El Salvador prepared
by the Operations Evaluation Department (OED) of the World Bank (1998) (reproduced
in World Bank 2000) also makes clear that, while it later participated in critical peace-
related projects such as reintegration of former combatants in Africa, the World Bank did
not get involved in supporting these programs in El Salvador. As the study reports, World
Bank financing through SAL-I and later SAL-II (1993) was for “typical development
projects,” rather than “peace-related” projects. In the Bank’s view, an approach narrowly
targeted on ex-combatants, as opposed to an area or countrywide approach, could create
resentment among local populations. On the basis of this belief, it is not clear how the
Bank justified its involvement in reintegration assistance in Africa, starting with programs
in Uganda in 1994 and Angola in 1995. At the same time, the study argues that, although
not explicitly stated in the document, the basic rationale for SAL-II was to provide fiscal
flexibility to the government to help it meet the unprecedented fiscal demands of the peace
agreements.

19. For data on the 1989–97 period, see del Castillo (2001a, Tables 1–4).

20. The NFPS includes the central government, local governments, and publicly owned enter-
prises, and excludes the financial public sector (the central bank and other publicly owned
banks).

21. Not many analysts appreciated how difficult it was to rally international support for these
projects, which were critical to the peace process. Secretary-General Boutros-Ghali was a
relentless troop recruiter and fundraiser. He never missed an opportunity to ask world
leaders for contributions to UN peacekeepers, police force trainers, and other human
resources needed in the peacekeeping operations and to lobby the IFIs for more flexible
policies. He was shameless about raising funds as well, making his case in settings both
obvious and remote. In his briefing notes for his trip to Japan, funding for El Salvador
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and Nicaragua had some priority, and I was told that he made a strong plea. This was not
always known or even appreciated by the authorities of the countries involved. For exam-
ple, Mirna Liévano de Marques (1996), who was Minister of Planning and led economic
reconstruction, fails to acknowledge the Secretary-General’s role in facilitating financing.
President Cristiani, however, recognized the Secretary-General’s efforts in finding ways to
finance critical peace-related programs. In fact, in a letter of August 18, 1992, he thanked
the Secretary-General profusely for his efforts at lobbying the IMF and the World Bank to
make their programs more flexible for this purpose.

22. Article IV consultations take place with member states on a 12–18-month cycle. The SDR
is an international reserve asset, created by the IMF in 1969 to supplement the existing
official reserves of member countries, which serves as the unit of account of the IMF
and some other international organizations. SDRs are allocated to member countries in
proportion to their IMF quotas, with their value based on a basket of key international
currencies. At end 1991, 1SDR = US$1.43.

23. The OED case study (World Bank 1998b) notes that the Bank, along with USAID and
the UNDP “helped the government prepare a detailed NRP in parallel with the peace
negotiations in late 1991 and early 1992,” in preparation for the second consultative group
meeting in March 1992. At the same time, the NRP was negotiated as part of the economic
and social chapter of the Chapultepec Agreement (Chapter V). The agreements specified
that the government would submit to the FMLN, within 30 days of the signature of the
Agreement, the NRP which it had drawn up within the parameters specified in Chapter V.
According to the Agreement, the government had to take into account the recommenda-
tions and suggestions of the FMLN and other sectors of national life, thereby ensuring that
the Plan would reflect the country’s collective wishes. The fact that institutions such as the
World Bank and the UNDP, as part of their mandate to collaborate with the authorities
on development issues, advised the government in the preparation of the NRP was the
reason why the FMLN—like other groups in similar situations—did not view them as
impartial actors in the peace process.

24. See also Goulding (2002: 240–4).

25. During this consultative group meeting, the World Bank rightly argued that a full assess-
ment of the macroeconomic impact of the NRP over the coming years could not be
conducted until the parameters of the NRP, particularly the land program, were more
clearly defined. This was done through the October 13, 1992, agreement. Although the
OED study (World Bank 1998b) concludes that the most important role the Bank played
in El Salvador post-conflict transition was to call the consultative group meetings, the fact
that both the Bank and the UNDP channeled resources into their own “development as
usual” projects made financing of peace-related programs more difficult.

26. See press conference of the Secretary-General at the Economic Commission for Asia and
the Pacific (ESCAP) of April 1993 and his report to the Security Council of May 21, 1993
(UN S/25812).

27. Even after postponing lower priority projects, NRP expenditures in 1993 were 35 percent
higher than in 1992 and represented about 7.3 percent of central government expendi-
tures. About 40 percent of these expenditures were financed through grants and about 30
percent by long-term loans from official creditors.

28. In a late 1993 meeting between UN, IMF, and World Bank officials, the UN expressed
concern about the lack of financing for the land program and the establishment of the
PNC. Fear was also expressed that the security situation would deteriorate if reintegration
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of ex-combatants could not take place within a reasonable amount of time. The Fund
noted that, despite the program’s fiscal targets, there were no limits on subcategories of
expenditure financed by domestic resources. It was up to the government to prioritize its
expenditure program—something many analysts have simply ignored—not only in the
case of El Salvador, but in criticizing IMF conditionality around the world.

29. In fact, government efforts to increase taxation succeeded in raising tax revenue from
7.6 percent of GDP in 1989 to 12 percent in 1995, although it fell to 11 percent in 1996–7.
This was quite an achievement, despite being criticized by several analysts. See, for exam-
ple, Wood and Segovia (1995), Boyce et al. (1995), and Boyce (2002, 2004). Guatemala
was not nearly as successful in raising tax revenue, despite the fact that an increase to
12 percent of GDP was an explicit conditionality of the UN-brokered peace agreements.

30. Citing data from IMF staff and economic development reports on El Salvador, Boyce
(1995) notes lack of progress in decreasing military expenditure. He fails to distinguish,
however, between “defense” expenditure and “police” expenditure, which the IMF data
classify together as “military” expenditure, an important distinction since 1992 when the
repressive and militarized police forces of the past were dissolved. Police expenditure
(an expenditure thus related to the peace accords) increased by 1 percent of GDP in
1993–7, while defense (military proper) expenditure fell from 1.5 percent of GDP to 0.9
percent in the same period. Furthermore, in 1990–5 the fall in military expenditure in El
Salvador from 3.1 percent of GDP to 1 percent (del Castillo, 2001, Table 2) was larger than
in other countries with IMF-supported programs. Program countries (defined as those
with at least one program in 1991–5) reduced their military spending from 5 percent of
GDP to 2 percent in 1990–5. This represented a larger decrease than for all developing
countries, and allowed these countries to increase social spending in the face of cuts in
total expenditure. For more details, see the open letter of the Managing Director of the
IMF to the Executive Director of UNICEF of December 1996. This letter was the IMF’s
reply to criticism by UNICEF of how Fund conditionality was threatening social spending
in El Salvador. Paris (2001: 770) attributes the sharp increase in criminal violence in post-
conflict countries to the effect of economic liberalization linked to IFI-imposed policies.

31. As described by Goulding, (2002: 243), “del Castillo and I went to Perquín to see what
a tenedor looked like, a ‘tenedor’ being a person illegally working land that belongs to
someone else. Perquín is a mountain village in a zona conflictiva which had been an FMLN
stronghold during the war and the clandestine site of the Radio Venceremos. The tenedor
we met was a woman living with a man, an aunt, a grandmother, seven children, two pigs
and two chickens in a house which they had reconstructed from a bombed ruin, with just
over two hectares of maize and beans. We also met a group of recently demobilized FMLN
combatants who had occupied a couple of hectares of vacant land and were clearing it to
plant maize. They did not know, and cared less, who the owner was.”

32. For a more detailed analysis of land problems and the arms-for-land program, see
del Castillo (1997).

33. Most countries in the war-to-peace transition have significantly lower per capita income
levels. For example, Liberia’s income per capita at the time of its peace transition was
about $120, with an estimated 80 percent of the labor force unemployed.

34. This program was part of the 1992 Peace Agreement and was included as Section 3 (Lands
within Conflict Zones) in Part V on Economic and Social Questions (UN 1992a: 77–86).

35. Wilkins (1997: 275) argues that the term “conflict zones” was never defined, making it
unclear which parcels of land qualified. This, however, was never a problem. The FMLN
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provided an inventory of occupied lands, which were considered to be in “conflict zones.”
Since land sales were voluntary under the Chapultepec Agreement, there was never any
question of the FMLN claiming lands other than those that they occupied during the war.

36. An important lesson from the Salvadoran experience is that careful thought and the right
kind of expertise on both sides of the negotiation are needed to facilitate the elaboration
of peace agreements that can be realistically implemented. In cases where peace does not
follow a peace agreement, the same considerations should apply to the elaboration of
the post-conflict economic reconstruction strategy. For a detailed analysis of the many
problems resulting from the design of peace agreements and lessons for the future, see
del Castillo (1997: 357–65).

37. In addition to his impeccable logic, I was always awed by the consistency with which UN
Under-Secretary-General for Political Affairs Marrack Goulding recorded his diplomatic
efforts in detailed notes, which he revised and then summarized at the start of any
future meeting, giving consistency and continuity to the process. With regard to the
consultations leading to the October 13 Land Agreement, he recalled that “the first two
meetings, with the government and then with the FMLN, were preliminary sparring. We
were looking for common ground. The government was concerned about the resource
constraints: there was neither enough land nor enough money to meet the demands
of the FMLN. The latter insisted that they had always made clear that “reintegration”
of their combatants meant giving them land; if these promises were not kept, then the
FMLN were relieved of their commitments. Del Castillo and I shared the government’s
concerns about resources; the FMLN’s demands amounted to more than a quarter of the
country’s arable land and pasture. Riza [the Special Representative at the time] and his
team were more inclined to sympathize with the FMLN.” For details on how the land
negotiations interacted with the demobilization of the FMLN and other aspects of the
peace agreements, see Goulding (2002: 239–46).

38. See UN (May 1993, S/25812 Add. 2) for the full text of the agreement.

39. As recounted by Goulding (2002: 244–5), “On 30 October I was back in San Salvador,
accompanied this time by de Soto and del Castillo. The FMLN’s third demobilization
took place that day and ONUSAL reported that for the first time real fighters had been
demobilized and real weapons handed over. The principal issue discussed was depuración.
Cristiani was in agony over his obligation to remove 103 officers from the armed forces
within a few weeks.” But things were never easy in El Salvador. With Goulding leaving the
country for Luanda as a result of the resumption of civil war in Angola, “de Soto stayed
on for another five days and achieved an agreement of some complexity, which Boutros-
Ghali reported to the Security Council in necessarily opaque terms, given the secrecy
surrounding the identity of the depurables.” This was indeed another major triumph
for the peace process. McCormick (1997) notes that the Clinton administration applied
additional pressure by freezing $11 million in military aid until the recommendations of
the Ad Hoc Commission were met.

40. As a result, the “price risk” that the government had assumed did not materialize ex post.
When I discussed options with some of my economist friends outside the UN, there was
general agreement that prices would skyrocket as soon as the program was adopted. Thus,
our scheme for delaying relocation until the end—a requirement that both the FMLN
and the government tried at various points to circumvent—succeeded in avoiding large
increases in the price of land. On the other hand, the “foreign exchange risk,” which
seemed high ex ante, did not materialize ex post, either. Hence, my insistence that credit
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ceilings be imposed either in dollar terms or in terms of plot size—which was strongly
resisted by President Cristiani who wanted to set credit limits in colones—was misplaced,
since there was no gain from it. I underestimated the impact that large inflows of aid
and remittances—largely resulting from the overall success of El Salvador’s war-to-peace
transition—had on the colón, effectively insulating it from any loss in purchasing power.
In fact, the Central Bank had to intervene heavily in the foreign exchange market to keep
the colón’s US dollar price fixed at 8.8 colones, and thus avoid the loss of competitiveness
that a larger real appreciation of the currency would have implied.

41. 1 mz (manzana) is equivalent to 0.7 hectares. The assumption of $600 per mz for an
average type of land created serious confusion. Landowners and the press accused the
UN, the government, and sometimes both of “fixing the price of land.” This clearly was
not the case. We used this price purely for calculations purposes and reflected the average
price at which comparable occupied land had been sold through the Lands Bank up to
August 31, 1992.

42. This clearly illustrates the need for feasibility studies during peace negotiations to ensure
that specific peace-related programs are implementable, and that financing is possible,
lest potential beneficiaries develop unrealistic expectations.

43. Parties’ informal agreements, which departed from formal agreements, made UN ver-
ification even more difficult. For example, departures from the October 13 program,
agreed to informally by the two parties, often rendered ineffective ONUSAL’s insistence on
compliance with the letter and the spirit of the formal peace agreement. This was the case
with the credit ceiling specified in the land certificates, in clear violation of the October 13
agreement. Letters to ONUSAL in December 1992 and February 1993 informed the UN
of such agreements. Other informal agreements resulted from tripartite meetings between
the government, the FMLN, and ONUSAL.

44. For a full analysis of the implementation of this program, see the Reports of the Secretary-
General on the United Nations Observer Mission in El Salvador to the Security Council (UN
1992–5) and The Situation in Central America: Report of the Secretary General (UN 1995–
2000). See also ECLAC (1993), de Soto and del Castillo (1995), and del Castillo (1997).

45. For a contrarian position, see de Soto and del Castillo (1995).

46. In my view, the reason why close advisers found it hard to be loyal to Boutros-Ghali—
despite his sagacity, intellect, and much admired energy—was that even when he con-
sulted with them, he often adopted the opposite position without any explanation. I am
sure that de Soto and Goulding will remember a chartered plane trip to El Salvador,
during which we briefed the Secretary-General on the problems and significant delays
with regard to the land program, the “special regime” for rural human settlements,
the National Civil Police, and other lagging programs. We all agreed that it would be
premature for him to say that El Salvador was a “success story.” Both de Soto and Goulding
strongly argued that doing so would take pressure off the government and the FMLN
to implement remaining commitments. As soon as we arrived in San Salvador, Boutros-
Ghali held a press conference, which he began by proclaiming that “El Salvador is a success
story.”

47. For the problems that this created for peacebuilding, see Doyle et al. (1997) and Doyle
(2001).

48. In his report to the Security Council of March 24, 1995 (UN S/1995/220), the Secretary-
General acknowledged that “a strong case could have been made for maintaining
ONUSAL after 30 April 1995. . . . A recommendation to that effect was given serious
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consideration but I refrained from making it in the light of the clear indications from
members of the Council that the time had come to bring ONUSAL to a close.” The parties
had given assurances to the Council that substantial progress in the implementation of
the agreements would take place before April 30, 1995. On the basis of this, the Secretary-
General noted that “The modest proposal that I made for the size of the post-ONUSAL
team was predicated on this premise, which regrettably has not materialized.” Although
the Secretary-General’s conclusion that subsequent delays and new difficulties would
warrant a somewhat larger team proved correct, nothing was done to remedy this need.

49. For the details of UN financing, including peacekeeping operations, see Laurenti (2004).

50. Letter of Ambassador Ricardo Castaneda to the Secretary-General of August 28, 1995. See
also, replies of the Chief of Staff of September 5 and of the UNDP of September 1 of the
same year. Ambassador Castaneda was a strong supporter of the peace process and worked
closely with the UN in its implementation.

51. A major reason for this was the lack of continuity in the UN presence. In the future,
this could be avoided by adopting my proposal in Chapter 5 regarding the organizational
structure of peacebuilding missions (see Figure 3, p. 64). As the peacebuilding mission
winds down, the UNDG coordinator in the National Reconstruction Coordinator Office
(NRCO) would lead UN “normal development” activities in the country as UNDP Res-
ident Representative and Coordinator of the UN System. Having been part of the peace-
building mission, this person would be ready to assume some of the “unfinished business”
of peace-related programs and be more aware of the need to ensure their sustainability.
In El Salvador, the UNDP was not given the right resources and capabilities to ensure
its ability to monitor the completion of the remaining peace-related programs and make
them sustainable.

52. This was an increase from the 74 percent and 25 percent, respectively, reported in the
Secretary-General’s October 1995 report (UN A/50/517). In his April 1996 report (UN
A/50/935), the Secretary-General reported that titles had been issued to 93 percent of the
potential beneficiaries, with 50 percent of the titles registered.

53. The “human settlements” were communities in the war zone in the departments of
Chalatenango and Morazán.

54. In his report to the General Assembly of October 2000 (UN A/55/465), Secretary-General
Annan noted that in 1997 and 1998 a small support unit housed within the UNDP
in San Salvador tracked compliance with outstanding provisions of the accords, while
responsibilities for verification and good offices remained with UN Headquarters.

55. Despite tremendous difficulties, by end-1997, the government had achieved the simpli-
fication of the tax structure, creating a system based on a few broad-based taxes, and
the restructuring and re-privatization of the financial sector. The latter included the
liberalization of interest rates, the elimination of credit controls, the revision of the legal
framework encompassing new laws for the central bank, banks, and financial institutions,
and the creation of a new charter for the superintendence of financial institutions. The
government also accelerated trade reform, including simplification and sharp reduction
of tariff levels and elimination of non-tariff barriers, and achieved significant advances in
the modernization of the public sector. For a list of the key structural reforms in 1992–
2004, see IMF (2005d, Table 11: 36) and IADB (2005, Table AI-3, Annex I: 2).

56. With respect to natural disasters, a frequent phenomenon in El Salvador, the IADB (2005)
noted that the entire territory is at risk or at very high risk of seismic events. They reckon
that “Earthquakes such as those that struck the country in 2001 (which occur, on average,
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once every 15 or 20 years) generated $1.6 billion in costs and entailed additional public
expenditures of at least $700 million.”

57. For the growth and development challenges to El Salvador, see various Staff Reports (IMF
several years), including the last one in the bibliography (IMF 2005d). See also IADB
(2005) and World Bank (2004a).

58. Paris (2002, 2004), for example, unrealistically believes that the post-conflict transition
should solve a country’s development problems. In fact, what a successful post-conflict
transition should be expected to do is to set the country onto a path of normal devel-
opment, unburdened by the overwhelming task and the financial cost of national recon-
ciliation and peacebuilding activities. As Downs and Stedman (2002: 49) point out, by
assuming that a successful transition from war to peace should also resolve the challenges
of poverty, “Paris holds evaluation hostage to an unreasonable standard of success.”

59. See National Human Development Report (2005). The UNDP has prepared four such
reports, the last one, in 2005, focusing on the impact of migration and remittances on the
Salvadoran economy.

60. The fact that the mediator of the peace agreement was not involved in the peacebuilding
mission was a smart move. It left room for the mediator to maintain pressure for the
peace agreement’s implementation over the years. Acknowledging that de Soto’s role as a
mediator was well documented, Jones (2002: 98) also noted that his future role was just as
important. From his position in Boutros-Ghali’s cabinet, and then as Assistant Secretary-
General of the DPA, “the continuous engagement by a key personality appears to have
made an important contribution to the successful implementation of the accords.” Stanley
and Holiday (2002: 443) argue—and I agree with them—that appointing the mediator as
SRSG in Guatemala was a mistake. In their view, Jean Arnault had too strong a personal
stake in defending the peace accords, and was reluctant to acknowledge and criticize the
government’s failures to fulfill its commitments. Thus, the effectiveness of the UN in
facilitating the implementation of the agreements was much diminished. Nevertheless,
this factor was perhaps secondary to the lack of Security Council clout in Guatemala, the
overambitious nature of the peace agreements and the weakness of the General Assembly
in pushing for their implementation.

61. I always remember the puzzled expressions on the faces of my new colleagues at the IMF
Western Hemisphere Department the day I joined the Fund and told them that I was
coming from the UN Secretariat. After seeing a few such faces, I started telling them that I
also taught at Columbia University in the hope of getting some sign of recognition. While
a few economists had moved to the Fund from the UN Economic Commissions, I was the
first ever to join from the UN Secretariat.

62. In addition to the human rights division, which had been created earlier, at the time
ONUSAL was established it also had military and police divisions. An electoral division
was added at the request of the government in 1993.

63. Interestingly, a look at the UN Human Resources web site many years later (on September
21, 2006) reveals nineteen job categories for UN peacekeeping operations, none of which
is for economic affairs (although there is one for social affairs). This shows how little
importance the political side of the UN attaches to economic issues in peacebuilding
activities. Furthermore, the political and the economic and social sides of the UN Sec-
retariat barely talked to each other, apparently because peacemakers and economists do
not speak the same language, and so find it difficult to communicate (del Castillo: 1995a).
Former National Security Advisor Anthony Lake argues that the difficulty in addressing
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political-economic issues in the transition to peace is related to the difficulty associated
with thinking across disciplinary boundaries. In his words, “Mention the deleterious
political effects of a sound economic policy at a meeting of economic planners, and watch
their fingers drum impatiently on a table. Talk about the economic details at a conference
of diplomats working on a political settlement and watch their eyes glaze . . . But econo-
mists, diplomats, and political leaders must think in each other’s terms, or reconstruction
will fail.” (Blair et al. 2005: 205–6).

64. The shortage of UN professional staff dedicated to reconstruction issues is clear from
Goulding (2002: 241–3). At the time, he was trying to break the impasse created by
the FMLN’s refusal to demobilize further, and likened the experience to being a squash
ball smashed against the wall by two angry players alternately. “On the land issue, my
instructions were to put forward a proposal which, if accepted, would make it possible to
begin the transfer of land to ex-combatants on both sides. I was accompanied by Graciana
del Castillo, an economist from the Secretary-General’s office . . . Del Castillo fought gal-
lantly but she was the only economist in my team and I wished that I had brought more.
After our return to New York, Graciana del Castillo worked quickly to produce a detailed
proposal on land which Boutros-Ghali would send personally to the two sides. This he
did on 13 October. Within a few days both had accepted it, to my surprise and relief. Most
of the credit for this success was due to del Castillo who drafted a professional, coherent
and well-balanced program of action.” Although I appreciate the credit Goulding gives to
me, it is proof of the inadequacy of UN staff, both at UN headquarters and at ONUSAL,
and the ad hoc nature of mechanisms dealing with economic reconstruction. It is also
proof of difficulties in working together with the Bretton Woods institutions and even
with the FAO. When the peace process was close to the precipice, the Secretary-General
did ask the heads of the IMF and World Bank for their assistance “on a matter of great
concern and urgency” (letter of September 14, 1992). He also sought the assistance of
FAO. None of the three organizations wanted to put anything in writing. I have already
discussed the position of the World Bank on the land program. The IMF and the FAO
visited the country on regular trips they had planned earlier. All we could get out of
them was their opinion that there was not enough financing or land for this program.
So much we knew, but the issue was how to get both. Because the Secretary-General
acknowledged their advice in his report to the Security Council, some analysts have noted
that a group of “agrarian specialists” evaluated the situation (Boyce et al. 1995: 53, and
Rosa and Foley 2000: 142). The latter also incorrectly noted that it was ONUSAL which
offered the proposal to the parties.

65. The OED Case Study on El Salvador (2000) argues that the land program was a political
program, and that the Bank’s mandate restricted lending for political purposes. Neverthe-
less, the Bank could have provided technical assistance that would have facilitated the land
program, ensured its sustainability, and improved public security by keeping beneficiaries
on their land. In fact, the Bank eventually supported land registration with good results.
As the OED report also points out, no Bank project focused exclusively on the former con-
flict zones. In fact, they followed a “development as usual” approach, with the structural
adjustment loans (SAL-I and SAL-II) that provided support to the government’s 1989–
94 program focusing on taxation, privatization, trade, the financial sector, social sectors,
and poverty alleviation. Other economic sector projects in the Bank’s portfolio fell into
three groups: energy, agriculture, and competitiveness and public sector modernization.
It is interesting to note that the OED study concluded nevertheless that several high-
quality Bank lending operations and non-lending services made significant contributions
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to post-conflict reconstruction. To reach this conclusion, the OED interviewed a large
number of World Bank and government officials, UN agencies, and NGOs, but failed
to interview the UN or any of the former FMLN commanders. In 1995, oblivious to the
difficulties with the land program and the PNC that threatened the full implementation of
the peace accords, the World Bank prepared a business as usual study on how El Salvador
should meet the challenge of globalization and learn from the experience of successful
East Asian tigers. See Grandolini (1996).

66. For a description of what this really entails and why it is so important to any organization
or national civil service, see Solimano (2006, 2008).

67. As Zhang (2006) points out, “In fact, some middle- or higher-level officials in the UN
human resources management possess an inadequate level of education or training.
This represents a major resistance to management reform and has a negative impact on
recruiting young, qualified professionals.” Sidney Dell told me years ago about how he was
unable to recruit Richard N. Cooper, owing to UN personnel problems in recognizing his
academic credentials and arguing he did not have the required years of experience for the
post. Today, Cooper is a renowned Professor of International Economics at Harvard. This,
and many other cases over the years of which I am aware, are an indication of the lack of
ability of the department of human resources at the UN to detect talent in the economic
area.

68. By contrast, Stanley and Holiday (2002: 432) argue that the difficulties of implementing
the accords in Guatemala had to do with the fact that they were unusually sweeping in
their identification of key national issues, but provided few specific measures to facilitate
their implementation.

69. This was more the case in Guatemala, where the accords contemplated major economic
and social reform for the population at large, whereas in El Salvador the peace agreements
included only those directly involved in the conflict. Nevertheless, some programs in
El Salvador did create expectations that could not possibly be satisfied with available
resources.

70. The security situation in El Salvador has seriously deteriorated more recently, owing to the
criminal activities of gangs (the so-called maras). Many of the people involved belonged to
gangs in Los Angeles and other US cities, and returned to El Salvador following the adop-
tion of US legislation in April 1997 that calls for the deportation of illegal immigrants.
The shortsightedness of the United States, given its large investment in the peace process,
has had critical consequences for the country. For a detailed and frightening account, see
Thomson (2006).

8 UN-led reconstruction following NATO-led military
intervention: Kosovo

1. Unless otherwise specified, data are from the IMF. Institutional reports on Kosovo are
listed in the Bibliography as “Country Reports: Kosovo.”

2. Marshall Josip Broz Tito established the SFRY, consisting of Serbia, Montenegro, Croatia,
Bosnia and Herzegovina, Macedonia, and Slovenia.

3. For the details, see Heinbecker (2004), who discusses the similarities in the way the
Security Council handled Kosovo in 1999 and Iraq in 2003, where the reasons for military
intervention were quite different: basically humanitarian concerns in the former case
and regime change in the latter. See also Caplon (2005), and Fisher (2007: 105, 117),
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who argues that NATO’s operation in Kosovo, which was not a UN operation, was by
far the most successful humanitarian intervention to prevent the ethnic cleansing of
K-Albanians.

4. With the creation of the Federal Republic of Yugoslavia (FRY) in 1992, which included
Serbia and Montenegro, Milosovic became President of the FRY. Croatia, Bosnia
and Herzegovina, the Former Yugoslav Republic of Macedonia, and Slovenia became
independent states.

5. Despite its iconic significance to K-Serbs and K-Albanians, the Trepca complex, by all
accounts, lost money under Yugoslav socialism.

6. As in other socialist countries, official statistics in the SFRY measured total output in
the form of “social product” or “gross material product,” roughly corresponding to
GDP. However, the allocation of that output to the different provinces, one of which
was Kosovo, is unknown. Thus, it is hard to compare Kosovo’s performance during
reconstruction with that in the pre-conflict period. For data on the pre-conflict situation,
see European Commission/World Bank (2005) and World Bank (2005c).

7. See Yanis (2003), as cited by Ballentine and Nitzschke (IPA 2003: 9).

8. The Contact Group included the United States, the United Kingdom, France, Germany,
Italy, and Russia.

9. Daalder and O’Hanlon (1999) note that NATO went to war in March 1999 by attacking
a sovereign country, not to uphold the inherent right of individual or collective
self-defense. Neither did NATO go to war with explicit authorization from the UN
Security Council or justify its action under the 1948 Genocide Convention. In their
view, however, these facts do not mean that the alliance’s action was illegitimate. The
Security Council had identified the crisis in Kosovo as a threat to international peace and
security in 1998. NATO did not request the Council’s authorization to use force because
Russia (quietly supported by China) indicated that it would veto it. Woodward (2007a: 7)
also argues that the NATO operation against Serbia was defined in terms of K-Albanian
human rights and legitimated as humanitarian intervention despite the refusal of the
Security Council to authorize force.

10. The Group of Eight included members of the Contact Group plus Canada and Japan.

11. For a variety of views and a more detailed description of political and security
developments in Kosovo, including issues relating to final status, see Woodward (2007a,
2007b, 1999, 1998), Shawcross (2000), Dobbins et al. (2003), US Congressional Research
Service (2003), and Crocker (2004c). For historical background, see West (1941) and
Malcolm (1999).

12. Daalder and O’Hanlon note that the UN responsibility in Kosovo is akin to a 1920s
League of Nations mandate for a protectorate, and exceeds anything the organization
has done before. Woodward (1999) points out that the UN mandate in Kosovo
contrasted with other UN transitional administrations such as those in Eastern Slavonia
(Croatia) and East Timor (Indonesia). In those cases, while international intervention
was considered necessary to protect human and minority rights during the political
transition, the political status of the territory was settled (reintegration into Croatia in the
first case and independence in the second). She points out that the international presence
in Kosovo has temporarily deprived a country of the right to rule over part of its territory
and population. In Namibia, which was under the protection of the UN Trusteeship
Council, the UN peacekeeping operation acted as the sovereign authority until elections
established a legitimate government (Traub 2006: 22–3). See also Caplan (2005).
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13. The mandate given to the UN in East Timor a few months later was very similar to that
of Kosovo, although the political path to nationhood in East Timor was clear from the
beginning.

14. Humanitarian assistance (Pillar I) was led by the UN High Commissioner for Refugees
(UNHCR); civil administration (Pillar II) by the UN itself; democratization and
institution building (Pillar III) by the Organization for Security and Cooperation in
Europe (OSCE); and economic reconstruction (Pillar IV) by the European Union.
Enforcement (authorized by the Security Council under Chapter VII of the Charter) was
delegated to KFOR, a NATO-led force whose mandate was to maintain law and order until
the UNMIK police force could take over, and to support civilian operations (particularly
humanitarian and reconstruction activities) in close cooperation with UNMIK. Thus,
NATO was the only organization not subordinated to the UN. By mid-2000, the Kosovo
Police Service (KPS), created and trained by the UN had close to 1,000 officers. As it
should be, once the emergency was over, the humanitarian pillar was closed and Pillar I
became the security pillar—“Police, Courts, and Prisons,” also led by the UN itself.

15. Some analysts have described UNMIK’s lack of resources at an early stage as “scandalous”
(Crocker 2004c: 194–7).

16. For a general discussion of institution building in Kosovo, see Herrero (2005).

17. The OSCE (Press Release of November 19, 2001 in OSCE web site), reports that turnout
in the election was 63 percent of the 1.25 million people that were eligible to vote. The
turnout among K-Albanians was 65 per cent while that of the K-Serbs was 46 percent.
The newly formed K-Serb party won about 11 percent of the vote.

18. The three parties were the Democratic League of Kosovo (LDK), the Democratic Party of
Kosovo (PDK; ex-KLA), and the Alliance for the Future of Kosovo (AAK; also ex-KLA).

19. The standards included functioning democratic institutions; the rule of law; freedom of
movement; refugee return and reintegration; economic reforms; enforcement of property
rights; dialogue with Belgrade; and establishment of the Kosovo Protection Corps (KPC).

20. This was not an easy meeting, as Kosovo’s Prime Minister, Agim Ceku, a former KLA
commander, is considered a war criminal in Serbia, while Ceku’s own father was among
the many K-Albanian civilians killed by Serbian forces. In the case of El Salvador, talks
had taken place mostly through the UN mediator, rather than face-to-face. Throughout
the 22-month negotiations, there had been, however, formal sessions of face-to-face
meetings in the presence of the UN mediator.

21. For more details, see Wagstyl and MacDonald (2008); Bilefsky (2008a, 2008b); The
Economist (April 12, 2008); and Woodward (2007a, 2007b). The Economist reports that
Kosovo’s Parliament adopted a new constitution in April and that by then only 18 of 27
EU members (and only 36 countries of the world) had recognized the new state.

22. Prior to Kosovo, the UN’s only recent experience in civil administration as such
was running Cambodia’s central bank. Sergio de Mello, the Under-Secretary for
Humanitarian Affairs who had been appointed as SRSG on an interim basis at the time
UNMIK was established, argued that Kosovo was probably the greatest challenge the
UN had faced since the launch of peacekeeping operations in the late 1940s. In his view,
the UN had never assumed such a broad, far-reaching, and important executive task
anywhere, including Cambodia, where he had worked.

23. By end-2002, the International Crisis Group estimated that about 130,000 Serbs and
100,000 other minorities were living in Kosovo (Dobbins et al. 2003: 113).
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24. While Kosovo could not borrow from the IFIs, the FRY also could not borrow at the
time, because it was not a member of the institutions. In fact, the FRY did not become a
member of the Bretton Woods institutions and solve its arrear problems until the end of
2000. On the other hand, both the IMF and the World Bank provided policy advice and
financial support to neighboring countries, including the Former Yugoslav Republic of
Macedonia, Bosnia and Herzegovina, Bulgaria, Croatia, and to a lesser extent Romania,
which were affected in many ways by the Kosovo crisis. Among the wide-ranging
implications of the Kosovo war were inflows of large numbers of refugees and disruption
of trade and tourism in neighboring countries. In December 2005, Kosovo signed a Letter
of Intent and a Memorandum of Economic and Financial Policies, for policy dialogue but
without financing. This was not renewed following its expiration at the end of 2007, since
agreement could not be reached, in part because of uncertainty due to coming elections.
In May 2005, the European Investment Bank (EIB), the EU’s long-term financing insti-
tution, became the first IFI to agree to lend to Kosovo despite its unresolved legal status.

25. Sergio de Mello may well have been the best-qualified person to serve as SRSG in Kosovo
and lead UNMIK. He was one of the few high UN officials at the time who could comfort-
ably manage the link between the political and economic aspects of reconstruction and
be an effective interlocutor to UN officials as well as the IFIs. However, the EU, which was
to play a large role in financing, insisted on the appointment of one of its own officials.

26. See European Commission/World Bank, “Kosovo: Donors Pledge $1 billion in support
of the reconstruction and recovery programme” (World Bank web site). As is often the
case, only a small portion of those pledges had been disbursed a year later.

27. The dedication of the expatriate staff was reflected in the harsh conditions in which they
lived, often bathing with a gallon of cold water, collected during the few hours that it
was available. While this was not a significant hardship during the hot summer days, the
temperature in the winter could drop to as low as −25 ◦C in the mountains.

28. All figures have been converted into dollars using IMF data (average rates for flows and
end-of-period rates for stocks).

29. According to the ICRC (2000: 9), a cluster bomb is a metal canister that is dropped from
an aircraft where the canister opens and ejects many dozens or hundreds of bomblets
into the air. These bomblets are supposed to explode upon impact with the ground but
many fail to do so, leaving a serious hazard to civilians after the end of hostilities since
they can easily detonate upon contact. The ICRC study concluded that “cluster bomblets
are, along with anti-personnel mines, the leading cause of mine/UXO-related injury or
death in Kosovo. Cluster bomblets and antipersonnel mines accounted for 73 percent
of the 280 incidents individually recorded by the ICRC between June 1st, 1999 to May
31st, 2000, with each type of ordnance responsible for 102 deaths or injuries or just over
36 percent each. In addition, as compared to those killed or injured by anti-personnel
mines, those injured or killed by cluster bomblets were 4.9 times as likely to be under
age 14.”

30. According to Crocker (2004c: 200), the failure of KFOR troops to stop ethnic violence
in the first months after the war signaled that K-Albanian violence was somehow
acceptable, causing lasting problems for establishing the rule of law, promoting respect
for human rights, and fostering reconciliation among K-Albanians and Kosovo’s minority
populations. This was certainly a major problem in the implementation of post-conflict
economic reconstruction in Kosovo, and the situation has not improved much since.
Bugajski (2003) claimed that the problem of criminalization and the lack of the rule of
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law have become endemic in Kosovo. This has undermined the emergence of a
democratic and law-abiding society. As an example, he cited the murder in September
2002 of Rexhep Luci, a respected K-Albanian architect who wrote the Pristina city
urban plan and was Director of the Department of Planning, Reconstruction, and
Development. Luci was killed for enforcing rules against illegal construction.

31. Dobbins et al. (2003: 121) attributed UNMIK’s slowness in establishing a presence in
Kosovo to the fact that, unlike NATO, the UN could not draw on standing units to supply
the necessary manpower. Staff needed to be identified and hired one by one, a process
that required months to complete. As I will discuss in reference to Afghanistan and Iraq,
the US government faced similar staffing problems in both cases.

32. Despite the tremendous task at hand, the customs system miraculously started on time,
owing to the professional and efficient direction of a young, dynamic team of EU experts
who offered operational advice and worked closely with Gerard Fisher, an invaluable UN
official with a distinguished career in post-conflict reconstruction, who became the first
Director of Customs. All customs officials had to be recruited and trained in modern
techniques and procedures, since Kosovo had been part of the anachronistic FRY customs
system. Nevertheless, UN procurement as well as financing difficulties delayed revenue
collection unnecessarily. Taxes were levied on all goods except those from the FRY, which
were not considered imports. In June, the Economic and Social Council introduced a
two-tier tariff system that subjected capital goods and certain production inputs to a
0 percent tariff (Ministry of Trade and Industry/UNMIK 2004: 5). For this and other
policy measures adopted by the SRSG through Regulations, see UN web site.

33. The CFA ceased to exist when budget responsibilities and other economic policymaking
were transferred to the PISG (see UNMIK Regulation 2001/19). Budget and tax
responsibilities became the sole responsibility of the Ministry of Economy and Finance
(MEF).

34. Unfortunately, this policy, as well as others adopted by UNMIK, often following EU
recommendations, became divisive rather than contributing to national reconciliation
since it clearly favored K-Albanians.

35. Some senior US officials opposed the use of KFOR forces for “nation-building” activities
such as this, but it was part of KFOR’s mandate to maintain law and order and support
reconstruction in the early period.

36. Some analysts, nevertheless, have shown surprise that foreign direct investment inflows
have been minimal, and that privatization has not proceeded as quickly as the United
States, UNMIK, and others envisioned. See, for example, Crocker (2004c: 197).

37. In September 2000, an acid spill resulting from the rupture of a tank at the complex’s
battery factory formed a stream that reached the Ibar River. See News Reports at UN
web site.

38. See Hedges (1998). Residents of Svecan, particularly women, reacted to the closure of the
plant by throwing stones at members of KFOR and UNMIK. See also Flounders (2000).

39. Still another tender offer was published in The Economist in September 2006.

40. For some of the Serbian views on this matter, see Bozinovich (2005).

41. The KLA “Prime Minister” Hachim Thaci signed the “Undertaking of Demilitarization
and Transformation” jointly with KFOR Commander Lieutenant General Mike Jackson
on June 21, 1999. However, as Feil (2004: 50) argues, a viable and seamless DDR strategy
must dismantle command and control structures, relocate soldiers to communities, limit
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the circulation and possession of weapons and small arms, and establish programs for
the productive reintegration of former combatants.

42. See various UNMIK Press Releases in UN web site. See also Dobbins et al. (2003: 118–19)
and Crocker (2004c). As Crocker (2004c: 200–1) points out, owing to the close ties that
NATO and the US in particular had developed with the KLA before and during the
1999 bombing campaign, KFOR was reluctant to tackle the security issue with the KLA
and accepted its demands that 50 percent of KPC officers be former KLA members.
UNMIK and KFOR were accepting the KPC as a compromise between KFOR’s need to
demobilize the KLA and the KLA’s determination to maintain a standing force that could
eventually become the national army of an independent Kosovo. The KLA supposedly
completed its demobilization in September 1999. However, a few months later there were
credible reports that armed groups, believed to be offshoots of the dismantled KLA, were
attacking targets inside Serbia, apparently trying to unite the largely Albanian population
in the Presevo Valley (southeast of the capital, Pristina). Solomons (2005: 32) refers to
the KPC as “a state within the state that may devour the society that built it.” O’Neill
(2002: 117) notes that, according to UN officials, the idea of turning the KLA into some
kind of benign civil emergency corps came from NATO.

43. On the issue of reintegration, see del Castillo (1995a, 1997, 2001), Crocker (2004c), and
Solomons (2005).

44. Financing needs for such jobs exceeded the FY-2000 budget of $18 million to cover
wage payments. Many of these people could have been productively employed in the
agricultural sector. Kosovo relies heavily on imports of food products, many of which
could be produced domestically.

45. See reports of the Secretary-General on the UN Interim Administration Mission in
Kosovo, UNMIK press releases, the Kosovo Status Report (2000), and UNMIK at Nine
Months (2000). See also IMF and World Bank reports.

46. In general, parallel security and administrative structures dissolved rapidly after January
2000. See UN, Report of the Secretary-General (2000).

47. According to Special Representative Bernard Kouchner (2004: 137), it was thanks to the
Archbishop of Kosovo, Monseigneur Artemje, that the interim administration could mix
K-Albanians and K-Serbs. Kouchner recounts that Serb extremists severely criticized
Artemje for his action, and thus Serb participation remained largely marginal.

48. The EU was the largest donor in Kosovo, accounting for about 40 percent of the total,
while the United States accounted for about 15 percent (see Crocker 2004c: 198). It
appears that EU financing is included under “international organizations” on the ground
that the EU was one of the four pillars of UNMIK. The Ministry of Finance and Economy
estimated that cash remittances represented roughly half of GDP in 2000, or close to
$700 million.

49. Later, other projects, such as the Village Employment and Rehabilitation Program in
Mitrovica, were fully financed by the EU.

50. The IMF estimated per capita GDP to be in the $650–850 range in 2000, significantly
below that of Albania or Bosnia, where it was about $1,000. GDP per capita rose in dollar
terms to about $1,400 in 2003–7, in part as a result of the depreciation of the dollar. See
ESPIG (2004) and IMF (2005e, Table 5: 11–12; Aide-Memoires) for more details.

51. Traub (2006: 117) notes that the nation-building effort in Kosovo proved far slower and
more frustrating than anyone had imagined at the time.
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52. According to Blair et al. (2005: 226–38), UNMIK was successful in its early relief effort
but had much less success in rehabilitating basic services. In their view this was partly
due to the approach of the international community to focus resources on “long-term
construction of the private sector,” to the detriment of immediate reconstruction of basic
services that were provided by the publicly owned enterprises, such as Kosovo’s power
company. Thus, UNMIK focused on creating a long-term economic framework to enable
the move from socialism into a market economy, to the neglect of other aspects that
could have improved national reconciliation and the consolidation of peace.

53. Figures of 50 percent unemployment are frequently reported, in part because of the
difficulty of estimating the situation in the informal sector.

54. See ESPIG (2004: 6). Although Kosovo is well endowed with lignite to produce power,
even for export, poor electricity service is a major constraint on economic activity
(UNMIK 2005: 8–17, and World Bank 2004: iii). However, as with deposits of lead,
zinc, nickel, magnesium, and other natural resources, investment has been restricted by
uncertainty regarding property rights and the existing institutional and legal frameworks.
Contrary to other countries in reconstruction, financing does not seem to be a main
constraint to investment. Commercial banks have abundant funds, part of which they
invest abroad. Furthermore, Kosovo is among the top ten countries with respect to the
inflow of remittances per capita, but most of this money finances consumption rather
than investment (UNMIK 2005: 11).

55. Inward FDI amounted to only $42 million in 2004, and was projected to reach a similar
level in 2005–6 (IMF 2005e, Table 5: 11–12).

56. Of course, under “normal development” it could make sense to have a budget surplus,
particularly considering that, if “final status” means recognized independence, Kosovo
will probably have to start servicing its share of the former Yugoslavia’s external debt and
will gradually have to assume the cost of maintaining infrastructure that has so far been
donor-financed.

57. High-level UNMIK officials had misgivings about privatization in 2004. One even
suggested that privatization be placed on hold until final status was resolved, “given the
legal uncertainties and the proclivity of prominent Kosovars to align themselves with
criminal figures” (Higgins 2004). By 2006, only about $250 million had been obtained
through privatization.

58. Gerard Fischer argues that many of the problems UNMIK has had over the years largely
relate to the lack of effective counterparts among the mostly K-Albanian authorities in
Kosovo. This might well be the case in the later period, but it was certainly not a factor in
the difficulties that the UN had in setting up UNMIK and in its early period of operation.

59. This would have obviated the need for an Economic Policy Adviser to the SRSG, a post
I was invited by the Head of DPKO to fill as UNMIK was set up. In September 1999, I
recommended the abolition of the post to make it clear that the Head of Pillar IV was the
economic policy adviser to the SRSG.

60. This situation was similar to that existing in Boutros-Ghali’s office, where advisers to
the Secretary-General often performed functions, including those related to economic
reconstruction, that normally would have been performed by the respective functional
departments. (See Chapter 7 on El Salvador).

61. For example, in an August 1999 visit by Claire Short, UK Secretary of State for Interna-
tional Development, Pillar IV and the Economic Policy Adviser to the SRSG, the post that
I occupied at the time, were not invited. This omission was due to inexperienced staff in
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the Office of the SRSG, who, in setting the SRSG’s agenda, were oblivious to the fact that
Short’s office played a key role in financial assistance and assumed that Secretary Short’s
visit was “political.”

62. In 2000, the EU granted preferences to countries in the region (Albania, Bosnia and
Herzegovina, Croatia, the former Yugoslav Republic of Macedonia, Montenegro, and
Serbia including Kosovo), allowing most of their exports to enter the Union free of duties
and any quantitative limits. The only exceptions included wine and certain fisheries
products, sugar, baby beef, and textile products originating in the customs territories of
Montenegro and Kosovo. These preferences, which were originally adopted in 2000 for
a period until the end of 2005, were extended until the year 2010.

9 UN-led reconstruction following US-led military
intervention: Afghanistan

1. Unless otherwise specified, data are from the IMF. Institutional reports on Afghanistan
are listed in the Bibliography as “Country Reports: Afghanistan”. For data on the informal
market, see Goodson (2006: 154).

2. Ghani et al. discuss how, between the communist coup of 1978 and the collapse of the
Taliban in December 2001, Afghanistan had been the scene of a brutal Soviet invasion,
10-year occupation, civil war, and proxy regional war. They mention how the cost of
destroyed infrastructure and the opportunity cost of lost production during this period
had been estimated by the World Bank at $290 billion.

3. Vaishnav (2004: 251) notes that US reluctance to support the expansion of the ISAF
allowed spoilers to disrupt reconstruction in areas outside Kabul. Over time, this eroded
initial goodwill toward the American presence and degraded popular support for the
government. The Security Council charged the ISAF with helping the government to
build a civilian police and new military forces. NATO assumed permanent command of
the ISAF in August 2003, in what became the Alliance’s first deployment outside Europe.
According to NATO’s Secretary-General, this was “the most complex and perhaps the
most challenging mission that NATO has ever taken on.” This is partly because of the
operation’s emphasis on reconstruction (Dombey et al. 2006). In October 2003, SCR 1510
lifted the ISAF’s restriction on operating outside Kabul.

4. For the state of the Afghan infrastructure, see ADB web site.

5. See, for example, Rubin (2007a, as well as previous work listed in the bibliography), Dob-
bins et al. (2003a), Donini et al. (2004), Vaishnav (2004), Oliker et al. (2003), Montgomery
and Rondinelli (2004) Donini (2006), Taylor (2007a) and Rotburg (2007).

6. As Hamre and Sullivan (2002: 89) point out, in failed states or countries devastated by
war, the short-to-medium-run objective should be “to create a minimally capable state,
not to build up a nation or address all the root causes that imperil peace.”

7. The mujahedin had US support at the time they organized a “jihad” against the Soviet
occupation. The Soviets had sent their military to Afghanistan in December 1979 to bring
a communist government of their liking to power, replacing the leaders who had staged a
coup in April 1978 (Rubin 2007a: 4).

8. Haneef Atmar, Minister of Rural Rehabilitation and Development, was the other strong
supporter of the NDF within the government. Nevertheless, he pointed out that there was
no significant consensus among Afghans in favor of the vision presented in the NDF. See
Leader and Atmar (2004: 169).
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9. In its “Doing Business” index of 175 countries, the World Bank ranks Afghanistan in
174th place with respect to “getting credit,” 173rd place in “protecting the investment,”
165th place in “enforcing contracts.” These rankings are indicative of the problems to be
faced in reactivating the private sector. (See World Bank Doing Business web site). The US
Commercial Service (2006) prepared a study on the difficulties and opportunities of doing
business in Afghanistan. Continued lack of electricity, for example, is a serious impedi-
ment to private-sector development, as are corruption, an unclear legal framework, and
land tenure problems.

10. For an articulate and valid criticism of this document, see Novib-Oxfam Netherlands
(2004). According to the authors, “the model presented in the SAF of a light enabling
state, an active private sector and community driven development denies the reality of
Afghanistan’s current context. It is inconsistent with the historical experience of state
building both of the West and the recent past in the Near East. It also ignores the reality of
a highly uneven playing field in the world economy and fails to address the fundamentals
of social justice and existing inequalities . . . there should be a heavier state playing a more
interventionist role economically and politically, both domestically and internationally.”

11. The I-ANDS and the Compact can be found at the government’s web site. For a detailed
analysis, see IMF (2006d).

12. Since the late 1990s, sixteen donors had formed the Afghanistan Support Group (ASG).

13. The Northern Alliance was a multiethnic group of mujahedin fighters that had fought
the Taliban since the mid-1990s and had controlled the area north of the Kukcha river in
Badakhshan. The United States, Japan, Saudi Arabia, and the EU co-chaired the ARSG.
The ATA chaired the IG with the ADB, the World Bank, UNDP, and the Islamic Devel-
opment Bank (IsDB) as vice-chairs. For a description of the numerous past and present
arrangements for aid assistance and coordination see, for example, Brynen (2005).

14. Rubin attributes to Richard Haass this term, which was coined at a meeting in the State
Department in September 2001. See also Ignatieff (2002) and Vaishnav (2004).

15. For the philosophical and practical dilemmas faced by NGOs and other humanitarian
agencies in the transition to peace in Afghanistan, see O’Brien (2004), Jones (2004), and
Costy (2004).

16. As with other military operations, the war in Afghanistan had disruptive repercussions on
neighboring countries. While the war in Kosovo caused neighboring countries to suffer
trade disruption and require balance of payments support from the IMF, in Afghanistan
the assistance was related more to war aims than to economic hardship. In this regard,
the Treasury prepared a financial plan for assistance to the “frontline states.” Taylor
(2007a: 31–2) described these as countries that could help the US in the “war on terror”
by providing intelligence, allowing overflights, enhancing border control, or permitting
the US to establish anti-terrorist bases of operations. There were 13 such states, including
Pakistan, Uzbekistan, Kyrgyzstan, and Tajikistan. The package was particularly large for
Pakistan, where a combination of debt relief, World Bank grants, and direct support from
USAID, linked to a reform program to improve budgetary transparency and spending
controls, resulted in increased economic growth from 2 percent in 2001 to 5 percent in
2005.

17. I would question Taylor’s (2007a: 33) assertion that “the needs assessment is where
most of the economic analysis—both microeconomic and macroeconomic—of postwar
reconstruction would take place. . . . You had to show the donors what their contribution
would be used for and that it would be used wisely in order to get them to contribute.”
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If this were the case, the institutions carrying out the assessment would determine the
priorities. With a sovereign government in place, this is not acceptable or even recom-
mended. It should be the sovereign government that designs its post-conflict economic
reconstruction strategy, determines priorities—as the Afghan authorities did in their
NDF—and carries out reconstruction according to its own vision. The needs assessment
should provide an analysis of initial conditions and an evaluation of immediate needs. In
no way should it set the priorities for reconstruction.

18. Three zeros were dropped from the currency; thus, 1,000 Afghani became 1 new Afghani.
The currency exchange started in October 2002 and lasted until the end of January 2003,
after which the Afghani stopped being legal tender. For a thorough discussion of the issues
involving the choice of currency, the currency exchange, and the selection of the currency
regime, including arguments in favor of a fixed or flexible exchange rate, see IMF (2003e).

19. Taylor (2007a: 53–9) describes efforts to bring Ismail Khan, the powerful warlord of Herat
into the national government. This eventually happened in December 2004, when Khan
finally accepted the position of energy minister and gave up his militia, whose members
were recruited into the Afghan National Army.

20. See IMF Country Reports on Afghanistan listed in the Bibliography (various years). See
also Bennett (2005).

21. The hawala is an informal system, widely used in the Middle East, Africa, and Asia, for
transferring money, including remittances, based on performance and honor. People in
Afghanistan’s rural areas rely heavily on it. The system operates via a network of hawala
brokers, or hawaladars. A customer approaches a broker in one city and gives a sum of
money to be transferred to a recipient in another, often foreign, city. The hawala broker
contacts a colleague in the recipient’s city, gives instructions for the delivery of the funds
(minus a small commission), and promises to settle the debt at a later date. All this
takes place without promissory instruments. Because terrorists and drug dealers often
use the hawala to transfer funds, Afghanistan’s central bank introduced legal provisions
in September 2004 to regulate and supervise their activities. For an analysis of the financial
system at the end of 2001 and on the reforms adopted to modernize the system, see IMF
(2003e).

22. Indeed, the central bank moved from one extreme to the other: from the previous practice
of unlimited overdraft financing, which had resulted in high inflation and a sizeable
depreciation of the exchange rate, to “adopting a simple and straightforward rule . . . that
would signal an unambiguous commitment to fiscal discipline.” (IMF 2003e: 103).

23. Likewise, the US Treasury Department’s “development as usual” approach to Afghanistan
is obvious from a report by Larry Seale in June 2002. Seale argues that, despite a number of
features to establish strict budgetary discipline, there were pressures on the government to
accommodate various political interests, including payments to several provincial gover-
nors to support celebrations of the overthrow of the Soviet Army (Taylor 2007a: 42). These
and other expenditures—which may seem unreasonable during normal development—
are often critical for the government to consolidate its position and its legitimacy. In
Mozambique, for example, Afonso Dhlakama, the rebel leader, wanted to keep his troops
in the bush rather than demobilize, since force was his only bargaining chip as he entered
into a peace agreement with the government in the early 1990s. To compensate for
the many nonmilitary advantages of incumbency that the government had, Dhlakama
insisted on acquiring financing for his political campaign. To his credit, Aldo Ajello, the
head of the UN mission at the time, managed to convince donors to create a UN Trust
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Fund and raised $18 million. Financing a rebel group was highly unconventional at the
time, and even heresy for many, but it was a major positive factor in the consolidation of
peace in Mozambique. See Ajello and Wittmann, 2004.

24. See IMF Country Reports on Afghanistan in the Bibliography. See also Bennett (2005).
See IMF web site for quotes.

25. Afghanistan completed a Staff Monitored Program (SMP) in 2006 and started a for-
mal program supported by a three-year Poverty Reduction and Growth Facility (PRGF)
amounting to roughly $120 million. In December 2003, the IMF concluded Article IV
consultations with the government for the first time in 12 years.

26. The Afghan solar year and fiscal year start March 21st and ends March 20th of the
following year.

27. See also UNODC (2007a, 2007b), Rubin (2007a: 10; and 2004), Rohde (2006),
Afghanistan (2005), Care and CIC (2003: 2), and IMF Country Reports (various years).

28. See IMF (2005f, Box 1) for a detailed explanation of the various budget concepts, and IMF
(2005g, Table II.1: 20) for data. These reports clearly indicate the lack of transparency in
the way donors finance Afghanistan.

29. I am fully aware that this is a chicken and egg problem. Had the government operated in a
more efficient, transparent, and non-corrupt manner, donors would probably have been
more likely to channel funds through the government budget and with less conditionality.
Solving this problem therefore requires working at both ends: improving the fiscal frame-
work of the government while ensuring that donors are more flexible and do not tie most
aid to the use of their own resources.

30. For details and different views, see, for example, Care and CIC (2003), Costy (2004),
Stockton (2004), Oliker et al. (2003), Vaishnav (2004), and Rubin (2006).

31. To qualify, countries need to establish a track record under programs supported by the
IMF and the International Development Association (IDA), the concessional lending
facility of the World Bank.

32. Although figures differ according to different sources and may not be accurate, they are
nevertheless indicative of social conditions in the country. Life expectancy at birth is
44 years, one in four children dies before the age of five, one in 12 women dies in
childbirth, fewer than four million people have access to water, and the population growth
rate, at 3 percent, is one of the fastest in the world (ADB 2002: 5; Taylor 2007a: 38).
Afghanistan ranked 169th out of 174 countries in the Human Development Index in
1996. In the past few years, Afghanistan has not been included in the index. Had it been
included, its ranking probably would have worsened.

33. The term “seamless transition” used by Taylor (2007a: 138–9) is unfortunate, since “tran-
sition” implies sequence or passage from one state to another. Both humanitarian and
reconstruction activities should take place simultaneously to be sustainable. What Taylor
refers to as “transition” is, in fact, two “simultaneous actions.” For example, returning
refugees and demobilizing soldiers should be given food to eat, but at the same time
they need to be given seeds, fertilizer, and technical training for planting. This is why
short-term demobilization and reintegration programs need to be well planned and
synchronized to be sustainable.

34. Data on estimates of reconstruction, pledges, and disbursements vary widely among
different organizations and analysts. Furthermore, it is not always clear whether they are
referring to reconstruction only or it also includes humanitarian assistance. This is a clear
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example of the need for the UNDP and/or the World Bank to coordinate and centralize
this type of data. It would be very useful for the recipient countries to know how much
money is coming into the country and for what purpose. Without these data, effective
policymaking is difficult to achieve.

35. Using a population figure of 22 million (before the return of refugees), the IMF
(2003f: 16–17) estimated that from January 2002 to March 2003, per capita assistance
was $67, while in Bosnia it reached $256 in 1999–2001. In terms of GDP, however,
the assistance was comparable, at about 40 percent, although significantly lower than
in Rwanda and Timor-Leste, where it reached about 60 percent. According to Thier
(2004: 41), Afghanistan would be getting only about one-eighth of the funding Bosnians
received on a per capita annual basis in the first three years of reconstruction (1996–
9). Other studies have found large disparities as well (Dobbins et al. 2003; Rubin et al.
2004: 8–12). Although the estimates differ greatly, they are nevertheless indicative of the
much larger volume of resources allocated to reconstruction not only in Europe, but even
in Haiti and Rwanda.

36. Care and CIC also note that, at $10–12 billion a year to support Operation Enduring
Freedom, the United States was spending about three times what the government was
requesting for annual reconstruction funding (Care and CIC 2004: 139).

37. Although growth in 2002–6 averaged 15 percent, by 2006 the rate had slowed to 9 percent.
Although these rates may seem high, it is important to bear in mind that economic growth
started from a very low base in 1999–2001. Thus, the international presence created a
bubble, which—like financial or real estate bubbles—is not likely to be sustainable. This
has been the case with other post-conflict experiences.

38. For example, in the NDS (2005: 27) the government argues that the international com-
munity has imported models of security forces that impose costs that Afghanistan may
not be able to sustain.

39. One obvious reason for resentment relates to pay. Rubin et al. (2004: 14–15) mention
that an educated Afghan employed by an NGO receives a monthly salary of $200–300.
A non-Afghan employee doing the same job for the same NGO receives $100 per hour.
Although some experts question this figure, arguing that it is the level paid by private
security contractors rather than NGOs, it nevertheless reveals the large gap between local
and expatriate salaries.

40. Professor Nadiri, on leave from New York University, is presently in Kabul in charge of the
I-ANDS.

41. See Rubin et al. (2004: 6–8) for an analysis of these scenarios. Ghani had previously been
the head of the AACA.

10 US-led reconstruction amid US-led occupation: Iraq

1. For details see Encyclopedia Britannica, Wikipedia, Allawi (2007), Dodge (2003), and
Tripp (2002). For an interesting account on how the past would affect reconstruction, see
Braude (2003). All institutional reports in this chapter are listed under “Country Reports:
Iraq” in the Bibliography.

2. According to Ignatieff, Iraq was an imperial fiction, cobbled together at the Versailles
Peace Conference in 1919 by the French and the British and held together by force and
violence since independence.
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3. For details on the war, see Pérez de Cuéllar (1997: 131–80), chapter 7. For the use of
chemical weapons by the two countries, see p. 168.

4. The term “compensation” is comparable to “reparations,” the term used in the periods
following the two world wars, so I use them interchangeably. For an authoritative and
detailed account of the UN Security Council’s role in Iraq during and after the Gulf War,
see Malone (2006). See also Pérez de Cuéllar (1997), chapter 10.

5. As Malone (2006: 75 and chapter 4) noted, fearing for Iraq’s cohesion after the Gulf War,
Saddam Hussein turned to internal rebellions. Thousands of Kurds and Shiite were killed
indiscriminately and many more were internally displaced.

6. For the details of everything that went wrong with this program and the involvement of
UN staff as well as companies and officials of member states, including the permanent
members of the Security Council, see Meyer and Califano (2006), which summarizes the
findings of the Reports of the Independent Inquiry Committee chaired by Paul A. Volcker.

7. As Secretary-General Annan posited at a press conference in Tokyo in May 2006, “the
Security Council acted and performed its duty. The Security Council did not endorse
the war. The United States could not get the support of the Council to go to war. . . . The
US did put together a coalition of the willing and went to war. . . . When an action is
supported by the Council and the United Nations, the peoples and countries of the world
are much more likely to accept it as legitimate. When governments move outside the
Council or act without Council approval or outside the Charter, or do things that are not
in conformity with the Charter, there is a perceived lack of legitimacy and things become
quite difficult . . . when it comes to collective security, that must be taken by the Security
Council.”

8. See, for example, Baker and Hamilton (2006), Bremer (2006), Diamond (2005, 2006),
Dobbins et al. (2003, 2005), and Crocker (2004a, 2004b, 2004c). Several authors have
noted the lack of planning and the improvization of the US-led occupation of Iraq. See,
for example, Fallows (2004), Crocker (2004a), and Rieff (2003).

9. For more details on the political and security transitions see, Baker and Hamilton (2006)
and Diamond (2005, 2006).

10. As Dobbins et al. (2003: 169) have pointed out, the prewar splits at the Security Council
made it much more difficult for the United States to adopt the burden-sharing model of
Bosnia, Haiti, Kosovo, and Afghanistan.

11. The fact that K-Albanians had perceived US troops as liberators probably was a factor
in the Bush administration’s reckoning. However, the situation in Iraq was radically
different following the unilateral decision to invade the country, particularly owing to
the US position with regard to sanctions. Any initial goodwill also soon disappeared as it
became clear that there was no clear exit strategy for US troops, and that their number
was inadequate to ensure security. For the inadequacy of US troops and an analysis of the
different insurgent and militia groups that posed a mounting threat, see Diamond (2006:
174–5) and Baker and Hamilton (2006: 3–21).

12. This was partly due to the failure of the US government to consult with the UN agencies
and NGOs that had been in Iraq before the invasion. Had they done so, they probably
would have been more aware of the political and economic realities in the country. The
ORHA–CPA staff language gap was another factor that acted as a barrier to understand-
ing. Baker and Hamilton (2006) note that only 33 of 1,000 people in the US Embassy in
Iraq in 2006 were Arabic speakers, only 6 of whom were fluent.
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13. Crocker (2004b: 272–3) argues that DDR typically is an “orphan” issue within the US
government that is not housed in any particular agency, with the result that programs
are neither coordinated nor cohesive. In his view, the government had no plans for DDR,
particularly reintegration, even well into the reconstruction effort.

14. This figure was reported by Crocker (2006: 279) and was often mentioned in the media.
Even if inaccurate, there is not much question that unemployment was extremely high.
This is not surprising, as GDP had fallen by 20 percent in 2002 and by a further 35 percent
in 2003.

15. For an interesting discussion of how the UN had become subordinate to the CPA through
SCR 1483, see Malone (2006: 205–8). In August 2003, the Security Council (SRC 1500)
established the UNAMI (UN Assistance Mission for Iraq), just five days before the terror-
ist attack on UN headquarters.

16. The UN also overestimated Iraqis’ goodwill toward an organization that had maintained
comprehensive sanctions against them for twelve years. As a result, the poorly protected
UN mission became the target of terrorist attacks.

17. The TAL stated that all CPA laws, regulations, and orders would remain in place after the
transfer of sovereignty unless duly enacted legislation rescinded or amended them. As per
the mandate given by SCR 1546, the interim government could not take such a decision,
because it would affect the country beyond the interim period (Crocker, 2004a: 85).

18. For an analysis of the power that this indirect selection process would give to the CPA, see
Diamond (2005: 5).

19. The “occupation”—the period in which the US government took all executive and legisla-
tive decisions—lasted until the Interim Government was appointed and assumed national
sovereignty. US troops remained in the country afterwards, but “at the request of the
authorities.” Therefore, the occupation ended at the time of the CPA’s departure, after
which the United States opened an embassy.

20. For a description of how security evolved throughout this period and how it affected
reconstruction, see CSIS reports (various issues) listed in the Bibliography.

21. The CPA’s 2003 reconstruction plan assumed that creating or restoring essential services
for the Iraqi people took precedence over economic growth and job creation (US Gov-
ernment Accountability Office (GAO), 2006: 12). Because the task of reconstruction was
given to foreign contractors rather than to Iraqis, Iraqis eventually had neither: security
problems delayed reconstruction and no employment was generated. Baker and Hamilton
(2006: 7) report that 5,000 foreign contractors were in Iraq in 2006.

22. For details on the multi-agency assessment of the situation in the immediate transition
following military intervention, see UNDG and World Bank (2003) and IMF (2003g). See
also IMF (2004g: 19). Baker and Hamilton point out that, despite non-US pledges of $13.5
billion, only $4 billion had been disbursed by mid-2006, which they attribute to donors’
lack of confidence in the process.

23. As I argued earlier, donors expect resource-rich countries to foot a larger share of their
reconstruction costs. However, it is not uncommon that policymakers, even those closely
involved, have been entirely wrong about what countries can contribute in post-conflict
situations. Deputy Defense Secretary Paul Wolfowitz infamously told Congress in March
2003 that “We’re dealing with a country that can really finance its own reconstruction,
and relatively soon.” A month later, Defense Secretary Donald Rumsfeld added, “I don’t
know that there is much reconstruction to do” (Allawi 2007; Naim 2007).
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24. New studies have shown the potential existence of additional reserves amounting to
100 billion barrels in the western desert highlands. If experts confirm this, Iraq would
move to second place. Of the 78 oilfields that the government has identified as com-
mercial exploitable, only 27 are currently in operation. A further 25 could begin pro-
ducing soon, and 26 are not yet developed. For details on potential reserves, see Crooks
(2007). For data on proven reserves, see Energy Information Administration (2006,
Table 3).

25. The IMF (2003g: 6) estimates that GDP per capita had dropped from over $3,600 in the
early 1980s to as low as $200 in the 1990s, to recover to $770 in 2001. Given the absence
of reliable statistics, estimates must be taken with caution.

26. Given the poor statistics throughout this period, the figures are only indicative and are
used solely for analyzing the deterioration of economic and social conditions. Both the
IMF and the US Treasury Department state that Iraq’s ranking had dropped to 126th (or
127th) place 10 years later (IMF 2005h: 5; Taylor 2003). However, the UNDP stopped
including Iraq in the published Human Development Index; hence it is not clear where
the data come from.

27. In the early 1990s, discussions with European and American oil experts took place at
the UN Director-General’s office, first on how much Iraq could contribute to the com-
pensation fund, and later in relation to the Oil-for-Food Program. I remember well how
surprised the experts had been to see the rapid recovery of the oil sector after the Gulf War.
The degree of “cannibalization”—using parts from old machinery and infrastructure to
repair oil facilities—and the inventiveness that the Iraqis had used to bring the sector back
to production impressed everyone in the oil market.

28. As a result of the first two stages of the Paris Club debt rescheduling, as well as reschedul-
ing of some of the non-Paris Club debt and most of the private sector claims, external
debt has fallen to about $100 billion at end-2007 (about 162 percent of GDP). The IMF
argues that the third tranche of Paris Club debt rescheduling (worth 20 percent in NPV
terms) and progress with restructuring non-Paris Club debt are needed for sustainability.
The former is expected after completion of the final review of the stand-by arrangement
(SBA). This would bring the debt down to about $35 billion (slightly less than 50 percent
of GDP) by end-2008 and secure debt sustainability over the medium term.

29. Between March and December 2004, the Bank approved and launched nine emergency
projects for close to $400 million, thereby committing nearly all donor deposits in the
Iraq Trust Fund. For more information on World Bank activities in Iraq, see the Second
Interim Strategy Note (World Bank, 2005c).

30. Similarly, the World Bank in its Second Interim Strategy Note had very optimistic projec-
tions for these years: 17 percent growth for 2006 and a gradual decline to 7 percent by
2010. See World Bank (2005c and its web site).

31. Iraq’s oil production peaked in 1979 at 3.5 mbpd. Since then, the highest level, 2.6 mbpd,
was recorded in 2000 (Dobbins et al. 2003: 193). The US Government Accounting Office
(GAO) Report (2006: 14) noted that the CPA overestimated the oil sector’s capacity to
contribute to reconstruction by assuming production would grow to 2.8 million–3.0 mil-
lion barrels per day, an increase of one-third over 2002 levels, which never materialized.
For an analysis of the oil sector in 2003, see IMF (2004g, Box 2: 8). For recent data see
IMF (2008b).

32. The central bank raised its interest rate to 16 percent at the end of 2006 and to 20 percent
in January 2007, from 8 percent at the beginning of 2006.
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33. In addition to subsidizing sales from domestic production, the government imported
petroleum products (amounting to $3.2 billion in 2004) for sale domestically at subsi-
dized prices. The IMF estimated that this resulted in a loss of budget revenues of nearly
$8 billion, or roughly 30 percent of 2004 GDP (see IMF 2005h, Box 2: 11). For prices,
see data submitted by the government (IMF 2007f, Table 3). By March 2007, regular and
premium gasoline prices were comparable with the averages for the region but those for
diesel exceeded regional averages.

34. See IMF (2007e, several tables) and Baker and Hamilton (2006: 22–3).

35. The Global Policy Forum compiled a thorough list of publications and documents related
to sanctions, including their humanitarian impact on the civilian population of Iraq (see
their web site). Although the food distribution in place was beneficial in the early stages
of the transition, the government had to replace it as soon as possible since it had the
same impact as other humanitarian aid discussed earlier: it created disincentives to the
reactivation of agriculture and distorted prices.

36. The Central Bank of Iraq holds the DFI and the International Advisory and Monitoring
Board (IAMB) supervises it. Representatives of the UN, IMF, the Arab Fund for Social and
Economic Development, and the World Bank are members of the IAMB. The resolution
contemplated that the CPA, in consultation with the Iraqi Interim Administration, would
authorize the disbursement of DFI funds.

37. Iraq could have opted for a currency board, as it had in the 1930s or as Bosnia adopted
in the mid-1990s. It also could have pegged the ID to a stable currency or dollarize the
economy de jure. However, to peg the ID to the dollar would have been a political mistake,
and to peg it to the euro at a time when the euro was appreciating against the dollar would
have been also problematic. For the advantages that a fixed rather than a flexible exchange
rate would have provided Iraq, see Dobbins et al. (2003: 207–8). Chapter 14 discusses
options for exchange rate arrangements.

38. Such inflows may result from aid, as in Afghanistan; repatriation of funds from abroad,
as in Iraq; large inflows of remittances, as in Kosovo and El Salvador; a large expatriate
presence, as in Kosovo; or from a combination of these factors.

39. See, for example, Kirchgaessner (2007).

40. President Bentancur was a member of the Truth Commission in El Salvador in the early
1990s. The Report of this Commission was entitled From Madness to Hope: The 12-Year
War in El Salvador.

41. For more details, see IMF (2004g, Box 1: 7) and Taylor (2006, chapter 8; 2007).

42. See, for example, Dobbins et al. (2003, 2005) and Baker and Hamilton (2006).

43. An editorial in the Financial Times of September 24, entitled “Iraq as laboratory: Pri-
vatization talk lacks a sense of reality,” is revealing. The editorial pointed out that the
hyper-free market blueprint signed into law by Paul Bremer, including low tariffs, low
taxes, and a wide-open door for foreign investors seeking to privatize assets, was likely “to
stoke further the rising anger of many Iraqis at the occupation authorities’ failure to get a
grip on the country.”

44. In a vouchering scheme, employees receive a stake in the privatized SOE.

45. Several books and articles discuss the issue of legitimacy. See, for example, Malone (2006),
Slaughter (2004), and Crocker (2004a: 84–6).

46. As Crocker (2004a: 74) notes, the status of CPA legal reforms was uncertain after June
28, while the CPA’s pursuit of its economic program with minimal Iraqi input called into
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question its sustainability after a legitimate government took over. See also Dobbins et al.
(2003: 210) on the inadvisability of privatization.

47. Because of the policy reversal, many analysts do not seem aware of the earlier stance.
See, for example, Klein (2007). Analysts are more familiar with the infamous CPA Order
39 of September 19, 2003, according to which, “Foreign investment may take place with
respect to all economic sectors in Iraq, except that foreign direct and indirect ownership of
the natural resources sector involving primary extraction and initial processing remains
prohibited. In addition, this Order does not apply to banks and insurance companies.”
Thus, Order 39 allowed 100 percent ownership of SOEs except in oil, banks, and insurance
companies.

48. I have borrowed the title of this section from Chung and Fidler (2006), who conducted a
thorough and detailed analysis of the restructuring from which I draw extensively in this
section, unless otherwise indicated. Their work, which managed to piece together, for the
first time, the practical details of this complex restructuring, should interest policymakers
involved in future debt deals. For analysis and data on foreign debt, debt restructuring,
and debt sustainability, see also IMF (various Country Reports listed in the Bibliography).
For an inside account, see Allawi (2007).

49. In 2004, Gulf War reparations consumed about 5 percent of oil revenue (Crocker
2004a: 83).

50. Data varied somewhat according to different sources. See, for example, Chung & Fidler
(2006), CRS Report for Congress (2006) and Allawi (2007).

51. Critics of the debt restructuring, including Jubilee Iraq, a donor-funded NGO, argued that
it came with dangerous strings attached, including greater access for foreign investors to
critical sectors. See, for example, Dominick (2004) and Jubilee Iraq at its web site.

52. Because of the decrease in debt and the large increase in GDP, the total debt fell to $114
billion in 2004, representing about 450 percent of GDP.

53. See IMF (2007f: 8).

54. It was impractical, however, to offer bonds to small creditors. Thus, the government paid
small claims of less than $35 million in cash, at a discount of 90 percent.

55. According to the US Government Accountability Office (GAO), the US government allo-
cated about $311 billion in fiscal 2003–6 to support US stabilization and reconstruction
efforts in Iraq, including over $34 billion for reconstruction assistance alone. Moreover,
the administration requested about an additional $51 billion to support US stabilization
and reconstruction operations in Iraq and Afghanistan in fiscal year 2007 (see GAO web
site). The Iraqi Study Group Report (Baker and Hamilton 2006: 9, 32, and 38) reckoned
that by mid-2006, the US was spending $6–8 billion a month. From the time of the
invasion to mid-2006 the US had spent $400 billion, with the bill possibly growing to
$2 trillion once the cost of caring for veterans and replacing lost equipment was added.
Since they do not explain how they arrived at this figure, they probably took it from Stiglitz
(2006c). In addition to budgetary costs, Stiglitz, working with Linda Bilmes, included in
the calculations the cost of dead soldiers and severely wounded veterans (lost earnings,
lifetime disability payments, and health costs), equipment, recruitment bonuses, and
interest on financing costs to arrive at an estimate of total cost ranging from $1 trillion to
$2 trillion up to end 2005. As hinted in the title of their recent book (Stiglitz and Bilmes
2008), after five years of war, the cost to the US government has reached $3 trillion. In
their view, three major factors are behind these ballooning costs. First, the rising cost of
personnel, mainly as a result of a considerable rise in cost per troop; second, much higher
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cost of fuel (from $25 to $100); and third and most importantly, the need to replace used
equipment and weaponry as the stock of military equipment wears out.

56. In addition to the DFI, the CPA had at its disposal millions of dollar in cash, rugs,
jewels, and other objects seized by US soldiers from Baathist properties, as well as an
$18.6 billion allocation from the US Congress (Catan et al. 2004). For the details on the
lack of transparency, missing money, incompetence, and other such issues related to CPA
activities, see Malone (2006: 205–6), and Cooper and Jaffe (2004).

57. Other foreign contractors often mentioned in connection with reconstruction problems
include Bechtel and Kellogg, Brown, and Root (KBR), a subsidiary of Halliburton. For
additional evidence of nepotism, corruption, and unnecessary costs of US-led recon-
struction, see Glanz (2006a, 2006c, 2006e, 2006g, 2006h), Brinkley (2006), Negus (2006a),
Shumway (2005), and Pelhalm et al. (2004).

58. For details, see Horowitz (2003).

59. Diamond (2006: 177) points out that by early 2004 it was simply not safe for foreign
officials and contractors to move around Iraq without an armored car and a well-armed
security escort—expensive precautions that often were insufficient. Crocker (2004a: 82)
notes that the CPA initially allocated 10 percent of the $18.6 billion appropriated by
Congress for Iraq’s reconstruction for security expenses related to protection of foreign
contractors, but that actual costs pushed spending to 20–25 percent. Crocker also notes
that corruption in Iraq is rampant and ingrained, in part as a vestige of the thriving black
market during sanctions. The CSIS (December 2004: 1) reports estimates of security
costs ranging from 15 to 50 percent of total contract costs. In analyzing how funds
are spent, the report also accounts for the “numerous cases of rampant corruption and
fraud in Iraq, poor oversight of US spending, and waste or mismanagement by con-
tractors that have been documented in several US government and international audits
as well as press reports.” The report does not assign a percentage to the amount lost
to corruption, however, and questions the 30 percent figure attributed to Transparency
International.

60. Many analysts have advocated debt cancellation in Iraq on the theory of “odious debt.”
See, for example, Gardiner and Miles (2003), Wall Street Journal Online Editorial (2003),
and Jubilee Iraq at their web site.

61. This proposal may not be that radical. In fact, in 2003 David Mulford, former Under-
Secretary of the US Treasury and then International Chairman of Credit Suisse First
Boston, proposed an interest-free three-year moratorium on Iraqi debt payments. See
Mulford and Monderer (2003).

62. The Kurds aim to control Kirkuk and the fields around it, which account for about 10
percent of proven reserves. Article 140 of the Iraqi Constitution approved by the Shiite and
Kurds, calls for a reversal of the “Arabization” policy that Saddam Hussein implemented
in Kirkuk. This has allowed thousands of Kurds to return to the city and its surroundings.
A census and referendum will take place sometime in 2007 to determine whether or
not Kirkuk will be assimilated into the semi-autonomous Kurdish region (Senanayake,
2006). About 60–70 percent of proven reserves are in areas that the Shiites control. Sunni
controlled central Iraq is the poorest region in terms of oil.

63. For details on the draft law, see Khalilzad (2007). Khalilzad suggests that the chances
of ratification of the draft law are high, but Iraqi officials are much less optimistic. For
an analysis of why oil companies may dream of entering Iraq, see Hoyos and Khalaf
(2007). For production-sharing agreements that the Kurdistan government has signed
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with foreign oil companies and that the central government does not want to recognize,
see Blas (2007) and Negus (2006b, 2006c).

11 Setting the stage

1. Hamre and Sullivan (2002: 92) note that a coherent strategy is indeed absolutely necessary.
As they point out, this is because all necessary tasks—humanitarian, military, political,
social, and economic—are interconnected and hence need to be pursued all at once. If
financing for one is lacking, all of the others may turn out to be in vain.

2. This implies staying the course with the right policies throughout economic reconstruc-
tion or modifying such policies if they are not working.

3. In the restricted sense used here, “capacity building” refers to efforts by international and
bilateral organizations, as well as NGOs, to increase the human capacity of governments,
both at the central and local levels, by educating and providing practical training to civil
servants and other nationals involved in the reconstruction process. The objective is to
improve their performance and enable them to carry out basic activities in a broad range
of areas.

4. For a discussion of Bosnia and Herzegovina, see Hurtić et al. (2000). For Mozam-
bique see Addison and de Sousa (1999). For Uganda, see Ndikumana and Nannyonjo
(2007).

5. Along the same lines, Pascual and Indyk (2006) have argued recently that Lebanon should
establish an international fund with procedures for fast, audited disbursements. They
argue, and I fully agree, that it is important that there be only one trust fund, with a
single set of rules for all donors. Otherwise, policymakers would need to spend more time
on the bureaucracy of spending than on restoring economic activity.

6. The IFIs (particularly the IMF and the World Bank) and bilateral donors usually play an
important role in capacity building in a wide range of economic and financial areas. They
should do so at the invitation of national governments, keeping national priorities and
preferences in mind, without trying to impose their own beliefs.

7. As the Steering Committee of the Joint Evaluation of Emergency Assistance to Rwanda
revealed in 1996, the lack of in-depth knowledge of the historical, political, social, and
economic context of the crisis undermined the effectiveness of international intervention
(World Bank, 1998a).

8. See IMF (2005a) for more details. See also Hurtić et al. (2000).

9. The same is true of development in general.

10. For an interesting discussion on these issues, including the interest of foreign investors in
the DRC’s large copper and cobalt deposits, see England (2006c, 2006e). See also Bream
(2007); Stearns and Wrong (2006); Gettleman (2006); Polgreen (2006); Mahtani (2006a);
and del Castillo (2003b). For a discussion of the UN-backed certification scheme known
as the Kimberly Process, see Wallis (2003a).

11. The Comptroller General of the United States testified to the Senate on March 11, 2008
that Congress appropriated nearly $700 billion for the global “war against terror” in
Iraq and Afghanistan. According to GAO, this amount covers military operations, base
security, reconstruction, foreign aid, embassy costs, and veterans’ health care for the
three operations initiated since the 9/11 attacks: Operation Enduring Freedom (OEF)
in Afghanistan and other counter terror operations; Operation Noble Eagle (ONE),



NOTES 357

providing enhanced security at military bases; and Operation Iraqi Freedom (OIF). The
majority of this amount was used for military operations in support of Operation Iraqi
Freedom, including the cost of equipping, maintaining, and supporting deployed forces.
About $45 billion was provided for reconstruction efforts, including rebuilding Iraq’s
oil and electricity sectors, improving its security forces, and enhancing Iraq’s capacity
to govern. As I mentioned in Chapter 10, this total relates to budgetary expenditures. If
other related future costs are included, Stiglitz and Bilmes (2008) estimate that the total
may reach $3 trillion. (See chapter 10, footnote 55 for details).

12. The African Union estimated that corruption costs Africa about $148 billion per year, or
roughly 25 percent of Africa’s official GDP (Quote from President Obasanjo of Nigeria
addressing the Extractive Industries Transparency Initiative (EITI) in Abuja and reported
by the BBC website (see IMF, Today’s Morning Press, the summary of daily news emailed
to IMF staff, February 17, 2006)). As the International Peace Academy (IPA, 2002e) points
out, in practice, making a functional distinction between legal and illegal commerce can
be difficult, as informal markets and clandestine trade may serve vital economic needs—
albeit often alongside other clearly criminal activities.

13. See IMF, Today’s Morning Press, February 21, 2006 and Transparency International web
site.

14. For an interesting account of mining, conflict, and corruption in Sierra Leone, see
Polgreen (2007).

15. Transparency International’s 2006 Corruption Perceptions Index places Haiti with the
worst ranking among 163 countries.

16. See Schimmelpfennig (2007) and England (2006b) for the cost and other issues involved
in Lebanon’s reconstruction.

12 Basic institutional framework

1. As discussed in Chapter 5, the UN also lacks institutional arrangements of its own to
support countries with economic reconstruction in an effective way. If the chances of
successful reconstruction are to increase significantly, the recommendations that I made
there (Figures 2–4), together with my proposal here (Figures 5–6), should be a subject of
debate among the different actors. Without the right institutional arrangements, policy-
makers will implement policies piecemeal, without consistency, integration, or support,
and most probably lacking the necessary financing for priority programs.

2. For some of the issues involved in the transformation of Vietnam into a market economy
in the late 1980s, see Lipworth and Spitäller (1993). Although Vietnam was still in the
post-conflict reconstruction phase, many of the problems that it faced in this transforma-
tion were similar to those of the Eastern European countries as they moved toward market
economies in the early 1990s (see Blejer and Škreb 1997, 1999a, 1999c). In other respects,
Vietnam was more like China than other post-conflict countries, insofar as the economic
transition took place independently of—rather than in conjunction with—the political
transition.

3. Financial programming is the mechanism for ensuring consistency across the four sectors
in an economy: the real sector, the activities of which are recorded by the national
income statistics; the fiscal sector, which is covered by the government’s fiscal statistics;
the monetary sector, recorded in the consolidated financial system accounts (including
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the central bank, commercial banks, and other financial institutions); and the external
sector recorded in the balance of payments statistics.

4. In some cases, governments have special powers to adopt legislation by decree. This was
also the case in UN protectorates in Kosovo and East Timor, where the UN exercised all
executive and legislative decisions.

5. This assumes that there will initially be two budgets: the “regular budget” (recording
all recurrent expenditure of the government, such as wages, salaries, and pensions) and
a “reconstruction budget” for humanitarian and reconstruction expenditure, financed
by donors, but prepared by the Ministry of Finance, in consultation with donors. It
is theoretically possible, but it has not happened in practice, to have a single national
budget from the outset. The important point, as mentioned earlier, is that the government
consolidates the two budgets as soon as possible, most probably as the country begins its
transition to normal development.

6. The Paris Peace Agreement, for example, contemplated economic rehabilitation programs
only for those groups that would collaborate with the peace process in Cambodia. By
isolating certain factions from financing, the agreement was supposed to create incentives
to cooperation in the peace process. This, however, did not work, because factions that
opposed the peace process easily found alternative sources of financing through illegal
sales of gems and logs (Doyle 2002: 82). In the case of Angola, the willingness of UNITA’s
Jonas Savimbi to respect the ceasefires might have been quite different if he had received
the right incentives to stop fighting. Giving up war, diamonds, and power at the same
time was not an attractive prospect, which may well explain UNITA’s preference in 1992
for a return to civil war over participation in the run-off election.

7. As the minister of finance of Angola told the Financial Times in 2004, the $200 million
offered by the World Bank was his “cash budget for a week” (Reed 2005).

8. See, for example, the three reports of the United Nations Panel of Experts on the Illegal
Exploitation of Natural Resources and Other Forms of Wealth in the Democratic Republic
of the Congo (DRC). See also Wallis (2003).

9. If Chad amended the law to allow for more recurrent expenditure or to decrease the
transparency of government spending, this would create problems with the World Bank
(Mahtani 2005). Despite the law, revenue of about $400 million since mid-2004 “has
been seriously marred by mismanagement, graft, and, most recently, the government’s
decision that a hefty share can be used to fight a rebellion.” The World Bank has suspended
project loans to Chad, which is an indication of a “good practice model” gone sour. Chad
is seeking alternative sources of financing, such as China, which is already a dominant
investor in neighboring Sudan (White 2006b).

10. For a discussion of specific cases and comparison between countries that have been cursed
and others that have been blessed, see Humphreys et al. (2007); Stiglitz (2006a, 2004a);
Moody-Stuart (2004); and Ross (2003).

11. See, for example, Frenkel (1999b) and Blejer and del Castillo (2000b). Others oppose the
independence of the central bank, particularly the need to target zero or very low inflation.
See, for example, Stiglitz (2003a, 2005a).

12. For details, see Hilbers et al. (2000). For issues and problems related to the provision of
microfinance in Cambodia, see Williams et al. (2001). The auditing and assessment of the
banking system normally takes place within the framework of CAMELS (capital, assets,
management, earnings, liquidity, sensitivity to market risk).

13. See speech at the UN web site. Ramos-Horta refers to a document of the World Bank
(2005b).
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13 National reconciliation efforts

1. The issue of refugees and displaced persons is critical to any country in the transition to
peace. For details on this issue see, for example, Adelman (2002). If the transition goes
sour, as has happened in Afghanistan and particularly in Iraq, there will be a new wave
of refugees and displaced populations. In Iraq, it is estimated that by 2007 the security
situation had uprooted about 4 million people, of which close to 2 million had no place
to go outside Iraq since neighboring countries were already flooded with refugees (see
Financial Times 2007b and Rosen 2007).

2. Spear (2002: 141) posits that, although disarmament and demobilization are normally
bundled together, the latter is more important in ensuring a successful transition to
peace. This is why the lack of demobilization of the Kosovo Liberation Army (KLA) is so
worrisome, as discussed in the case study. She also argues strongly that the international
community should not expect or encourage disarmament to follow a standard model.
National policymakers should decide on how to do it according to the norms of the
specific society. For more details on the issues involved in these activities, see also Berdal
(1996).

3. UNDP (2006) provides the details of the organization’s work in this area, as well as
lessons learnt and guidance for DDR programs. See also Rubin (2003). For a review of
the Standards see UN web site.

4. For more details on the specific activities related to relief and humanitarian assistance, see
United Nations (1996a).

5. For an analysis of the many challenges related to education in post-conflict situations, see
World Bank (2005a).

6. Spears (2002: 145) argues that the more modern the economy, the more complex will
be the reintegration process. This makes sense because a large part of those that need
reintegration might have done nothing else in their lives but fight and hence would find it
more difficult to acquire the skills needed by a modern economy. My experience with the
land program in El Salvador and with other reintegration programs makes me believe that
there are often other factors working the other way. For example, the obstacles to the land
program in El Salvador were such in terms of land scarcity, property rights problems, and
others that it would have been better to reintegrate former combatants through higher
skilled activities in manufacturing or services, despite the training and capacity building
efforts that this would have required.

7. See Berdal (1996: 15) and Spear (2002: 152).

8. For details on Sierra Leone, see Vaishnav and Crocker (2004).

9. For the interesting experience of Malawi with subsidization of fertilizer and seeds, see
Dugger (2007b).

10. See UNEP’s web site.

11. For details, see Humanitarian Demining web site.

12. For information on UN activities in demining see UN web site.

13. For a detail of the different infrastructure sectors and a more technical analysis, see Brown
(2005). For problems in rehabilitating infrastructure in post-conflict countries in Africa,
see Hoeffler (1999).

14. Housing is “private” infrastructure and not usually included with public infrastructure.
In post-conflict situations, however, the distinction is not important since donors also
largely finance housing rehabilitation.
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15. Many of these off-budget schemes imply, nevertheless, “contingent liabilities” for the
government in the sense that they may trigger a financial obligation for the government
under specified circumstances. Contingent liabilities can be “explicit” if a contract or law
stipulates payment commitments, as in the case of government guarantees, or they can be
“implicit,” if no such legal obligation exists. In the latter case, the government may need
to cover for the liabilities despite the lack of guarantee, to avoid, for example, the collapse
of the banking system or the default of local governments.

16. For a detailed analysis of the different options in relation to particular case studies in
different parts of the world, see del Castillo and Frank (2003).

17. See speech of January 24, 2004 at UN web site.

18. The Secretary-General (2001: 11) recognizes this in relation to the exit strategy for peace-
keeping operations. Noting that “reconciliation cannot be imposed,” he argued that a
peacekeeping operation is the wrong instrument if the parties are bent on war.

14 Macroeconomic policymaking

1. In many cases, the poor results had to do with flagrantly inconsistent policies rather
than with the application of a specific model. Perhaps the most notorious criticism of
the Washington Consensus comes from President Chávez of Venezuela, who likes to talk
about the savage “neo-liberalism” that ruined Argentina. Argentina, however, had avoided
liberalizing the labor market, which was inconsistent with its fixed exchange rate system:
if prices cannot adjust, wages should. Otherwise, the situation would be unsustainable, as
indeed it was.

2. This, by no means, implies that there were no inefficiencies and corruption in state-
owned enterprises. However, privatization policies in the 1990s often led to a few people
amassing huge fortunes in a short period. At the same time, these policies created high
unemployment and hardship for the large majority of those that previously had relied on
public employment and high social protection.

3. Most countries in post-conflict transitions have an undeveloped financial market. Most
rely on the banking system to allocate resources from savers to borrowers. Many govern-
ments control interest rates and use credit allocation of state-owned banks for political
objectives. For case studies on different aspects of financial liberalization across the world,
see Caprio et al. (2001); Blejer and Škreb (1999); Frenkel (1999); and Stiglitz (1998).

4. The elections of leaders in several emerging countries, particularly in Latin America, that
come from a strong socialist tradition reflect this preference. This has been the case in
Venezuela, Brazil, Argentina, Uruguay, Bolivia, and Ecuador, economies coming out of
sharp economic and financial crises. It has also been true in Chile, a country that has
followed successful market-based reform for several decades and that has managed to
bring more people out of poverty more rapidly than any other country in the world, but
with income disparities increasing in the process.

5. The choice between the market and the state is not something peculiar to countries in
post-conflict situations. In 1848 John Stuart Mill in his Principles of Political Economy
wrote: “One of the most disputed questions both in political science and in practical
statesmanship at this particular period relates to the proper limits of the functions and
agency of governments.” Cited by Guitián (1997: 27). See also Buiter et al. (1997).

6. As Hoff and Stiglitz (2002: 8) have pointed out, Russia initiated mass privatization before
institutions to support the rule of law were in place. They reported a qualitative difference
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between Russia and most other developed, capitalist societies: there were few rules for cor-
porate governance, and no rules to make management teams contestable. Furthermore,
in Russia the president could rule by decree. In 1995–6, Russia adopted laws to protect
shareholders’ rights. Despite regular free elections since 1993, enforcement of these rules
was very weak. The authors recount how the transfer of state property to private agents
took place amid the stripping of Russia’s assets. Depending on the measure used, capital
flight averaged between $15 billion and $20 billion per year during 1995–2001, equivalent
to 5 percent or more of GDP.

7. There exist many policy alternatives, as the experiences of Costa Rica and Uruguay,
two middle-income countries with strong social protection and among the best income
distributions in Latin America, indicate.

8. As the President of the Federal Reserve of Dallas Bob McTeer (Dallas Federal Reserve
2006) wrote Hazlitt was the 20th century’s most famous economic journalist. In McTeer’s
view, “understanding economic theory is hard. Most people don’t read economics directly,
but absorb what they know through the popular press. For this reason, journalists have
always played a key role in educating their readers on complex topics.” McTeer considers
that Hazlitt was such a journalist.

9. For a theoretical and practical analysis of macroeconomic management, including sources
of economic growth, appropriate monetary, exchange, and fiscal policies for redressing
domestic and external imbalances; exchange rate determination, and the effects of IMF-
supported programs, see Khan et al. (2002). For an interesting and practical review of
a large number of macro- and micro-economic issues relating to globalization, many
of which are immediately, or will soon become, relevant to countries in post-conflict
reconstruction, see Schriffin and Bisat (2004).

10. In the bibliography these are also listed under Sundararajan et al. (1995) and Ghandi
et al. (1995) since references also appear under their respective names in the literature.
For IMF work on monetary, exchange, and fiscal policies in post-conflict countries see
also IMF web site.

11. See Sabot and Székely (1997). The Third meeting of the Group, sponsored by the United
Nations University and World Institute for Development Economics Research (WIDER),
took place in Helsinki in July 1995. The head of DESA, Jean Claude Milleron, provided
Secretariat support for the High Level Group. The fact that these valuable papers were not
included in the edited volumes of the three meetings of the group provides support for my
argument in Chapter 5, that he was not at all interested in post-conflict reconstruction,
which he saw as a political, rather than an economic, issue.

12. See, for example, IMF (2004c). See also Gupta et al. (2005).

13. This was not a new argument for me. In 1995 I wrote that in post-conflict situations coun-
tries had to “settle for less than optimal policies in their economic reform efforts so as to
accommodate the additional financial burden of reconstruction and peace consolidation”
(del Castillo 1995a).

14. See IMF, Public Information Notice (PIN) No. 05/45 of March 29, 2005.

15. For details on a minimalist monetary and exchange rate framework needed for post-
conflict reconstruction, see IMF (1995c) or Sundararajan et al. (1995). For more on these
issues and a discussion of particular case studies see also IMF (2004a, 2004b).

16. For details see IMF (1995a, 1995b). See also Lönnberg (2002). Apart from his proposal for
using best practices for designing central banks (based on independence from government
authorities) with which I disagree, he presents the operational framework for restoring
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and transforming payments and banking systems, based on the Fund’s experience in
Kosovo and East Timor, which is useful for practitioners.

17. In theory, if policymakers decide to adopt a fixed (anchor) exchange rate, they will give
up the option of utilizing monetary policy (rather than fiscal policy) to stimulate the
economy since it is outside their control. Under fixed exchange rates, the authorities can
only control credit, and the supply of money will adjust to the demand for it through the
balance of payments, that is, through imports or exports of capital. In practice, this is not
the case in post-conflict situations where there are all types of distortions that interfere
with capital flows.

18. As discussed in the case of Afghanistan, countries may also have to move to a two-tier
banking system, where the central bank stops performing commercial functions and
focuses on monetary policy. In Afghanistan, for example, the central bank performed
deposit and credit operations that in a two-tier banking system are the prerogative of
commercial banks.

19. Although there is conclusive empirical evidence of the economic and social costs associ-
ated with high inflation, research has not been able to prove convincingly that very low
levels of inflation make a significant improvement in growth prospects. For evidence, see
for example, Tanzi (1997b); Stiglitz (2005a, 2003a, 1998). Shooting for very low levels
of inflation in post-conflict situations could deprive governments of critical financing
without improving growth significantly.

20. This is because monetary policy is geared towards maintaining the peg, and cannot be
used for expansionary purposes unless the authorities are willing to break the peg.

21. With the fall in inflation in the late 1990s, however, policymakers sought greater discretion
in managing their exchange rates and moved toward intermediate systems, including
pegged but adjustable rates, exchange rate bands, crawling pegs, and pre-announced rates
(“soft pegs”). That trend was set back by the financial panics of the new millennium
and exchange rate regimes, previously seen as extreme policy choices, acquired new
prominence. Thus, the debate shifted towards two preferable alternatives: governments
can either guarantee a fixed exchange rate through some type of institutional mechanism
or adopt a free floating system where they abstain from intervening in foreign exchange
markets to defend the currency. At an operational level, however, few countries float freely.
Most continue to intervene in the foreign exchange market. For a more detailed discussion
of the options debate, see Fisher (2001) and Blejer and del Castillo (2000a).

22. For an analysis of currency boards see Hanke (2002, 2003a, 2003b). For a detailed analy-
sis of the case of Bosnia and Herzegovina, see Coats (1999). Woodward (2002) points
out how policy choices which governments make in the area of stabilization are very
important and can have huge political consequences—both positive and negative—for
the quality and sustainability of the peace process.

23. There is an important literature dealing with the conditions for adopting one exchange
rate or another. For analysis on dollarization, see for example, Berg and Borensztein
(2000a, 2000b); and Sahay and Végh (1995). For a case study on the pros and cons of
dollarizing in Liberia, see Honda and Schumacher (2006).

24. For details on a minimalist fiscal framework needed for post-conflict reconstruction, see
IMF (1995d) or Ghandi et al. (1995). See also IMF (2004c, 2004d) for more on these issues
and a discussion of particular case studies.

25. For a discussion of these issues, see Tanzi (2000).
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15 Microeconomic policymaking

1. Indeed, I agree with Crane (2007) that “suicide bombers and death squads are not seeking
shorter working hours, higher salaries, or better pension plans.” But the transition from
war creates high expectations for better living conditions and when people do not find a
job, those expectations are immediately dashed. Disgruntled members of society are much
more likely to engage in “political, sectarian and personal” struggles, which he argues are
the root causes of the current conflict in Iraq.

2. These are often justified as answers to specific problems. For example, the subsidies to
biofuels are justified as a response to energy insecurity and climate change (Wolf 2007).

3. Outsourcing has grown rapidly in the last decade, and takes place at very different levels
of expertise and technology. Only a decade ago, for example, pistachio production in Italy
had an outsourced component. Companies shipped closed nuts to China, where workers
cracked them open by hand. The Chinese exported them back to Italy, where they were
packed and sold (Hill 2006). Although many post-conflict countries should aim at higher
levels of value-added than pistachio opening, countries can attract low-skilled and low-
investment processes as long as their labor force is competitive.

4. See, for example, del Castillo (2003c) and del Castillo and García (2006). Although I
am convinced that countries can use these zones effectively under different situations, I
emphasize that their success will be highly dependent on the right legal framework, as well
as on an effective promotion policy to attract only “desirable” investors. In this context,
desirable investors are those that, in addition to generating employment, contribute to
technology transfer, build the capacity of the local labor force, respect the environment,
and exercise good corporate governance.
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currency stabilization/stability 80, 283, 284
current account 106, 114, 288

deficit 158
surplus 22
worsening 283

customs 148, 276, 287
complexity of laws and regulations 176
revenues 98, 174
weak administrations 31

Cyprus 54, 73, 142
Cyrus the Great 191
Czech Republic 32, 278

DAB (Da Afghanistan Bank) 174
Dari 170, 175
Dayton Accord (1995) 138, 229
DDR (disarmament, demobilization and

reintegration) 13, 16, 19, 40, 41, 60, 82,
111, 117–18, 125, 153–4, 164–5, 177,
178, 221, 255–71, 296, 298, 304

ability particularly important in
reconstruction activities relating to 45

basic efforts at 214
concessionality would facilitate 92
disbanding of army without 195
ensuring 135
financial efforts at completing 42
neglected “unfinished business”

concerning 136
programs for 39, 53, 215
successful experiences with 42, 135
World Bank involvement in 67

debt:
bilateral 209
commercial 209, 210
creditors could condone percentage of 91
external 183, 288
military 200
overwhelming levels of 37
portfolio 288
substantial reduction 200
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debt: (cont.)
unresolved 200
see also foreign debt; also under following

headings prefixed “debt”
debt arrears 69, 89–91, 92, 124, 183–4, 200,

275, 289
avoided 208
cleared 209
dilemmas of resolving 90
grace period on 216
need for greater flexibility in payment 308
precedent with wide implications for 207

debt burdens 31
debt default 89

avoided 37, 91
selective 208

debt-for-debt swap 210
debt forgiveness 91, 210

large, for Latin American countries 216
precedent with wide implications for 207

debt instruments 209, 210
debt relief 89–91, 211, 216, 209

agreement on 209
expenditures on scarce resources

spared 216
negotiations on 200

debt rescheduling 124, 246
debt restructuring 89, 101, 183–4, 207, 245,

276
critical decisions with respect to 289
implications for future 91
political costs of 216
top US firms clearly benefited from 212
under fire 208–11

debt servicing 83, 128, 150, 183–4, 211,
216

ineligibility for further credit 265–6
decision-making process 244
defense 150
deforestation 263
del Castillo, Graciana 30, 31, 32, 248
delinquency 267
De Long, J. B. 24
demand:

aggregate 272
equals supply 276
fuel 263
international, changes in 246
labor 300

Demekas, D. G. 81, 82
demining 19, 147, 173, 263, 264, 297
demobilization, see DDR
democratic development 275

democratization:
move towards 25–6
promoting 108

dependency culture 295
depuración 109
deregulation 222, 274

key sectors 305
DESA (UN Department for Economic and

Social Affairs) 54, 55–6, 62, 73, 131
DESIPA (UN Department of Economic and

Social Information and Policy
Analysis) 131, 132

see also DESA
de Soto, Alvaro 13, 14, 32, 72, 114, 131, 177
Deutsche Marks 147, 149, 150, 284
devaluation 22, 272
development aid 81–3
development-as-usual approach 46, 57, 60,

65, 70–1, 76, 81, 99, 128, 135, 136, 201,
211, 251, 275, 280, 303

establishing benchmarks on policies 214
facilitating a smooth transition to 252

development-plus challenge 41, 251, 255, 304
development trap 157–9
devolution 143
De Vries, Rimmer 216
DFI (Development Fund for Iraq) 204,

211–12
DFID (UK Department for International

Development) 234
DHA (UN Department of Humanitarian

Affairs) 267
Diamond, L. 195, 196, 198
diamonds 9, 215, 241, 242, 295

“conflict” 233, 234
investment to upgrade production

capacity 245
reserves 247
rough 234
wars over 245

diaspora 11, 99, 138, 147, 159, 283
dictatorship threat 23
dinars:

Iraqi 191, 203, 204, 205
Saddam 205, 284
Swiss 205, 284
Yugoslav 149

disabilities 257, 259, 266
disarmament, see DDR
disaster relief expenditure 130
discrimination 138
disease and hunger 245
disequilibria 274
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displaced persons 40, 117, 258, 259, 270
internal 196, 238, 255, 256, 262, 304
relocation of 257
resettlement of 106, 111

disposable income 300
disruption of harvests 108
distortions 224, 258, 263, 287, 290, 297

food aid can create dependence and 262
forgiveness for 278
international presence 151, 164, 235, 267
neglect to address 274
price 245, 276
tradable and non-tradable goods 159,

245
wage 151

DNO (Norwegian oil company) 217
Dobbins, J. 138, 156, 157
“Doi Moi” reforms 274
dollarization policy 130, 202–3

de jure 283–4
dollars 274, 283, 284

hoards of 25
purchased 284

Donini, A. 168, 171, 181, 186
Dornbusch, Rudiger 216
DPA (UN Department for Political

Affairs) 47, 54, 55, 56, 60, 61, 62, 132
UNAMI directed and supported by 100

DPKO (UN Department for Peacekeeping
Operations) 54, 55, 60, 61, 62, 97, 132

missions directed and supported by 98,
100

DRC (Democratic Republic of Congo) 3, 9,
11, 30, 90, 91, 97, 207, 230–1, 246, 300

confidence-building measures 248
demining 264
illicit activities 233
major challenge in monetary and banking

area 249
mineral riches, killings over 244–5
ongoing transition 17
sexual exploitation and abuse by

peacekeepers 1
unexploited reserves 241
UNMAS in 264

drought 107, 114, 184
supply shocks stemming from 178

drug production/trade 101, 181
abuse 296
alternatives to 186, 187, 188, 298
areas in which it is possible to replace 189
burgeoning problems 166
estimates of 180

fighting 177
networks 139
trafficking 167

DSRSG (Deputy Special Representative of the
Secretary-General) 55, 56, 76

Economics and Finance 63
Political Affairs 63

Dubai 299
Dugger, C. W. 244
Dulles, Allen W. 12, 23, 24, 25, 52, 80, 85,

231, 262
Dutch disease 82, 245

earthquakes 36–7, 107, 130, 162
East Timor 12, 14, 15, 43, 66, 73, 98–9, 164,

167, 172, 174, 185, 228
confidence-building measures 248
dollar preferred in trade and as storage of

value 284
encroachment by military actors on

humanitarian agencies and NGOs 183
intrusive role of UN in 53
payments system and banking collapse

282
peacebuilding 130, 196
protectorates in 67, 224
restoring the payments system 236
UN mandate and clear exit strategy 237
see also Timor-Leste; UNTAET

Eastern European countries 277
EBRD (European Bank for Reconstruction

and Development) 149, 229
ECLAC/CEPAL (Economic Commission for

Latin America and the Caribbean) 132
ecological problems 118
economic assistance 113

large-scale, financial and technical 99
economic conditionality 85–6
economic consequences 21–6, 82, 180

civil war 106–7
peacetime 108, 110–11

economic development 26, 33–4, 168
strategic framework for 157, 170
see also sustainable development

economic downturn 107
economic governance:

allocation of large USAID project on 212
improving 308, 309
system that promotes 234

economic growth 43
anemic 202
broad-based 29, 224–5
fast 295
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economic growth (cont.)
healthy 37, 105
independently sustaining 157
rapid 235
reactivation of 35, 124, 288
resumption of stability and 111
strategy for 157, 170, 171
sustainable 225
very strong 156

economic information 287
economic needs 228
economic performance:

comparisons difficult 44
improvement in 112, 129

economic policies 145, 155, 167,
249

alternative 44
appropriate, design of 287
constrained 140
formulation difficult 29
gradually taking ownership of 155
inappropriate 106
major shift in 170
market-oriented 25
mistakes in 198
mistrust and resentment of 38
optimal 30, 177–8, 251
reorientation of 112–13, 129
statist 273
unrealistic and misconceived 99
unsound 24
see also macroeconomic policymaking;

microeconomic policymaking
economic recovery 19, 85

focusing on 135–6
particularly difficult after financial

crises 37
rapid 118
success of reintegration programs

dependent on 260
economic reform 24, 37, 155, 215

uncertainty surrounding sustainability
of 224

economic stabilization:
rigorous 118, 135, 260
“shock” program of 179
see also macroeconomic stabilization

economic transition 18, 19–20, 198–203
Economist, The 131
ECOSOC (UN Economic and Social

Council) 58, 131
High-Level Segment 74
Peacebuilding Commission and 59–60

education 115, 117, 258
low levels of 130
medium-term strategies for 159
opportunities 257
payment of wages and salaries 286
pre-primary 112
primary 105, 112, 295
secondary 105, 295
special services relating to 259
spending on 106, 150, 162
tertiary 295
women’s access to 259
years of schooling 107

EFF (extended fund facility) 70, 87
efficient markets 276
egalitarian development 275
Eichengreen, B. 24
EITI (UK Extractive Industries Transparency

Initiative) 246, 250
El Salvador 9, 10–11, 13, 54, 55, 65–6, 68, 69,

72, 73, 86, 89, 99, 165, 168, 177, 203,
227, 251, 280, 281, 282

arms-for-land program 44, 117, 119–20,
123–4, 223, 248, 258, 259–60, 265

colón appreciation 284
demining 264
earthquakes 36, 107, 130
entrepreneurial abilities 260, 264
failed efforts at conflict prevention 39
interpersonal violence and public

insecurity 17
job creation 190
large inflows of aid and other financial

resources 246
maquila 299
peace agreements 87, 97–8, 112, 115, 117,

127, 234, 265; see also Chapultepec
peace process 205
peacebuilding/peacekeeping 12, 130, 154
problems faced in 74, 178
property rights 237
public insecurity 259
short-term reintegration programs 258
step-by-step approach used for 100
success of post-conflict economic

reconstruction 260, 264
truth commissions 19, 109
unemployment and impact on crime and

public insecurity 296
UN-led reconstruction 97–8, 103–36
war-to-peace transition 12
see also Calderón Sol; Cristiani; FIS; FMLN;

MINUSAL; ONUSAL; PNC
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elections 227, 266
turn of the new century 275

electoral systems 111
liberalized 109

electricity 143, 146, 266, 292
shortages 200

emergency programs 35, 40, 72, 298
employment created by 37
how to pass from 261
post-conflict countries usually start

with 38
short-term 34, 36, 256, 257–8
see also EPCA

emerging countries/economies/markets 35,
225, 247

financial crises in 274
hard fight against inflation in 283

employment 62
financing alternative programs 181
five-pronged promotion strategy

293–301
gainful 295
generating 168, 176, 177, 186, 226,

300
important source of 261
labor-intensive 215
lack of 60, 158, 308
longer-term 266
negative repercussions on capacity 175
potentially an important source of 298
reactivating through innovative

mechanisms 293
short-term 266
sustainable 260, 303
temporary 112

employment creation 29, 30, 31, 37, 82, 170,
178, 202, 236, 248

active policies for 297
advantages in terms of 296
alternative 188
focusing on 135–6
important source of 300
innovative, short-run 238
local, failed 212
long-term plans 35
necessary but not sufficient condition

for 67, 165
need to revise strategy 97
negative impact on 164
reactivation of 88
rehabilitation programs as 256, 267
sine qua non for national reconciliation and

peace consolidation 261

sustainable 184
temporary 188
viable 187

employment opportunities:
attractive, social safety net programs need

to be replaced by 201
fewer 158
robbing of 165
scarcity of 179

enforcement 97, 230, 233, 240, 287
prudential rules 249

Enlightenment 294
entrepreneurial abilities 181, 229, 260, 264,

296
environmental considerations 153

protection 225
reversing or cleaning up damage 263
serious problems/threat 107, 153

EPCA (IMF Emergency Post-Conflict
Assistance) 70–1, 92, 200, 201

first beneficiary of 229
equilibrium price 276
equity principle 34, 35, 44

only the UN can justifiably violate 45
Ernst & Young 210–11
ERP (European Recovery Program) 11
ERSG (Executive Representative of the

Secretary- General) 60
ethical norms 213
ethics of development/reconstruction 34, 35,

44, 45
Ethiopia 264
ethnic Albanians, see K-Albanians
ethnic cleansing 19
ethnic groups:

major 169
preventing fighting among 195
putting together 267

ethnic rivalries/divisions 9, 21, 42
conflict/purging/violence 152, 154

EU (European Union) 55, 122, 140, 143–4,
164, 187, 223, 299

bidding procedures 146, 165
bureaucratic restrictions 146
conditionality 122
damage assessment and estimate of

technical assistance needs 229
farmers assisted through loan and price

support programs 297
functional pillars 99, 161, 162
Kosovo granted “supervised independence”

under NATO and 142
preferential access to markets 300
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EU (European Union) (cont.)
requirement to procure materials from

suppliers 165
“tied aid” policy demanded by 236
trade preferences provided to exports 165

euro (currency) 149, 284
European Commission 234
exchange rate policies 168, 176, 204

central banks should not have the power to
act independently in setting 282

choice of 276
consistent 168
effective 282
fully attuned to demands and constraints

of war-to-peace transition 249
guiding principle for 177
increasing central bank capacity to

conduct 176
jointly determined 177–8
tightening 203

exchange rates 21, 82, 85, 147–8, 191,
287

choice of system important 283
fixed 37, 274, 282, 283, 284, 285
flexible 124, 274, 282, 284
floating 282, 283, 285
multiple 112
multiple, eliminating 284
odd situations happen with 283
pegged 283–4
proper 85
real, more competitive 290
rebuilding of 281
stable 25
unified 124

excise duties 148, 149
exclusion 138, 271, 278, 279

aggravated 295
ethnic 140
political 303
social 296

expatriates 75, 149, 157, 186, 263, 269
family and friends 156
large presence/number of 202, 283
local expenditure of 288

expectations 273
unfulfilled 307
unrealistic 279, 280, 307

expenditure responsibilities 286
export-processing zones 181, 215
exports 189–90, 238, 261, 283

economies that are heavily dependent
on 246

foreigners buying 288
main commodity 292
oil 193, 202, 203, 204, 210, 246
preferential tariff treatment for 308
reconstruction zones to produce exclusively

for 299–301
regional markets for 146
rehabilitation of infrastructure for 267
tax on 231
trade preferences provided in EU

markets 165
value-added in 290, 299
wide balance-of-payments deficit by

increasing 300
external assistance 170
external deficits 274
external sector policies 288–9
extortion 148
extremist nationalism 22
ExxonMobil 246

factor markets 24
failed states 18, 25, 39, 171, 303

agencies’ strong presence in 71–2
currency appreciation in 283
terrorist and criminal networks 1

Faisal II of Iraq, King 191
FAO (UN Food and Agriculture

Organization) 262, 267
FARC (Revolutionary Armed Forces of

Colombia) 39
Fascist Right dictatorship 23
FDI (foreign direct investment) 158, 165,

204, 288, 299
reconstruction zones to attract 238

federalism 217, 286–7
Feil, S. 16
fertilizers 262, 297
fiber-optic cable 292
Fidler, S. 209, 210, 211
final status:

lack of 237
property rights and 159, 163–4
uncertainty about 157

financial account 288
financial aid/assistance 16, 156–7, 167, 223,

231, 237, 243, 279
amount and stability of 33
great demand for 249
large need for 35
large-scale 99
provision constrained 31
tragedies facilitating large inflows of 35
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financial chaos/crises 32, 34, 89, 269, 274,
283

countries coming out of 38, 305
economic recovery particularly difficult

after 37
investment difficult to reactivate after 38
serious 278, 305

financial institutions 149, 187
see also IFIs

financial sector:
collapse 37
modernization 274

financial services access 291
financial stability 66
financial support 13

generous 106
long-term 259
strong 261
see also IFIs

Financial Times 131
financing 85, 87, 98, 113, 121, 148, 152, 201,

211, 228, 285–6
available 267
challenge of 145
consortium 246
constraints related to 301
critical peace-related programs 177
deficit 188
dependence on official flows 248
donors may impose restrictions 279
dropping 269
focal point for 162
IFI, often inadequate 245
lack of 165, 221, 255
large-scale 173
micro-enterprises 149
not always timely or addressed to critical

projects 156
oil sold to provide for purchases of

humanitarian goods 192
problems with reconciliation

programs 248
serious implications 153
short-term 269
terrorist 173
uncertainty about 116
unique situation with regard to 203–4
viability of 264
see also foreign financing

Finland 142
“first-best” policies 281
FIS (El Salvador Social Investment Fund) 112
Fiscal Crime Law (El Salvador 1993) 113

fiscal deficits 37, 130
large 274

fiscal policy 159, 165, 275, 285–7
based on major tax reform 112
consistent 168
government’s responsibility to define

115
importance of transparency in 233
improvement in 287
MoF mandate to carry out 243
primitive 176
pro-cyclical 246
setting on wasteful and unsustainable

course 159
sound 37, 274, 285
strengthening of 112
tight 201, 202, 235
unique opportunity for 158
unsound 24

FMLN (Frente Farabundo Martí para la
Liberatión) 39, 42, 97, 108–10, 111, 113,
135, 265

demobilization of 117–19, 120–3
missiles kept in Nicaragua 256
Peace Agreement between El Salvador

government and 103
remarkable achievement for 104

follow-up missions 229
food 44, 146, 180, 186

access to 229
basic services 257
countries likely to rely on aid for 262
distribution of 204, 263
processing industries 189
reducing subsidies for 290
short-term emergency programs to satisfy

immediate needs 256
shortages 215

Foreign Aid Act (US 1947) 80, 85
foreign assistance 158, 162, 286, 295

activities facilitated by 288
dependence on 157
drastically curtailed 164
high levels of 157
spending on 156
spikes of 38

foreign contractors 199
foreign currencies 283
foreign debt 89–91, 138

critical decisions with respect to
arrears 289

decision on how to restructure 289
partial condonation of 38
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foreign debt (cont.)
protracted arrears on payments of 31
servicing 184

foreign exchange 268
access to 75, 267
frozen abroad owing to sanctions 204
impact that aid flows have on appreciation

of national foreign currencies 82
large volumes of 283
positive impact on earnings 190
possible fluctuation 121
rebuilding or modernizing the market 282

foreign financing 79, 110–11, 136, 150, 162,
236

lagging 282
success of reintegration programs

dependent on 260
foreign investment 43, 90, 292, 293, 294–7,

299–300
liberalization of 107
opening regulated sectors to 222, 305–6
requires legitimacy and secure property

rights 215
role of 274
strategy to promote 287
see also FDI

foreign investors 165, 208, 300
difficult to attract 293
joint ventures with 231
willing to invest even if the risk is high 293

foreign policy 22
Foreign Policy (publication) 13, 14, 32, 72, 78,

114, 177
foreign trade 107
forestry 138, 263
former combatants, see DDR
France 194, 209

military interventions led by 14
Frankel, Jeffrey 284
Frankfurt 150
fraud 234
freedom of the press 266
free-trade zones 299
Frenkel, Jacob 285
frozen funds 204, 205, 206
fruits 297
FRY (Former Republic of Yugoslavia) 145,

155
air strikes on 139
arms embargo on 139
liabilities of 150

fuel 202, 262–3, 266
reducing subsidies for 290

full employment 247, 272
functional pillars 99, 140, 149, 160, 161–2
FYROM (Former Yugoslav Republic of

Macedonia) 139, 143, 160, 164

G-7 countries 2, 73
new pledges to increase troops and

equipment to improve security in
Afghanistan 101

G-8 states 71, 139
“G to P” (UN General Services to

Professional) exam 133
Gabon 244
Galbraith, P. W. 198
GAO (US Government Accountability

Office) 212
Garner, Jay 195, 206
gasoline 202

official price of 203
refinery of 262

Gaza Strip 10, 62
GDP (gross domestic product) 11, 24, 87, 88,

105–7, 108, 111, 113, 114, 115, 116, 117,
118, 122, 129, 130, 150, 156, 157, 158,
174, 179, 180, 183, 199

fallen 202
grants as percentage of 84

Gecamines 231
GEMAP (Liberia Governance and Economic

Management Assistance Program) 234
gender inequality 167
genocide 10, 18

escaping the legacy of 291
Germany 183, 199, 204, 209

excessive reparations charged to 21–2
K-Albanians emigrating to 138
remittances from Kosovars in 99, 138
see also Berlin; Bonn

Ghana 233
Ghandi, Ved 280
Ghani, Ashraf 170, 182, 183, 187
Glanz, J. 17
Global Competitiveness Index (WEF)

291
Global Corruption Barometer Survey (TI

2005) 233
Global Witness 246
globalization 248

implications of 52
GNDI (gross national disposable income)

156
gold 241
Golden Dome bombing (2006) 198
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Good Governance Program (Sierra
Leone) 234

good offices 97
Goulding, Marrack 131
governance 141–4

accountable 168
corporate 277
democratic, civilian 166
good 150, 168, 170, 233, 234
need to improve throughout public

sector 227
poor 31
representative 196
strategy for 171
strengthening 291
see also economic governance

government expenditure 106
recurrent 261

government intervention 199, 274, 276
complementarity between markets

and 277
government responsibilities 115, 272–3
grains 297
grants 71–2, 79, 83–4, 92, 156, 157, 216, 286,

288
bilateral and multilateral 145
decline of 108
dependence on 248
external 113
humanitarian aid provided through 81
poor countries should get 250

Great Depression (1930s) 24, 272
Great Lakes 9
Greece 142
greed 293
guards 212
Guatemala 9, 10, 12, 13, 66, 73, 87–8, 110,

132, 165, 190, 282
ceasefire broadly respected 42
interpersonal violence and public

insecurity 17
job creation 190
maquila 299
property rights 237
short-term reintegration programs 258
see also MINUGUA

guerrillas 11, 87, 264
DDR programs 39
former, elected to public office 110
murder of Jesuit priests connected to 108

Gulf Coast 36
Gulf States 200, 209
Gulf War (1990–1) 192–3, 202

Gunnarsson, A. 128
Gupta, S. 281
Gypsies, see Roma

Hague, The 87, 144
Haiti 2, 11, 18, 66, 76, 90, 193, 228, 229, 235,

280
peacebuilding missions 12, 73

Halifax 73
Halliburton 212
Hamilton, L. H. 212
hard currency 25, 235, 283
hawala system 176, 225
Hazara 169
Hazlitt, Henry 278, 279
HDI (Human Development Index) 104, 107,

130, 199, 295
aging population at top of 250
country at bottom of 250

health 112, 115, 117, 173, 273
expenditure 106, 162
lack of or loss of job dangerous to 294
medium-term strategies for 159
payment of wages and salaries 286
poor 179
some of the worst indicators in the

world 167
vital 187

health services:
basic 257
overextended, reducing the burden on 266
special 259

healthcare 112
spending on 150

Helmand province 181
heroin 2, 166, 180
Hezbollah 2, 135, 256
HIPC (IMF/World Bank Highly Indebted

Poor Countries) Initiative 71, 92, 183
Holst Fund 62
hospitals 146
Houlihan Lokey Howard & Zukin 209
housing 128, 186

critical problems relating to 260
expenditure needs for 162
increasing the demand for 267
part of remittances often used to build 289
poor 179
restoring services and 146–7
serious delays in repairing 236
short-term emergency programs to satisfy

immediate needs in terms of 256
spending on repairs 156
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housing (cont.)
temporary 257
vital 187

human capital 30, 159, 291
access to 291
differences in 10
improving 275

human development indicators 199–200
see also HDI

human rights 3, 87, 91, 87, 97, 109, 110,
131

era of widespread abuses 169
monitoring and promoting 13
promotion of 196
respect for 18, 19, 60, 108, 166, 304
UN attempts to integrate peacemaking,

humanitarian and 171
violations of 15, 16, 31, 42, 60, 169, 194,

271
humanitarian aid/assistance 32, 34–5, 36, 76,

79, 82, 83, 99, 170, 195, 255–6, 269, 285
attacks a serious deterrent to 262
encroachment by military actors on

agencies 183
former combatants, displaced, and

returning refugees 257
increased need for 151
large amounts required 184, 304
largely used for consumption 289
lumping together reconstruction with 185
need for quick-impact projects 183
NGO worry about losing ability to

provide 173
off-budget 150
prioritization of scarce resources for 171
provided through grants 81
slow move to reconstruction assistance 184
SRSG tasked with coordination of 196
temporary measure to provide 192

Hurricane Katrina (2005) 36
Hydrocarbon Law 217
hyperinflation 22, 204, 281

smothering 283

IADB (Inter-American Development
Bank) 104, 112, 118, 228

I-ANDS (Interim Afghanistan National
Development Strategy) 171, 182, 183,
187

ICI (International Compact for Iraq) 201,
213

ICTY (International Criminal Tribunal for
the Former Yugoslavia) 87

IDA (International Development
Association) 71

IFAD (International Fund for Agricultural
Development) 262

IFIs (international financial institutions) 3,
13, 18, 20, 26, 41, 51, 58, 100, 104, 132,
135, 145, 170, 175, 225, 230, 269,
297

aid and debt logic 92–3
arrears with 183, 216, 276, 289
capacity building by 65, 179
communication/coordination between UN

and 56, 78, 98, 127, 131
concessional programs 118, 308
conditionality 84, 85, 86, 88
debt arrears with 10, 31, 89–90
dialogue with 63
financing from 98, 245
flexibility in emergency situations 69
interference in internal affairs 231
Iraq and 200–2, 209
mandates need to be flexible 225
neo-liberal model “imposed” on

developing and transition
economies 274

policy advice from 67
preventing and combating fraud and

corruption 234
relations with 200–2
roles 52, 66
support from 223
technical assistance from 65, 67, 187
way to reduce risk with support of 246
see also IMF; World Bank

IFIs Coordinators 63
IG (Implementation Group) 172, 174
IGC (Iraqi Governing Council) 196

Transitional Administrative Law
(2004) 197, 198

Iglesias, Enrique 228
illegal activities 60, 100, 109, 164, 189

corruption taps funds into private bank
accounts 231

disarming armed groups 178
eliminating 148
transactions 287

illicit economy 141, 232–3
booming 166
special efforts to lure spoilers away

from 304
spoilers and others benefit from 305
transcending 180–1

illiteracy 105, 167
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ILO (International Labour
Organization) 267

IMF (International Monetary Fund) 30, 41,
52, 56, 68, 69, 81, 156, 157, 174, 188,
199, 228, 250, 274, 281, 285

active role in Afghanistan 172
bank regulation policy 176
business-as-usual practice 158
conditionality 85, 86, 87, 88, 89, 179, 200,

209
critics of 86
debt arrears/restructuring 184, 210
drug production estimates 180
El Salvador involvement 107–8, 114–17
emergency assistance loans 92
estimate of Iraq’s foreign debt 208–9
expenditures to strengthen security

forces 179
financial constraints imposed by

stabilization program 42
fiscal policy-as-usual 165
fiscal strategy recommendation for

Kosovo 159
governments can request technical

assistance from 287
macroeconomic framework designed with

assistance of 177
misgivings about how Angola accounts for

resource-related revenue 246
monetary and fiscal policies/targets 176,

178, 221
new currency conversion 205–6
output growth in Angola 295
performance under programs supported

by 202–3
politically incorrect and dangerous policies

ignored 201
pressure to eliminate subsidies for fuel

products 203
role during early post-conflict

transition 67
sophisticated framework recommended

by 281
support for neo-liberal model 274
UNMIK and 149, 150
World Bank and 67, 73
see also EPCA; HIPC; PRGF; also under

following headings prefixed “IMF”
IMF Development Committee 71
IMF Executive Board 70, 114, 200, 201
IMF Fiscal Department 280
IMF Institute 161, 176
IMF Interim Committee 70, 71, 73

imperfect information 277
imports 180, 203, 283

continued reliance on 165
excise duties and sales taxes levied on 148
financed through loans 83
humanitarian goods 193
not relying exclusively on 149
refined products 202
tax collection on 148

impunity 16
in-kind aid 83–4
incentives 189, 297

constructive approaches based on 223
need to create 231
private sector 245
work, reducing 295

inclusion:
appropriate policy response to lack of 294
efforts fail in stagnant economies 295
not forthcoming 296
political 251
recognition of 294
social 97, 170, 273, 293, 295, 303

income distribution:
impact of privatization on 277
one of the worst in the world 105
social responsibilities over 273
worsened 274

income indicators 156
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